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Executive Summary
Recommendation: Sell (Overvalued)

5

Industry Overview
In 1988, American Railcar Industries was formed as a corporation focused on
providing parts and supplies to both rail and non-rail related industries. Today, ARII is
one of the North American leaders in manufacturing, leasing, and service of hopper and
tank railcars. American Railcar, Greenbrier, Trinity industries and FreightCar America are
the top four companies in the railcar industry and control about 92% of the market. We
analyzed the five forces model below to determine what drives competition in the railcar
industry.
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The American railcar industry is highly specialized and tailored to certain
commodity industries. Specialization increases switching costs for buyers and reduces
the threat of new entrants to the market. Additionally, the Railcar industry is a capital
intensive industry with immense regulation and governmental scrutiny. Railcar buyers
tend to have high bargaining power since they purchase in large quantities from a few
suppliers. Government regulation and a limited number of railcar manufacturers are two
of the contributors that give the Railcar Industry suppliers very little bargaining power.
Overall the railcar industry is vulnerable to the customer’s bargaining power. The
amount of back order contracts with the major firms signifies a potential for future
growth in the market. The industry being highly concentrated hinders might potential
entrants to the market, regardless of the growth potential.
Using the five forces analysis we conclude that rivalry in the industry exists,
however, the firms in the industry aim to retain customers rather than fight for market
share. The industry has its strengths in cost leadership and product differentiation.

Accounting Analysis
It is vital to analyze the accounting policies of a company to have a complete
view of the firm itself. By doing this, we can determine if the numbers of the firm could
be shown more accurately. The firm’s policies can directly affect the financial forecast of
the company. There is flexibility in how a company may arrange its financials, under the
General Accepted Accounting Principles (GAAP). The amount of disclosure is a sign from
the company generally shows its intentions, high disclosure is releasing all pertinent
information to the public, regardless of the reaction caused by it. Low disclosure allows
the possibility that a company could be hiding something within the financials that could
hurt the company.
7

The types of accounting policies fall into two categories: type one and type two.
Financial policies that fall under type one policies are related to the Key Success Factors
and includes: economies of scale, low input costs, and product quality. It appears that
in relation with the quality of disclosure in type one accounting policies, American
Railcar Industries, Inc. has a high level of disclosure with its financials and does not
intend to misguide investors.
Type two accounting policies have a very versatile nature and if used maliciously,
can mislead and misinform the potential investor of possible holes in the company. The
type two accounting policies associated with ARII include; goodwill, operating leases,
and research and development. We have deduced that goodwill consumes less than
one percent of ARII’s and their competitor's net fixed assets, so restatements on the
basis of goodwill impairment were not necessary.
GAAP allows for companies to utilize operating leases. American Railcar and their
competitors all utilize these leases, but they make up less than twenty percent of
current liabilities, so the need for restatements was not necessary on the basis of
operating leases either.
Research and Development has little to no role in this industry. Only one
company out of ARII and its competitors has R&D on their financials.
Through our analysis of American Railcar’s financials, we found that they employ
very conservative accounting principles and have a very high quality of disclosure.
Potential red flags were not a concern for this company, therefore restatement of their
financials were not required. We believe ARII is accurately portraying its financial
standings.
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Financial Analysis
Our next step in valuing American Railcar was to analyze their financials. First,
we calculated and examined American Railcar’s as compared to the rest of the
industry’s financial ratios for the previous five years. Then we forecasted financial
statements to estimate American Railcars’ cost of capital.
We used financial ratios to measure the performance and financial health of
American Railcar. For this valuation, we divided those ratios into three distinct
categories: liquidity ratios, profitability ratios, and capital structure ratios. Liquidity
ratios are important because they can be used to assess the financial condition and
health of American Railcar relative to its competitors. These ratios represent the firm's
capabilities to pay short-term debt obligations via their current assets. American Railcar
has had a very high quick and current ratio, but has been on the downtrend for the last
five years. American Railcar has had a very high inventory turnover compared to its
competitors and the overall industry average. The A/R turnover for ARII is very low
compared to the industry average, which means they do not collect on their accounts
as fast as its competitors. This could signal poor credit policies, making them slightly
inefficient. The working capital turnover for American Railcar is above its competitors,
which is favorable because it shows efficiency in generating revenue with less
investment that its competitors. We believe American Railcar maintains a good level of
liquidity.
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Liquidity and Operating Efficiency Ratio Analysis
Ratios

Performance

Trend

Current Ratio

Underperforming

Decreasing

Quick Asset Ratio

Average

Decreasing

Inventory Turnover

Average

Decreasing

Days Supply of Inventory

Average

Increasing

A/R Turnover

Underperforming

Increasing

Days Sales Outstanding

Underperforming

Decreasing

Cash to Cash Cycle

Underperforming

Increasing

Working Capital Turnover

Average

Increasing

We assessed the profitability of American Railcar by examining ratios that
compare sales, net income, and costs. These profitability ratios are useful for our
valuation because they indicate the degree to which American Railcar is generating
revenue compared to their expenses and costs. Operating margin and gross margin
have been well above the industry average, indicating very high profitability for
American Railcar. They have maintained a low asset turnover, which could cause
potential red flags because they are not generating an average return on their
investments. However, they have maintained a very high return on assets, which is very
favorable. Overall American Railcar is average but has some strong points when it
comes to profitability.
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Profitability Ratio Analysis
Ratios

Performance

Trend

Operating Profit Margin

Out performing

Increasing

Net Profit Margin

Average

Increasing

Return On Assets

Out performing

Decreasing

Return On Equity

Out performing

Decreasing

Capital Structure ratios indicate the source and proportion of debt and equity
used to finance firms’ operations. They are also useful for determining the present and
future risks associated with American Railcar’s financial structure. American Railcar has
a very low debt-to-equity ratio, which is very favorable for the company as it indicates
good stability and low debt. They have an enormous times interest earned. This is very
good because it indicates that there is little debt and a lot of equity. This makes ARII a
very safe company from an investor's standpoint. American Railcar has had a very good
Altman’s Z score, which is a measure of creditworthiness. Staying above the industry
average for most of the last five years. Their Internal Growth Rate is more than double
the next competitor in line, and well above the industry average. Their Sustainable
Growth Rate is also above its competitors and the industry average experiencing little
volatility overall.
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Capital Structure Ratio Analysis
Ratios

Performance

Trend

Debt To Equity

Underperforming

Decreasing

Times Interest Earned

Out Performing

Increasing

Altman Z score

Underperforming

Decreasing

Internal Growth Rate

Out Performing

Increasing

Sustainable Growth Rate

Out Performing

Increasing

After we calculated and analyzed the financial ratios for American Railcar and the
industry, we focused our attention on forecasting their future earnings and growth. This
is important because we will be effectively discounting these forecasts to present day to
arrive upon a value for the firm. We used regression analysis applied to multiple
variables to quantify American Railcar’s growth forecast. These factors include market
risk premium, various risk free rates, and the most recent stock price. An important
note to make regarding these forecasts is the deterioration of accuracy going forward.
The further out we forecasted, the more we had to rely on assumption. We used tenyear forecasts because we believe that they are able to maintain a significant degree of
accuracy while providing enough explanatory power to be significant for our valuation.
The WACC, or weighted average cost of capital, is the discount rate used to find
the present value of future debt and equity. It is important to consider the WACC for
our valuation, because if it is too low, American Railcar will likely be overstated. The
WACC calculation gave us a result of 9.5%.
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Valuation Models
Once the five forces analysis, cost of capital estimates, and forecasts were
completed, we were able to conduct the valuation analysis for ARII. The valuation
process is a thorough examination of American Railcar’s stock price on November 2,
2015, and will determine if the stock is over, under, or fairly valued. Two different types
of valuation methods were used to conduct the analysis: the comparables method and
intrinsic valuations method.
The method of comparables are straightforward and easily run, however they
method have some systematic flaws for a ranged sector over the course of a five year
run. So in this instance, dependability must be taken with a grain of salt and a need for
another model is required. The vast majority of comparables calculated showed ARII to
be overvalued.
The Intrinsic Valuation Models have a higher level of dependability for the
analysis we are conducting on ARII. The valuations we used were: discounted dividends
model, discounted free cash flows model, residual income model, and long run residual
income model. For our analysis, our team determined that using a 10% bound on stock
price was appropriate. A value higher than the upper bound would consider the stock
price to be undervalued while a value below the 10% lower bound would make the
stock price overvalued. Results landing between the bounds would be considered within
the fair value range. The table below shows the summary of those findings.
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Intrinsic Value Model
Model

Results

Discounted Dividend

Overvalued

Discounted Free Cash Flows

Undervalued

Residual Income

Overvalued

Long Run Residual Income

Overvalued

The vast majority of these models state that ARII’s stock is overvalued. It is our
recommendation that the stock should be sold.
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Firm Overview

In 1988, American Railcar Industries was formed as a corporation focused on
providing parts and supplies to both rail and non-rail related industries. Today, ARII is
one of the North American leaders in manufacturing, leasing, and service of hopper and
tank railcars. The graphic above illustrates all of the 24 ARII operating locations in
America and Canada.
ARII (American Railcar) stock is currently trading at $56.26, significantly lower
that it was at this time last year. The stock price performance of ARII is depicted on the
next page. Market Capitalization is currently 857.72 million. Total assets of American
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Railcar Industries are growing every year and currently stand at 1.2 Billion. The second
graph below shows the growth of total assets over the last five years.
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American Railcar, Greenbrier, Trinity Industries and FreightCar America are the
top four companies in the railcar industry and control about 92% of the market. Our
valuation team feels like the sum of manufacturing, leasing, and service revenues for
each company is the most accurate representation of sales volume. The graph below
depicts the revenue of American Railcar Industries alongside its three main competitors
for the past five years.

Our information indicates that FreightCar America and Greenbrier are ARII’s
closest competitors (in terms of revenues), while Trinity dominates the industry. IBIS
World’s analysis of the railcar industry gives an average annual growth rate (of the last
five years) of 5.4%. American Railcar Industries average growth rate over the last five
years is 18.9%, shown in the graph on the next page. Therefore, the American Railcar
is growing well above the industry average. We will continue to examine other defining
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characteristics of American Railcar industries and compare them to the rest of the
industry throughout our Five Forces Model.

Porter’s Five Forces Model
Porter’s five forces model is an analysis framework to determine competition in
an industry. The five forces that affect competition in the model include bargaining
power of suppliers, bargaining power of buyers, threat of new entrants, threat of
substitutes, and industry rivalry. The model can also help to predict the success of a
company in the future by taking in information about the competition to the company
as well as to the industry as a whole by showing its strengths and weaknesses. The
railcar industry shows a combination of high, low, and mixed competition. This helps to
18

understand whether the industry has strengths in cost leadership or product
differentiation. We’ve included a table (below) that gives an overview of the levels of
competition for each of the five forces that will be discussed throughout the next
section.

Five Forces - Levels of Competition

American Railcar

Level of Competition

Industries
Rivalry Among Existing Firms

High

Threat of New Entrants

Low

Threat of Substitutes

Mixed

Bargaining Power of Customers

High

Bargaining Power of Suppliers

Mixed

Rivalry Among Existing Firms
The level of competition within an industry can affect all firms involved. This is a
key factor to consider to better understand the profitability of a firm and how it reacts
to changes in the amount of competition. Whether a firm will choose to be the price
setter or the price taker is dependent on this factor as well. Price setting firms will
demand a higher premium for their products, while a price taking firm will set their
price will set their price dependent on the supply and demand curve.
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The North American Railcar Industry is shown to be a highly competitive market.
The main competition for American Railcar Industries, Inc. includes Trinity Industries,
Inc., The Greenbrier Companies, Inc., National Steel Car Limited, and FreightCar
America, Inc., in regards to the sale of hopper railcars. In production of tank railcars,
ARII competes with Trinity, Greenbrier, National Steel Car, and Union Tank Car
Company.

Market Growth
Industry growth rate averages the growth of all the companies in a certain
industry, like the railcar manufacturing and services industry. This industry is made up
of companies that create the finished product of one or multiple types of railcar that we
see in North America. The railcar-manufacturing sector of the United States has an
annual revenue of five billion dollars with an annual growth rate of 5.4% between the
years of 2009-2014 according to IBISWorld: Railcar Manufacturing in the US: Market
Research Report. Some key factors that could explain this growth is the innovation in
the efficiency of trains to pull more cars at a lower fuel cost as well as an increase in
shipping, which requires more capacity within the transportation/hauling market. This
can be also shown in the amount of back order contracts with the major players in this
market that would lean into the possibility of a further growth in the market. Even with
growth in this market, we believe the amount of the concentration, which is shown
below, will not allow for new entrants in this competitive sector. The implications from
this amount of growth within this market is that for the case of ARII. The company will
be able to increase intake in sales and revenues without having to increase market
share through costly acquisitions or competing head to head with Trinity.
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Concentration
Concentration is the percentage of the any market that can be attributed to a
specific company or group of companies. Percentage of market share can be derived
using a wide array of variables. According to a paper titled North American Railcar

Manufacturing Industry, 92% of the manufacturing sector is made up of three
companies: Trinity Industries at 44%, Greenbrier at 29%, American Railcar Industries
at 12%, and FreightCar America at 7% of the market. This is shown in the chart
below. This sector is highly concentrated with large competitors. The concentration in
the industry could be seen as a barrier to entry within this sector. The case of one
company, Trinity Industries, holding such a large share of the market, makes gaining a
percentage of the market very difficult and competitive without proprietary technology
or innovation.
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Differentiation
Differentiation is setting oneself apart from the group within the industry. The
ability to set oneself apart in this industry with such federal oversight and constricting
size parameters is difficult. Ways to differentiate one company from another will have
to come in the form of niche marketing, intellectual property, and additional services
offered. For example, American Railcar Industries, Inc. differentiate their company
within this highly competitive sector using a variety of methods. This company
specializes in only two types of railcars, hopper and tank; this allows them to use all
effort to become the best operators in this area and creating their niche. ARII also
holds intellectual property by way of trademarked items or services, which prevents
encroachment on ARI’s ability to entice clients who need their products. With short,
flexible manufacturing lines, as well as expertise in altering cars for clients, ARII holds a
low turnover rate of customers because they can fit or alter cars for the clients’ specific
needs. This company also offers repair services at the full repair/refurbishment plants
and light service repair plants. In the repair department, ARII offers field services
through mini shops and mobile units too quickly resolve compliance and maintenance
issues. They also produce and maintain a fleet of railcars available for lease with
options of full to light repair guarantees.

Switching Costs
Switching costs are the costs associated with any a customer changing from one
product to another. The supplies and materials required for manufacture, such as rolled
steel, castings, and axles within the sector has a limited number of suppliers. These
high grade materials are expensive and time consuming to manufacture and facilitate
22

especially in the case of axles, coupled with the stringent federal regulations on the
materials accessible to the railcar industry, leaves a limited field of suppliers who can be
within the industry. Thus, the assumption can be made that substituting one supplier
for another would carry a large cost with it. However, the steady growth in the industry
is allowing for an increase in the orders for supplies and the growth with the size of the
suppliers. In the case of ARII who has had the foresight to vertically merge with an axle
supplier through a joint venture, we maintain that the switching costs for this sector are
low.

Economies of Scale
Economy of scale can be defined as the cost advantage received due to size,
output or “scale” of the operation in which the cost of producing per unit generally
decreases as the fixed costs are spread over the more units produced. The costs
associated with this area of manufacturing include fixed costs, which are costs that are
paid by an enterprise that is independent of the amount of business activity produced
during the period, and variable costs, which are those that depend on a company’s
production volume. Economies of scale can also include patents and licenses for
required coating materials, designs and construction. The beginning costs associated
with this industry will also include high initial costs requiring large investment from
either stockholder equity or other currency. Economies of scale is apparent within this
industry by the large concentration of the market as previously discussed in a section
above, to thrive in this industry there is a large overhead and specialized machinery.
This is evident in the way of Trinity, which contains the plurality of the market and the
capital and facilities to produce a car at a lower retail price then the other operators not
named on the market share graph.
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Fixed & Variable Costs
Fixed Costs are paid by an enterprise and are independent of the amount of
business activity produced during that period. Fixed costs for the railcar-manufacturing
sector can include but are not limited to land, factory structures and warehouses,
equipment, and assembly lines. A large area of land is required to house all the
necessities for the production of the railcars. Factory buildings and warehouses are
used to cover and hold all materials for the railcars as well as the equipment and
assembly lines required for the completion of the railcars. For the construction of the
variety of railcars available, the warehouses require either multiple assembly lines or a
flexible assembly line that is easily retooled to meet the current needs of the industry
and clients. This housing will require tracts of land which leave a large overhead with a
difficulty covering these costs. Equipment can vary from comparatively small, such as
welders and metal grinders to large, such as vehicles to move the raw material and
coating machines that protect the material that will be in the railcar. While the small
equipment is easier in turnover and re-sale, the large trucks, haulers and turners
required for this industry is virtually useless outside the industry, this causes
depreciated, worn equipment with little resale value and a be a strain on finances as
much as it is a necessity.
Variable Costs are those that vary depending on the production of the units
within a given period. Variable costs can include but are not limited to materials, hours
per worker, fuel, and electricity. Materials include hot-rolled steel coils, normalized steel
plates that can be used to produce a variety of railcars, and the normalized steel plating
that is required by federal regulations to be used in tank cars that will hold and
transport any hazardous materials. The steel that is used is mounted on castings (side
frames and bolsters) which rest on the axles that ride on the rails and are strong
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enough to meet the weight requirements for the industry. The hourly cost of employees
who build these railcars vary depending on the workload for contracts, the amount of
time that is required to build one unit, and the variable pay each employee receives
based on the production of each unit of railcar. Electricity and fuel varies as well as the
hours required and the workload and size of order. The price of fuel is also prone to
fluctuation in price that can lead to a rise or fall in this specific variable cost.

Excess Capacity
Excess capacity refers to a situation where a firm is producing at a lower scale of
output than it is designed for. This can come from a lack of differentiation where the
firm has no realistic way of enticing clients to purchase or contract their company,
which then leads to a higher fixed cost per unit of output. An example of this could be
that Trinity sells the exact same product as ARII for the same price, however American
Railcar Industries, Inc. has a better reputation and will therefore get the contract
because Trinity doesn’t have anything extra to offer. The firm could also be behind in
technological innovations, which would make them less suited for certain contracts.
The firm could have design flaws in a way that their tank railcars are not as well suited
to carry a specific item that another company is. The company could also not be
compliant with federal regulation, which would prevent them from selling. There is
always the possibility that the demand for what the firm produces is in decline and the
firm, therefore, has fewer contracts.

Exit Barriers
Exit barriers, are obstacles or impediments that prevent a company from exiting
a market (Investopedia). These barriers vary depending on the sector, however, typical
25

barriers include the selling or relocation of highly specialized assets, large exits costs
such as asset write-offs, and loss of customer goodwill. There can be many reasons
that a firm may choose to leave a market or sector. In the instance of the railcarmanufacturing sector, with five companies equating to 92% of the market it can be
difficult for a new company to obtain sufficient market-share. Another reason for exiting
a market is the simple aspect of not being able to turn a profit in the sector. With
barriers of exit in the railcar-manufacturing sector, the most probable way of exiting
would be by selling to another firm. This sector contains highly expensive, specialized
equipment that we believe would not be easily to relocate. In this highly competitive
industry, however, the firm wishing to exit could entice the larger companies with the
market-share and ability for expansion.

Threat of New Entrants
The threat of new entrants refers to the chance that a new firm or competitor
can disturb the industry involved. There are five different elements that can influence
this. Legal barriers to entry are governmental barriers that make new competitors to
enter difficult. In addition, economies of scale can keep new competitors out.
Companies that can mass-produce for a low cost have a competitive advantage. The
third factor is relationships. The key relationships that can give a business an edge is
the critical relationship between the company and suppliers. In addition, first movers
advantage is a company that performs successfully first in the relative industry. Finally,
yet equally important, is distribution access. This is the access a company has to
provide their service and receive materials. This is very important for the railroad
industry.

26

Economies of Scale
Economies of Scale means mass-producing to keep costs, more specifically
overhead, low. American Railcar Industries has used this technique with the
manufacturing of hopper and tank cars. During 2014, ARII produced 8,018 railcars
compared to 6,900 railcars from 2013. This 18% increase resulted from the pick-up in
the economy and higher demand for railcars. The manufacturing segment of the
business had an operating margin of 25.8% in 2014 compared to 22% of 2013. The
increased hopper railcar production created efficiencies that would ultimately help
spread out overhead costs (ARII 10-K).

Legal Barriers
Legal barriers to entry are legislative initiatives that discourage new companies
to enter a certain industry. The railroad industry is heavily regulated for two main
reasons. One is that it is a major form of transportation in North America and two; the
railroad industry is highly related to the overall health of the United States economy.
The Federal Railroad Administration enforces railroad safety related laws, such as railcar
safety design as well as other relative railcar equipment. Since the railroad industry is a
major component of interstate commerce, the Association of American Railroads (AAR)
also regulates the industry. AAR assures that railcar manufacturers are certified as well
as govern design, safety, and railroad relationships. In addition, ARII and the railroad
industry must comply with U.S. Department of Transportation (USDOT) as well as
Transport Canada (TC). Overall, the railroad industry must comply with local, state,
federal, and international laws and policies. If not, ARII and other companies in the
industry could face fines, penalties, and sanctions (ARII 10-K).
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Key Relationships
Relationships play a critical role in the business model of ARI. Railcar companies
depend on certain industries that need transportation such as oil and gas, agriculture,
petrochemical, automobiles, mining, paper products, etc. In addition, American Railcar
heavily depends on Mr. Carl Icahn, who controls 56% of the voting power of common
stock, and his business relationships for to bring in new customers. We can also see
that 36% of revenue is derived from ARL (Seeking Alpha). Carl Icahn’s influence is
extremely important for customer relations.
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First Mover Advantage
First mover’s advantage is where one company starts successfully and can gain
some competitive benefits in the form of brand recognition, market share, etc. In the
railroad industry as a whole, Union Pacific has significant first mover’s advantage.
However, the railcar industry is a bit younger. The four main companies in the railcar
industry were all founded in the 1900’s Trinity Industries was established in 1933,
Greenbrier Companies in 1981, FreightCar America in 1901, and American Railcar in
1994 (Seeking Alpha). Trinity Industry was the first to be established and has the
highest percentage of market share. Trinity Industry is the biggest player, while
American Railcar is the third biggest player. This concludes that there is a first mover’s
advantage playing out.
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Distribution Channels

Distribution Channels are the access that a company has to its customers and
suppliers. They are important in the railroad industry as well as railcar industry. The
railcar industry is affected by tariffs, interstate commerce regulations, taxes, and trade
limitations. When the railroad industry has industry “roadblocks” it indirectly trickles
down to the railcar companies. American Railcar has eight manufacturing plants across
the United States to reach the railroads and main customers. In addition, American
Railcar services have mobile units to meet the customer and railcar needing fixes.
In conclusion, the threat of new entrants is fairly low. The amount of heavy
regulation discourages newcomers. In addition, very established railcar companies
already have strong ties with other railroads, businesses, and suppliers. The first mover
advantage is important since the overall railroad industry has been around since the
early 1820’s. In addition, since the cost of manufacturing is fairly high, this also
discourages newcomers into the industry.

Threat of Substitutes
Threat of substitutes is a strong indicator about how competitive an industry is.
The threat of substitutes is the viable opportunity where a customer can choose an
alternative product or service. A few factors that show how high the threat of
substitutes include buyer’s willingness to switch, product performance, and product
price. Product performance is highly dependent on quality and the deliverable. Product
price is when both products serve same purpose, but their pricing sets them apart. In
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addition, buyers willing to switch from one company’s product to another will greatly
affect leverage. This is highly dependent on both price and performance of the product.

Product Price and Performance
To determine which product is better from a consumer’s perspective, you
determine based off quality and price. If the quality and performance is relatively the
same from two options, then the price is a major deciding factor. A consumer will
usually take the more affordable choice if both provide the same purpose and same
satisfaction.
In the railcar industry, the major competition would be freight transportation by
trucking companies. Although there are some differences between the two services,
trucking transportation can similarly transport freight and shipping materials across the
US in a reasonable amount of time. Since they serve the same purpose, pricing does
come into play. Railroad can ship a higher quantity of material for businesses. Trains
can move four times as many goods at a 25% less cost when compared to truck
transportation. In addition, railroads are less affected by high gas prices since they
primarily run on coal (Scientific American). Therefore, more freight for less money can
be transported by rail.

Buyers Willing to Switch
Industrial companies, shippers, and class I railroads are the main customers of
the railcar industry (ARII 10-K). Their two main options are trucks and railroad. For
these industries, they transport large quantities of commodities such as plastic pellets,
sand, grain, food starches, cement, and these market segments are targeted by the
hopper railcar. Tank railcars are specialized in petroleum, asphalt, vegetable oil, corn
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syrup, and other food products. Since these are specialized materials and have specific
transportation needs in large quantities, most companies chose railroad. Trucking is still
an option, but it is not opportune to transfer large, specialized quantities of supplies
(ARII 10-K). Below is a graph of how much can be transported by train compared to
trucks.
In conclusion, the threat of substitutes is fairly low. Buyer’s willing to switch is
fairly low, considering there are few options for transporting large quantities of freight.
Companies usually choose rail or truck. The product quality and performance is high;
railcars are tailored to transport specialized commodities. The main threat is the
trucking industry to deliver freight. In addition, the product pricing is highly determined
by gas prices. When gas goes up, transporting via truck is expensive for the quantity
transported. The customers that the railcar industry focus on carry large quantities and
therefore depend on rail for efficient transportation.
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Bargaining Power of Suppliers
Bargaining power of suppliers is the ability of the supplier to set the price and
terms of contracts with customers for its products. Suppliers gain power when there is
little competition from other firms and when the product is not easily substituted. If a
customer is unhappy with their supplier, it is difficult for them to find a replacement at
a similar price for a similar in quality product if the supplier has great bargaining power.
In the railcar industry, there are few specialized producers that can meet the
government regulations put in place when it comes to developing products for railcars.
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However, there are factors that keep them from having great bargaining power, such as
the bargaining power of customers to the railcar companies to whom they are
supplying.

Switching Costs
Switching cost refers to the cost a company would incur from switching from one
supplier to another. In the case of the railcar industry, this cost could be very
expensive. There is a limited number of steel suppliers that can produce the size of
steel plate needed for manufacturing tank cars. The federal government also requires
that a special type of steel plate, a normalized steel plate, be in tank railcars carrying
various types of hazardous material. This government regulation puts a limit on the
number of suppliers to the railcar industry making it difficult for railcar companies to
replace a supplier. If a company were to lose a big market supplier and forced to fill the
void with a small market supplier, they would take on a big cost difference. The
company would also run the risk of the having to slow the manufacturing process if the
small market supplier can not meet the demands that the big market supplier was able
to do.

Number of Suppliers
There is a limited number of suppliers in the market. The main suppliers are that
of steel, axles, and castings. Since the federal government has put into place
regulations for the standards of railcars, there is even fewer qualified suppliers. This
makes it difficult to look at other firms for a competitive price because there is so little
competition. The suppliers tend to keep their prices similar across the board. However,
larger companies can make the product for less resulting in lower prices for customers
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in the railcar industry. This makes larger companies a preference to railcar companies
with high demand. The chart below shows the percentage of total purchases for
American Railcar Industries, Greenbrier Companies, and FreightCar America to their top
ten suppliers. As you can see below, over half of American Railcar Industries’ and
FreightCar America’s purchases come from only ten suppliers.

Differentiation
Differentiation is referring to something that sets one product apart from its
competitors. In the railcar industry, there is little competition, but there are regulations
in place by the government that require suppliers to maintain quality products. This
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results in a lower level of power for the suppliers. These regulations are set in place in
order to enforce and maintain safety and quality for all customers in the industry that
use these cars.
Although there are regulations, there is still some differentiation in the type of
railcar a company chooses to produce. American Railcar mainly manufactures and
designs tank and hopper cars, and have the ability to produce many others. Greenbrier
Companies, Inc. and FreightCar America primarily manufacture tank cars. Trinity and
Greenbrier mainly compete in the hopper car market. This means that companies in this
industry still have to choose how to differentiate in the market by choosing the best
type of railcar to manufacture and design. However, given this information,
differentiation in the industry is low.

Importance for Cost and Quality
The importance of quality in this industry is very high. A quality product is
required to maintain the structure of a railcar to keep it up to regulations. Without a
quality product, the company would be liable to spend more money replacing parts to
keep them up to code by the federal government. Although it is difficult because of the
lack of competitive pricing, the industry companies have to look for the lowest price
without sacrificing quality in order to keep their products at a reasonable price to their
customers.

Conclusion
In conclusion, the bargaining power of suppliers in this industry is relatively weak
mostly because of the regulations put in place by the government. The suppliers are
required to meet a certain quality standard for their goods. Switching costs incurred by
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the consumer can be high depending on the supplier to be switching from. The
differentiation is very low because of the regulations set in place by the government
that requires a certain quality and the fact that there is a limited number of railcar
options to manufacture and design.

Bargaining Power of Customers
Bargaining power of customers refers to the amount of pressure a customer can
place on that of the supplier to provide higher quality products at lower prices.
Customers gain power when there is an excess of suppliers in the market. If a customer
is unhappy, they have the option to access a new supplier for similar price for a similar
quality product. In the railcar industry

Switching Costs
The switching costs refers to the cost incurred by a buyer who purchases
products from a new company. In this industry, the prices are relatively the same. Even
though the railcar industry is small and competitive, it relies heavily on high volume
customers to keep it going. The railcar companies need to have high customer
satisfaction, because one customer could be a big percentage of their profits.
Therefore, the industry has similar costs and quality everywhere in order to keep the
customer satisfied. Smaller firms in the industry will have greater customer bargaining
power than larger firms.
Differentiation
Differentiation refers to how a product stands out from its competitors. There is
mixed product differentiation in this industry because the needs of customers are
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standard. In all companies, customers are looking for the same thing and since there
are few suppliers to the railcar companies, many of the products are alike. However,
the specialized types of cars used in the railcar industry help to enhance the product
differentiation in the industry. Therefore, product differentiation in the entire industry is
mixed.

Importance of Product Cost and Quality
The cost and quality of the product in this industry is crucial. If a customer is not
satisfied with the product or the price given to them, they have the ability to take their
business elsewhere to talk down the competition on price and request greater quality.
Quality is also a major component because a customer has to meet the same
government regulations mentioned before in order to get on the rail tracks. If the
product provided to the customer does not meet these requirements, that customer can
take all their business to another railcar company.

Number and Volume of Buyers
The number of buyers in the industry is relatively great. There are few buyers
from other leasing companies, railroads, shippers, and transportation companies. The
small amount of buyers in the industry results in long-term relationships. However, the
majority of the orders from these customers are high in volume. This is why a single
customer can take a big portion of a railcar companies profits. Since most customers
order high volume, they can have an effect on the price in the market. If a customer is
unhappy with a price change from a company, they have the power to threaten the loss
of their business if changes aren’t made. The chart on the next page shows the
percentage of total revenue the top customers bring to American Railcar Industries,
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Greenbrier Companies, and FreightCar America. As you can see, three customers bring
almost half, if not over half of the total revenues to these companies.

Conclusion
In conclusion, the railcar industry is relatively vulnerable to the power of the
customer’s bargaining power. Customers do not suffer from a major switching cost
because their business severely impact the company. This means that companies are
likely willing to negotiate large deal prices with customers in order to keep their
business. There is very little differentiation in the industry so a customer would be able
to find the product they are looking for at other companies if they chose to look
elsewhere. In addition, the low amount of customer with such high volume orders
makes it even easier for them to bargain with the railcar companies. This allows
customers to request higher quality goods and lower prices. Overall, the bargaining
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power leans more towards customers than suppliers do. Suppliers are somewhat
regulated by the government because of the requirements they have in place, therefore
keeping prices lower. The industry is forced to listen to customer demands. The power
of the customer is relatively high because they have the option to look elsewhere and
they each bring high volume to the company they choose in the industry.

Analysis of Key Success Factors for Value Creation in the Industry
To stay competitive in an industry a firm must rely on either cost leadership or
differentiation. In the railcar manufacturing, leasing, and repair industry there are quite
of a few strategies that can add value to the firm, and thus the overall industry. For
each segment of the market, different strategies are important to stay successful in the
industry overall. So to do an industry analysis we must break down in the industry into
its main components such as manufacturing, leasing, and repair. All three of these
factors come into play when determining the value of a specific firm, and also the value
added to the industry as well the intrinsic value brought forth. Also, you can not forget
the presence of the government regulation that comes into play.
Since the railcar industry is a huge factor in transportation for this country, the
government has agencies set up to regulate and monitor the industry, which affects not
only the key players in the industry, but the potential newcomers. Agencies such as the
FRA and AAR can affect the structure of the strategies implemented by firms. For
example, If FRA regulation stipulates a certain material must be up to a certain code,
such as the metal used, the firm may have to look elsewhere to get its material or bring
it up to code, which could be costly. So regulation could influence strategies for
materials usage and costs associated with those regulations. Since the railroad industry
40

is often viewed as an indicator for the overall health of the country, the industry is
heavily regulated to make sure everything runs smoothly.
There are however strategies that are unrelated to government regulation. In
the railcar industry, the strategic positioning is very important because it determines the
margins the firms can operate on as well as which competitive advantage is important
to a firm.

Railcar Service Industry
The railcar service industry provides special services for railroad
transportation like servicing, administering routine repairs in the factory, overhaul or
performing maintenance on railcars, loading and unloading of railcars and operating rail
terminals. In the railcar service industry one of the most important factors and access.
Access means the ease and efficiency to which customers can receive their repairs and
refurbishments. In order to add value in this sector of the market, the service industry
must provide quick and efficient on-site inspections and repair services. Due to heavy
regulation from the FRA and AAR the service industry must employ highly trained and
experienced workers with the technical knowledge and expertise to fix on-site and on
the rail problems.
Although the 2008 recession slowed down the industry quite a bit, it has
recovered since and is expected to have steady growth. The industry has seen an
approximate growth of about 1.4% from 2010-2015. This industry alone brings in about
$3 billion in annual sales and employees over 33,000 repairmen and women working in
over 500 businesses. The industry itself is regionally skewed. By looking at it in a per
capita basis, there is an unusual number of businesses located in the northern region
such as the Great Lakes, Rocky Mountains and Southwest regions. Although the Great
Lakes only houses 15% of the United States population, it is estimated to contain
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22.1% of all the businesses that provide the railcar service industry. Illinois, which only
contains 5% of the population, houses 10.3% of the industry establishments as of
2015.
Taking those numbers into account, access to distribution and repairmen is
crucial in this industry. So if a firm has a wide array of service plants and mobile repair
trucks across the region or even the nation, a competitive advantage can be gained
with ease regardless of market concentration. By creating a vast network of service
shops this industry can add tremendous value to the customers by reducing costs
related to long distance repair jobs. Due to the ever-growing demand for more service
shops in more accessible places. It is however impractical to think that an industry can
cater to everyone perfectly and efficiently every time. So the firm that can continuously
improve on this has the better chance of staying in business.
In the railcar service industry product differentiation really has no place because
all firms operating in the sector provide basically the same service with different tools.
So in order for a firm to differentiate themselves they must provide access that no one
else can. When it comes to cost leadership the industry heavily relies on already formed
relationships and thus the cost of servicing is already set. Any deviation from this can
cause an upset between the buyers and suppliers. Since there are really a small number
of service shops in any given area in the majority of the country, the industry is a price
setter because of the limited options in most of the country.
In conclusion the railcar service industry is projected to grow over the next four
to five years. The railcar industry has experienced an approximate growth of 1.4% from
2010-2015. The industry relies heavily on being accessible and mobile to have the
competitive advantage. They also provide special services for railroad transport such as
servicing, administering routine repairs, performing maintenance on railcars, unloading
and loading of cars and operating rail terminals. Government regulation is also
cumbersome in the industry. Overall projections show growth in this sector.
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Railcar Manufacturing/Sales
Key value drivers in this industry, like most, are differentiation and cost
leadership. In the railcar manufacturing industry most of the hopper and tank cars
perform the same function, granted some use different technology to achieve the same
result. Around four to five major companies segment the market for this industry. So
differentiation could be the difference between success and failure.
The FRA and the AAR due to the scale and importance of this industry heavily
regulate the industry. So when talking about cost leadership, it must be taken into
account that all this government regulation coupled with expensive machinery, huge
plants, and requirement of knowledgeable workers squeezes the margins for the
industry. In order to stay ahead of the game, firms in this industry must employ
strategies that allow for efficient manufacturing and cheap materials. This can be
possible through vertical integration and partnerships. Companies can also differentiate
themselves from the rest in the industry through offering services alongside the
manufacturing aspect. Services like repairs and leasing. Due to the time sensitive
nature of the industry, long drawn out repairs through third parties are not ideal. So
offering repair and refurbishment services can help establish a competitive advantage.
Offering rebates and replacements’ tankers can also set apart a firm in the industry
trying to gain a competitive advantage.
Quality also plays a major role in price setting and differentiation. The quality of
the product produced heavily influences customer satisfaction. Rail cars are not
products that can be disposed of and replaced as easily and cheaply as say razors. This
industry has to comply with mountains of safety regulation and industry standards.
They also have to comply with state and local regulation, which makes quality
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imperative for the industry. Without good quality a firm operating in this industry will
not last long.
Railcar manufacturing is a huge industry pulling in over five billion in sales each
year. There is a wide variety of products offered by this industry. Tanks such as general
service tank cars that range from 21,000 gallons to 30,000 gallons with exterior coils,
which are probably the ones you have seen while waiting at a rail crossing. The industry
also produces hopper cars. They took over the regular center-sill cars in the mid 60s.
They provide an advantage by allowing discharge of product from the bottom of the
car. These hopper cars can hold up to 6600 cubic foot of material. They also make
pressurized hopper cars, a step about the regular hopper cars. They also make thru-sill
covered hopper cars. In short, the industry makes a wide variety of tanks and cars that
go beyond this analysis. The hopper and tank car industry has an annual growth rate of
5.4% and worth $5 billion between 2009 and 2014. As discussed previously reasons for
this growth can be attributed for improved technology and innovation.
Although the industry experienced a recession in growth during the financial
crisis, it has picked up since then. The country’s need for trains will most assuredly
grow as time goes on. Our need to transport materials and food cheaply in mass
quantity drives the industry growth. Although trucks and semis are an alternate
solution, they can not provide the cheap per unit cost after a certain weight has been
reached over a certain distance. This is where you have economies of scale forming.
In conclusion, the manufacturing sector is growing at a steady pace. With the
advent of new technology and innovation the efficiency of the industry is also
increasing. The quality control standards are very rigid which drives expense and
reduces profits. Overall it’s a highly difficult industry to penetrate as a newcomer and a
difficulty industry to stay competitive in.
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Railcar Leasing
Key value drivers in this industry are cost leadership and access. The industry
itself has been reinvigorated since the 2008 financial crisis. The industry is valued at
around five billion dollars. The industry has seen phenomenal growth for 7.7% from
2010-2015. The industry itself employees just over 2000 people, over about a 100
businesses. After the 2008 crash, businesses everywhere decided to scale back
operations, which caused demand for leases to fall, and with it, went the margins. But
as the economy recovered, demand for industrial transportation also increased which
boosted the demand for rail car leases. Over the next 10 years, industry growth, which
measures the industry's contribution to the overall economy, is forecasted to grow at an
annual rate of 6.9%, while gross domestic product growth is estimated at an annual
2.5%. Such strong growth indicates an industry is in its growth cycle, but most of the
industry's performance can be linked to a combination of increased demand for cars,
and a lack of, cars. Because demand fell after 2008 it is assumed that the industry is
just recovering and making up for the crash.
As oil prices fell, and the economy recovered, the industry has since prospered.
Key factors such as oil prices and costs of leasing affect the overall industry. In
conclusion all three segments of the railcar industry is experiencing growth, some
steady, some slow. The overall market discourages new entrants due to high regulation
and tremendous fixed costs to manage and operate the property, plant, and equipment.
The industry as a whole is majorly made of 4-5 key players with uneven distribution
closer to the great lakes and Illinois. Factors such as cost leadership, differentiation,
and access are key to success in the industry.
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Firm Competitive Advantage Analysis
In order to have a competitive edge over other companies in the same industry,
American Railcar Industries must implement cost leadership and differentiation
strategies. We analyzed each of these strategies as they relate to American Railcar
Industries below.

Cost Leadership
As long as American Railcar Industries continues to order materials in high
volume with suppliers that they have made strong relationships over the many years,
they will be able to compete on cost for their buyers. By ordering in high volume from
trusted suppliers with whom they have strong relationships with, they are locking in
lower prices compared to some of their competitors. As a result, they are able to
manufacture and repair railcars at a lower cost to the buyers in comparison to their
competitors. In times where the price of raw materials fluctuate, manufacturing costs
will adjust at that same rate.
In order to continue competing on costs and prevent losing money during these
times, American Railcar Industries includes a provision for price adjustments to cover
these unexpected changes in price of raw materials. The company also offers the
reverse of this to please its customers and convince them to agree. In times where the
price of raw materials is declining, American Railcar Industries must discount the price
given to its customers. Many other firms lack the strong relationship with their
consumers. As a result, they are unable to utilize these strategies to compete on costs.
American Railcar Industries utilizes these strategies to cover costs more
effectively than its competitors do. By doing these things, the company is able to
maintain or increase profit margins even in times where raw material prices are rising.
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Differentiation
American Railcar Industries uses differentiation as a primary competitive
advantage. In the service area, ARII works to hire top-notch team members to perform
quick and efficient inspections and services. In the railcar service sector, there is not
any product differentiation because every service company does essentially the same
thing. Therefore, ARII competes on quality and access. As mentioned before, the railcar
industry is still growing and American Railcar meets the needs of increasing and
widespread customers by placing full service repair shops all around North America and
even going as far as implementing mobile, field repair shops statewide. This strategy is
especially beneficial when you begin to take into account the large, national railway
companies. For those people, it is convenient and cost effective to do business with a
servicing company that can handle all their servicing needs, nationwide.
The quality of the railcars manufactured helps to differentiate between the
manufacturers. Not only do railcars have to meet stringent compliance policies, but the
purchasers of the railcars have to keep them up to code as well. American Railcar
Industries strives to produce railcars that maintain the test of time, and although there
is no such thing as a railcar that won’t ever need repair, it is possible to manufacture
ones that won’t need servicing every other week.
In conclusion, American Railcar Industries competes with its close competitors by
expanding in a way that makes them more accessible to customers and and by
maintaining their promise to produce high quality railcars.

Key Accounting Policies
After examining the industry based on the five forces model, we will continue to
the account analysis. In this analysis we will look into the key accounting policies,
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assess the degree of potential flexibility for accounting, look into the actual accounting
strategy, and finally identify potential red flags for American Railcar Industries. While
looking into the key accounting policies of the company we will evaluate and possibly
connect them to the key success factors that we previously discussed. After identifying
the key accounting policies, we will assess the degree of potential accounting flexibility.
This will represent the industry’s ability to choose accounting policies such as estimates
for disclosure and placement of certain items in the financial statements for the
company. Next, we will evaluate potential red flags which will evaluate how the
company presents financials determined by the flexibility of their accounting policies.
After doing this, we will undo any potential accounting material that may distort the
financials of American Railcar Industries.

Type One Key Accounting Policies
The type one key accounting policies are related to the Key Success Factors,
identified earlier. After analyzing the 10Ks of American Railcar Industries and the
competitors in the same industry, we have evaluated the level of disclosure as it relates
to differentiation and cost leadership. We will examine if these companies disclose
adequate information in regards to economies of scale, low input cost, and product
quality.

Economies of Scale
The objective of cost leadership is to lower the cost of operations and create a
competitive advantage by passing along some of those savings to the customers.
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Through expansion, companies in the railcar industry can drive costs down by their
ability to negotiate pricing with vendors. This is known as economies of scale.
To understand how American Railcar Industries is effectively using their
economies of scale in comparison to competitors, we first looked at the change in total
assets of each company. This measure gives us an idea of the potential leverage each
competitor has over its vendors. The first graph on the next page shows the change in
total assets over the last 4 years. You can see that the total assets of American Railcar
Industries increased significantly over the industry average. This should give the
company greater buying power than in years past, potentially lowering the cost of
revenues.
Next, we looked at the percent change in revenue costs for the past 4 years for
each company. The change in cost of revenues gives an accurate representation of how
efficiently ARII is using its economies of scale. The second graph on the next page
shows that the cost of revenues of American Railcar Industries declined from 20112013 (with the rest of the industry). However, ARI’s revenue costs continued to decline
from 2013 to 2014 when the rest of the industry’s went up.

49

50

Our conclusion is the growth in total assets in companies of this industry directly
enhances its ability to negotiate lower pricing with vendors, thereby lowering the cost of
revenues. Doing so allows the companies to pass along some of these savings to
customers and compete on cost leadership. Disclosure is crucial to have a true
understanding of a company. GAAP is a way that we avoid the discrepancies, however,
a company has the ability to include non-GAAP data into their 10-Ks. American Railcar
reports all financials in accordance with GAAP and does not attempt to mislead
investors with non-GAAP disclosures in their 10-K.

Low Input Costs
Low input cost relates to economies of scale in that cost of revenues are vital to
both. This is a key accounting policy for American Railcar Industries because it has
recently helped to highlight the increase in gross profits in a time a time of declining
revenues. Again, ARII has achieved this by lowering its cost of revenues through its
economy of scale. While the rest of the industry’s revenue percent change has steadily
increased, ARII has not performed as well. The graph on the next page depicts the
percent change in revenues over the last four years for each of the same companies. As
you can see, ARII’s percent change in total revenues has slowed down and has not
picked back up the way the rest of the industry has. The graph on page 53 shows the
percent change in gross profits over the same years. Each of the graphs below show
that American Railcar has not been able to keep up with its competitors. We can see
that while competitors in the market were able to bounce back from the 2013 slump
while American Railcar Industries continues to remain in a slump. As you can see, ARII
percent change in gross profit is beginning to level off while the rest of the industry is
increasing.
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American Railcar Industries, Greenbrier, Trinity, and FreightCar America have the
same raw material components. With the extensive process of manufacturing, the
industry must keep costs low when acquiring them. Any unexpected increase in costs
specifically that of obtaining steel, could adversely affect the company. Therefore, they
must work to keep all costs at a minimum.
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Product Quality
The quality of products produced by American Railcar directly relate to our key
success factor of differentiation. American Railcar Industries differentiates itself from
competitors by producing many different kinds of railcars, whereas many competitors
specialize in a specific model. This is vital in appealing to customers that require
different kinds of railcars because it’s more convenient for them to deal with one
company for all their railcar needs. Regulation is arguably the most significant factor in
the railcar industry. As mentioned before, not only do manufacturers have to maintain a
certain level of quality, but the rail companies have regulations regarding the level of
maintenance and upkeep of the railcars set by the government.
American Railcar Industries discloses in their annual SEC filings the standards set
by the government and the potential risks that are associated with the rail cars they
manufacture and lease.
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In order to manufacture rail cars that satisfy the government requirements, up to
date technology is a necessity. The necessity for this is to add the economic benefit to
the company to stay in the business. This is also important in the research and
development stage of production. Technology is used to manipulate the product to
perform as customers and the government expect and require it to.
Overall, American Railcar Industries has been able to maintain their level of
quality to perform. As a result, ARII has created value by building and sustaining
customer relationships which is a crucial part of business in this industry.

Type Two Key Accounting Policies
Some items on the financial statements have a high degree of flexibility when it
comes to recording them. These include goodwill, operating leases, and research and
development. Each of these items are applicable to some/all companies in the industry.
It is relevant to look at them because companies can use them to easily distort their
financial statements and give a false performance “snapshot” to investors.

Goodwill
Goodwill is an asset recognized for the premium paid in acquisitions. It is
considered the difference between purchase price and fair market value of the acquired
firm. Companies use the account as a placeholder to make the balance sheet balance.
Goodwill is important to examine because many companies do not impair it and keep it
on the books for longer than its useful life. We have determined from research that
American Railcar Industries, as well as its competitors, keeps goodwill on their books.
In 10K disclosures, ARII mentions that it checks for goodwill impairment every year (on
March 1st) but chooses not to amortize it. The goodwill for ARII is .87% of its net fixed
54

assets. We have elected to not restate goodwill, as it is not an overwhelming portion of
their fixed net assets. As far as competitors, goodwill as a percentage of net fixed
assets is 7%, 16%, and 50% for Greenbrier, Trinity, and FreightCar America
respectively. This information is relevant because it shows that American Railcar has the
least goodwill (as a percentage of net fixed assets), so it is easier to interpret their
balance sheet than it is their competitors.
Operating Leases
Under GAAP, companies are allowed to report leases as either operating leases
or capital leases. Capital leases allow the company to capitalize the lease as an asset.
With an operating lease, however, the lease payments are expensed (like rent) which
allows the company to understate their lease liabilities. ARII and its main competitors
chose to utilize operating leases. None of the operating leases for any of the
companies, however, would increase their current liabilities by more than 20%. For
that reason, it’s not necessary to restate any financial statements to reflect a
misrepresentation of the leases.

Research and Development
In this industry, research and development expenses are vaguely detailed. Out of
American Railcar, Trinity, FreightCar America, and Greenbrier, only Greenbrier lists any
research and development on its 10Ks. So, research and development plays little to no
part of this industry.

Assessing the Potential Degree of Accounting Flexibility
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In order to assess the accounting flexibility for American Railcar Industries and
the railcar industry as a whole, we must evaluate the flexibility existing currently.
Research and Development is not a critical component in this industry sector. This is a
very mature industry with traditional manufacturing operations. Railcars, leasing
railcars, and railcar repairs do not require heavy research and development. If you
examine an industry involving pharmaceuticals and innovative technologies, they will
have high research and development due to the nature of operations. Due to the
limited accounts for Railcar to use for manipulation, American Railcar has limited
accounting flexibility.
GAAP accepts estimations for intangible assets. Therefore, there is room for
misrepresentation to make a company look more attractive and profitable to the
average investor. In order to correct this, we will evaluate the intangible assets to
assess whether restatements are necessary.
For American Railcar, the only relative intangible assets the company engages in
is goodwill and operating leases. Research and Development is not even a line item on
the balance sheet listed in the ARII 2014 10-K. Moving forward, we will determine the
effect Goodwill and Operating Leases have on our company’s financial statements.

Actual Accounting Strategy
To evaluate a firm’s actual accounting strategy, we can analyze it in two
dimensions. Firstly, we need to determine the level of disclosure in a firm's financial
statements. Secondly, we need to assess whether the firm is conservative or aggressive
in its choice of accounting policies. Management of American Railcar can choose
whether to be conservative or aggressive, high or low disclosure, but must meet
minimum requirements of GAAP.
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Level of Disclosure
The SEC has set minimum requirements that public companies must include in
their accounting procedures. Companies usually fall under one of two categories
depending on the level of disclosure in their financial statements. A low disclosure
company is one that meets the minimal reporting standards that satisfy GAAP.
Whereas, a high disclosure company is one which goes beyond the minimal
requirements and discloses all relevant information that may influence an investment
decision.
A low disclosure company makes it harder for investors to assess its actual value
since important investment related information may not be available. However, nondisclosure of items may help a company retain a competitive edge over other
companies. A high disclosure company publishes financial information so that investors
have the tools necessary to assess its value. However, a problem arises as the level of
disclosure increases, namely, information overload, when company documents contain
too much information making it hard for financial statement users to find the most
relevant information. The SEC asks companies to enhance their disclosures by reducing
repetition, tailoring the disclosure to focus on material information and by eliminating
outdated and immaterial information.
ARII, like its competitors, is a relatively high disclosure company. Published
information goes beyond GAAP’s minimum requirements and provides information
about the company’s operations. This in part is due to the regulation present in the
sector. Disaggregation is prevalent in ARI’s 10-k. Financial information is segmented
into manufacturing, railcar leasing, and railcar services. This helps a user view the
statements clearly.
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Goodwill
Goodwill is a part of ARI’s balance sheet, as well as its main competitors. As stated in
ARI’s 10K, the goodwill account is not amortized but is reviewed annually for
adjustments (on March 1st). There is a two-step process ARII uses in its decision to reevaluate and impair goodwill. The first step is to compare the fair value with the
recorded net book value. This is accomplished by the present value technique as well as
relative prices with comparable businesses in the industry. If the estimated fair value
falls under the net book value, then ARII will impair in the second step of the process.
ARII impairs by calculating the excess fair value over the fair value assigned to
operating assets and liabilities. After this is calculated, it is recorded as a loss on
impairment (ARI-10K). After our evaluation, Goodwill will not be restated, since it is
only 4% of ARI’s net fixed assets.

Operating Leases
Operating leases are leases that are expensed, such as rent. American Railcar
Industries does utilize operating leases for its manufacturing plants and is reflected in
the 10-K. The St. Charles plant as well as the mobile repair units is utilized by operating
leases. ARI’s competitors have operating leases as well. As mentioned previously, ARI’s
operating leases would not increase current liabilities by more than 20%. Operating
leases will not be restated since they would not significantly change the valuation of the
company.
In conclusion, we found American Railcar to have a high level of disclosure,
which is on par with the industry standard in a highly regulated sector. The only off
balance sheet arrangement they have are operating leases which, as discussed, will not
be restated. Additionally, we determine most of their accounting policies are very
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conservative. Implications of the level of ARI’s disclosure will be discussed in the quality
of disclosure segment. The quality of disclosure is a measure of the value that a
financial statement user can avail from the information provided. More disclosure does
not necessarily translate into high quality of disclosure. Therefore, we will evaluate
ARI’s disclosure quality in the next segment to get a better understanding of the
information.

Quality of Disclosure
The quality of disclosure for the financial statements is directly correlated with
the quality and accuracy of the valuation of the firm. By analyzing the financial
statements of a company, one can determine the financial situation the firm currently
resides in. Managers of companies have many ways and tools by which they can
present the material information they believe is important. The direct quality of these
financial statements can either have a positive, or negative impact on the valuation of
the firm in question. So, it is a fair assumption that the financial statements will directly
affect the valuation of the company.
Some companies only choose to disclose the minimum amount of information in
their financial statements as required by Generally Accepted Accounting Principles
(GAAP), which are guidelines for accurate accounting statements. Our group will go
through these financial statements and create an accurate valuation of the firm. It is
imperative to identify if the firm has a high or low quality of disclosure so that we can
determine the overall quality of the valuation.
Overall, a firm faces many advantages and disadvantages based on how and
what they decide to disclose in their financial statements. It is possible in some cases
that managers at a firm may choose to represent certain facts and figures because it
benefits their personal gains. This can lead to investors being misled by the financial
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statements. It is because of this one must be very cautious when analyzing financial
statements. In the name of staying cautious, we will break down the quality of
disclosure into its main components. We will break it down into the quality of disclosure
for economies of scale, the quality of disclosure for the low input costs, the quality of
disclosure for the products, the quality of disclosure for goodwill, and the quality of
disclosure for the operating leases. We believe that by analyzing these main
components we can determine an accurate valuation of the firm through the quality of
the disclosure of the financial statements.

Economies of Scale
If a firm cannot create economies of scale on some level, then the firm will have
a difficult time staying competitive in the market. The railcar industry is highly
competitive, so creating economies of scale is key in driving down costs on a per-unit
basis. The railcar industry requires tremendous amount of property, plant, and
equipment for its day-to-day operations. The annual 10K’s for American Railcar
Industries clearly state that all the property they use to conduct its business is owned
or leased (in one case). They also clearly disclose the output per location and reasons
as to how the highly cyclical nature of the business, can adversely affect revenue.
Depreciation of equipment as well as other relevant information is provided. The
competitors for ARII are similar in nature. As discussed above, one of the measures
used to analyze the characteristic of economies of scale is change in total assets for
each company. Next, we looked at the percent change in revenue costs for the past 4
years for each company. The change in cost of revenues gives an accurate
representation of how efficiently ARII is using its economies of scale.
All of the information provided satisfies our need to understand how ARII creates
its economies of scale. All of the information provided is very transparent and
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consistent. No potential red flags were found. The information provided is sufficient
and useful enough to come to the conclusion that ARII creates economies of scale
through negotiating lower prices with vendors therefore lowering costs, which they can
then pass on to their customers.

Low Input Costs
American Railcar Industries provides detailed information in its annual financial
statements. The cost of components and raw materials represent more than half of the
direct manufacturing costs. The financial statements clearly state its efforts for vertical
integration. They are currently able to produce axles, castings, and tank railcar heads
and assemble wheel sets along with numerous other railcar components. In conclusion,
the quality of disclosure for the inputs is clearly stated. You can clearly see where they
get their raw materials and which ones they produce. They also clearly state the costs
associated with these raw materials. The quality of disclosure for the input costs is
good. For example, they explain how they get most of their castings from their joint
venture, Ohio Castings.

Products
Since the railcar industry is heavily regulated, a lot of the standards are already
set for the industry on a regulatory basis. The Federal Railroad Administration enforces
and administers U.S. federal laws and regulation relating to the railcar industry. The
Association of American Railroads (AAR) oversees a variety of rules and regulations
monitoring safety and design of equipment, The AAR also certifies railcar manufacturers
and component manufacturers that provide equipment for use on railroads in the
United States. New products must generally undergo AAR testing and approval
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processes. Because of these regulations, they must maintain certifications with the AAR
as a railcar manufacturer, and products that they sell must conform to AAR and FRA
standards. Due to all these regulations, the quality of disclosure is a standard to which
everybody must comply in the industry.

Goodwill
ARII does a goodwill impairment check every year on March 1st. They choose not
to amortize it, though. The financial statements give a detailed approach to calculating
goodwill. The review for impairment is either a qualitative assessment or a two-step
process; not every company does that. Their overall quality for the disclosure for
goodwill is acceptable for the industry they are in. Overall, the reporting and methods
for calculating goodwill are satisfactory.

Quality of Disclosure for Operating Leases
When faced with the option to present the leases as either operating leases, or
capital leases, ARII chooses to report them as operating leases. By doing so, the lease
payments are expensed, which allows them to understate their lease liabilities. Most of
the players in the industry choose to report it in their leases as operating leases. If
done the other way, none of the companies would increase their liabilities by more than
20%, so it is not necessary to restate the financial statements.

Conclusion
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Overall American Railcar industries has a very high quality of disclosure. This
could be a result of heavy regulation from the federal government. They choose to
clearly state everything relevant about their daily operations as well as their suppliers of
raw materials and their vertical integration efforts which help cut costs. They fully
disclose how they get achieve quality products. The goodwill for each company is
calculated in one of two ways. They fully explain each way and explain why they choose
to do it a certain way. The operating leases are stated where you can easily compare
them across competitors. So in conclusion, the quality of disclosure in all relevant areas
is satisfactory and useful.

Identifying Potential Red Flags
Items in a company’s financials that could be a cause for concern and warrant a
more in depth look are called red flags. Red flags are not definitive of intentional
violations of the law, but they do show investors possible areas of concern. General
areas that hold potential red flags are: economies of scale, expenses, goodwill and
operating leases. In this section we will describe what are potential red flags in these
areas and if American Railcar Industries holds any red flags.

Economies of Scale
Ways that companies could have red flags in the realm of economies of scale
would be with an overstatement of assets through accounting techniques such as using
periodic style accounting to calculate the amount of raw material that the company is in
possession of. Another way would be by the company having an incorrect or dated
analysis of their share of the market sector. In the case of American Railcar Industries,
there are no red flags to concern investors within this area.
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Expenses of Inputs
Expenses are another area where a company could raise a red flag. A common
red flag that occurs in expenses is through the manipulation of the company inventory.
This can be done through over or understating inventory, or the cost of the inventory
purchased. The costs associated with the inventory can be manipulated by not
recording the full expense of the purchase or overstating the discount offered by the
vendor. Red flags are not found in the expenses of inputs for ARII because we believe
with their buildup of assets, achieved economies of scale, and the business strategy of
a vertical joint venture with a materials producer, the costs associated with inputs are
trustworthy.

Goodwill
Goodwill is the recognition of the premium paid during the acquisition of a
company. It is created to balance the amount paid for the acquisition and the fair value
of the assets acquired, the difference is goodwill. Goodwill is often a problem area for
investors because of the ability for red flags. Some companies may not disclose their
procedures for amortizing goodwill. They may also choose to not amortize the goodwill
or hold the goodwill on the books for longer than its useful life thereby underamortizing it. American Railcar, as previously explained, goes into detail on the
amortization procedures for goodwill. For ARI, goodwill is relatively small enough that
the understatement or near lack of amortization is not sufficient enough to warrant a
red flag.
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Operating Leases
The operating lease area of the financial statements is a proverbial pole for red
flags. Operating leases are a route to understate lease liabilities by expensing the
leases, unlike capital leases which capitalize the lease as an asset. An understated
liabilities line would allow for a slimmer balance sheet and a higher equity to liabilities
ratio within the company. However, with the lack of operating leases within ARII we
see very few possibilities for a red flag to exist or with its existence be large enough to
cause concern for investors.

Conclusion
Red flags are a great way for a potential investor to view the potential risk of
companies they are evaluating. Investors and or their advisors should dig into any area
where these red flags are present to determine whether the mistakes are unintentional
or were placed to beef up the public perception of the company. These common areas
for red flags and the process of distorting a company’s financials can be serious to the
livelihood of the company and those who own their stock. A classic example of these
red flags showing intentional manipulation is the Enron case which lead to an SEC
crackdown and loss of billions for many people. We believe, however, that American
Railcar is free of any of these red flags.

Financial Analysis
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To analyze a firm's true value, we must break down the firm's financial ratios and
costs to compare and contrast to its peers. Throughout this section, we will use this
analysis to find any underlying trends between firms, and conduct a cross-sectional
ratio analysis, financial statements forecasting, and cost of capital estimation. By
conducting this type of analysis, we can get an objective view of the performance of the
firm compared to others in the industry, and perhaps find trends in the industry. By
observing ARII’s ratios and cost flow, we can obtain a proper view of the firm and its
value. The financial forecasts will also be vital to valuing the firm as compared to others
in the industry. Lastly, by estimating the cost of debt, cost of equity, and the weighted
average cost of capital, we can grasp a better understanding of the firm’s value. It is
also worth noting that not all of American Railcar’s competitors share the same fiscal
year end. Greenbrier’s fiscal year ends August 31st, 2014. So, the ratio analysis will
cover a different time period.

Liquidity and Operating Efficiency Ratios
Liquidity ratios refer to the ability of the firm to meets its short-term debt
obligations using its assets. Simply put, it is the ability of the company to convert its
services or products into cash. It is important for a firm to maintain this level to keep
efficient operations and keep up with liabilities coming due. This section will analyze
and examine the following ratios: the current ratio, quick ratio, inventory turnover,
inventory days, accounts receivable turnover, accounts receivable days, and working
capital turnover.

Current Ratio
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The use of current ratio allows the potential investor to see how well a company
might be able to pay of its short term debt obligations with all current assets. The ratio
is created by taking all current assets and dividing it by all current liabilities. The higher
the product is the better for this ratio the better, because it means by how many
margins a company may pay off its current liabilities.

Current Ratio

ARII

Trinity

FreightCar

Greenbrier

Industry Avg.

2010

7.89

2.13

3.89

1.47

2.50

2011

5.03

2.41

2.87

1.13

2.14

2012

3.20

2.45

2.71

1.04

2.06

2013

2.53

2.59

2.02

1.2

1.94

2014

1.49

2.72

2.78

1.43

2.31
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It can be shown that over the past five years, American Railcar has been on a
steady downward trend to meet just below the market trend, this could be that ARII
has been reducing its liquidity buffer to meet the industry average. This loss of margin
could be seen as a potential red flag.
Quick Asset Ratio
The quick asset ratio, similar to the current ratio, compares current assets to
current liabilities. It differs in the way that it only includes assets that are very easily
converted to cash. Inventory is excluded from this ratio because it can sometimes be
difficult to liquidate inventory very fast. The quick asset ratio readily removes illiquid
assets from consideration. A quick asset ratio equal to or greater than one can indicate
that the firm can conservatively meet its current liabilities. It is worth noting that a
quick asset ratio less than one can does not always indicate bad news because of the
fact inventory makes up a large portion of assets.
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Q.A.R

American Railcar

Greenbrier

Trinity

FreightCar

Industry Avg.

2010

6.94

0.80

1.48

2.40

1.56

2011

3.97

0.48

1.55

1.83

1.29

2012

2.61

0.41

1.54

1.94

1.30

2013

1.59

0.57

1.55

1.45

1.19

2014

0.95

0.81

1.65

1.94

1.47

Starting in 2010, American Railcar has remained highly liquid in terms of quick
asset ratio. But over the last five years, they have slowly reached industry levels. As of
2014, they are below the industry average which could raise potential red flags.

Inventory Turnover
Inventory ratio explains the amount of times that a given firm’s inventory is sold
and replaced within a period, usually in years but varies between industries. An
acceptable inventory turnover varies from sector to sector. Therefore, an inventory
turnover ratio is only useful when comparing it to a benchmark or the other firms within
the sector. The graph and associated table below shows the ratios for American Railcar
Industry and its competitors.
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Inventory Turnover

ARII

Trinity

FreightCar

Greenbrier

Industry Avg.

2010

5.47

4.50

2.43

4.11

3.68

2011

5.42

4.33

6.24

3.84

4.80

2012

6.46

4.35

8.29

5.70

6.11

2013

8.32

4.08

3.33

5.54

4.32

2014

6.27

4.32

6.75

7.20

6.09

American Railcar has been able to stay above the industry average for the
inventory asset ratio while still following the industry average line except in 2013 when
ARII seemed to react inversely with the Average line’s number. As of 2014, American
Railcar has lowered to the industry average. This could be a potential red flag for ARII,
who has had consistently higher turnover.
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Accounts Receivable Turnover
The accounts receivable turnover ratio gives insight into how quickly the firm
collects its short term accounts outstanding. A higher ratio is favorable because there is
no gain from having a low turnover. A higher ratio suggests that a firm is efficient with
its credit policies. It is important to note that the accounts turnover ratio is a relative
concept. It is heavily dependent on the type of industry the firm operates in. Since the
Railcar industry involves a lot of high cost items, it is not uncommon for firms to have
high amounts of accounts receivable.
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A/R Turnover

Greenbrier

ARII

Trinity

FreightCar

Industry Avg.

2010

8.58

33.17

8.064

34.80

17.15

2011

6.61

13.03

7.61

48.10

20.77

2012

12.38

15.45

9.77

52.16

24.77

2013

11.33

19.72

11.71

71.98

31.68

2014

11.02

34.21

13.30

146.48

56.93

Starting in 2010 American Railcar’s accounts receivable turnover was among the
higher ones in the industry. Over time, they started to become more inefficient but then
rebounded in 2013. Currently, they are below the industry average which could be a
potential problem. FreightCar is currently dominant in its ability to collect on accounts
receivable. It is worth looking into what makes their policies better at collecting on their
credit.

Working Capital Turnover
The working capital turnover ratio measures how efficiently a firm utilizes its
working capital (current assets less current liabilities) to generate revenues. A higher
value is favorable in this area because it signifies the firm’s ability to generate more
revenue with less investment in working capital. This ratio is important in showing how
efficient a firm is at purchasing inventory and meeting operating costs. The following
data was calculated by dividing revenue by working capital.
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Working Capital
Turnover

Greenbrier

ARII

Trinity

FreightCar

Industry
Avg.

2010

5.83

0.75

3.36

1.28

3.49

2011

18.55

1.43

3.29

3.73

8.52

2012

9.04

2.60

3.41

4.11

32.64

2013

14.76

5.07

3.51

1.93

6.74

2014

10.4

6.87

3.58

3.42

5.80

American Railcar Industries is on the lower end of the spectrum of working
capital turnover. They have remained steady in the last five years in maintaining their
working capital turnover, staying above the industry average, which gives them slight
competitive advantage over Trinity and FreightCar. Greenbrier has had a steady
turnover but trended up massively from 2011 to 2012. Then, the subsequent downtrend from 2012 to 2014. The have all reached steady levels and will do so if all things
remain constant.

Days Supply of Inventory
The day’s supply of inventory represents the amount of time it takes a firm to
convert its inventory into revenue and is the first step in the cash-to-cash cycle. The
day’s supply of inventory is really a measure of how efficiently the firm can manage
its inventory. A lower DSI is ideal, as it reduces the amount of time that a firm’s
capital is tied up in inventory. Below, the ratios were calculated by dividing inventory
by cost of goods sold and multiplying their quotient by 365.
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Days Supply
of Inventory

Greenbrier

American
Railcar

Trinity

FreightCar

Industry Avg.

2010

88.90

62.14

81.09

150.29

106.80

2011

95.10

57.67

84.32

58.46

79.30

2012

64.00

66.70

83.98

44.01

64.00

2013

65.90

63.90

89.51

109.69

88.40

2014

50.70

70.85

84.41

54.06

63.10

As seen in the data above, American Railcar was able to turn over its inventory is
the shortest amount of time in 2010. The data suggests that management is very
effective in managing inventory supply. Throughout the last five years, American Railcar
has maintained a steady day's supply of inventory compared to the competitors, which
have been very volatile in doing so. Although slightly above the industry average, we
believe they are within the acceptable range for the industry.
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Days Sales Outstanding
The day’s sales outstanding ratio indicates the duration of time in days it takes
for a firm to collect on its receivables. It is the second step in the cash-to-cash cycle.
Generally, a lower ratio is favorable because it indicates efficient credit policies. The
faster it takes a firm to collect on its receivables results in greater cash flows from
period to period. The data shown below was calculated by dividing accounts
receivables turnover by 365 for the amount days in the period.

Days sales

Greenbrier

outstanding

American

Trinity

FreightCar

Railcar

Industry
Avg.

2010

42.50

28.02

45.26

10.49

32.80

2011

55.20

23.63

47.94

7.59

36.90

2012

29.5

18.51

37.34

6.99

24.60

2013

32.20

10.67

31.16

5.07

22.80

2014

33.10

16.74

27.44

2.49

21.00
75

American Railcar has been able to reduce their day’s sales outstanding from
2010 to 2013, increasing cash flows and improving on their competitive advantage. The
only company that has maintained lower days’ sales outstanding is FreightCar. It is
worth noting American Railcar’s days’ sales outstanding has increased from 2013 to
2014 but is expected to come back to steady levels. Staying below the industry average
gives them a competitive advantage over the industry benchmarks.
Cash-To-Cash Cycle
The cash conversion cycle, or the cash-to-cash cycle, indicates in amount of days
how long it takes for the company to sell their inventory and collect on the accounts
receivable associated with those sales. A lower value is favorable because it indicates
the firm’s ability to sell its inventory efficiently, increasing liquidity.
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Cash-toCash cycle

Greenbrier

American
Railcar

Trinity

FreightCar

Industry
Average

2010

131.40

49.70

126.35

160.78

139.50

2011

150.30

32.02

132.25

66.05

116.20

2012

93.50

43.12

121.32

51.00

88.60

2013

98.10

40.89

120.67

114.76

111.20

2014

83.80

40.54

111.85

56.55

84.10

American Railcar has maintained low cash to cash cycle relative to their peers as
well as the industry average. This gives American Railcar a significant advantage over
the industry. This overall is very good for American Railcar because it means they are
very efficient compared to their competitors.
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Conclusion
We believe that American Railcar is on the uptick in the liquidity ratios. While
they have had a decrease in the quick asset ratio, current ratio and below average
accounts receivable turnover that could lead to potential red flag. However, ARII
reacted well in inventory turnover when there was a sharp tumble in the average and is
currently sitting slightly above the average in which while not being exciting is still
beneficial to the investor. American Railcar was very efficient in its cash to cash cycle,
as well as working capital turnover. With these things in mind it ARII has more positive
within the liquidity ratios than negatives.

Profitability Ratios
Profitability ratios are used to assess and evaluate the ability of a firm to
generate earnings that yield a profit. Through this, we will discuss the ratios used to
determine if American Railcar Industries has been able to effectively gain earnings from
the revenue generated. We will also be able to compare ARII against its competitors
and the industry as a whole. The profitability ratios include: gross profit margin, net
profit margin, operating profit margin, asset turnover, return on assets, return on
equity, internal growth rate, and sustainable growth rate.
Asset Turnover
Asset turnover is the value of a company’s revenue generated relative to the
value of the company’s assets. The asset turnover ratio can often be used as
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an indicator of how efficient a company is at deploying its assets towards revenue. The
higher the number, the better the company is using its assets.

Asset

ARII

Trinity

FreightCar

Greenbrier

Turnover

Industry
Ave

2010

0.42

0.42

0.423

0.71

0.52

2011

0.77

0.51

1.57

1.05

1.043

2012

0.94

0.62

1.96

1.35

1.31

2013

0.92

0.65

0.75

1.31

0.90

2014

0.73

0.84

1.43

1.58

1.29
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The asset turnover for the American Railcar has been consistently under the
industry average throughout the five-year period. Peaking between 2012 and 2013 and
meeting the average line in 2013 before dipping once again in 2014. ARII stayed above
Trinity, the largest manufacturer in the sector, until the end of 2013 when Trinity
surpassed ARII on its downtrend. This low asset turnover could be seen as a potential
red flag of inefficient allocation of assets.

Operating Profit Margin

Operating profit margin is the total operating income divided by the total
revenue. The operating profit margin is similar to the gross profit margin because it
includes expenses such as sales, general & administrative expenses (SGA), and variable
costs. The money that is left over can cover other expenses like interest expense and
taxes. Again, a higher percentage means the firm has higher operating efficiency and
could also mean a better pricing strategy.
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Gross
Profit

ARII

Trinity

FreightCar

Greenbrier

Industry Avg.

2010

0.03

0.23

0.02

0.14

0.13

2011

0.11

0.20

0.07

0.11

0.13

2012

0.21

0.20

0.010

0.12

0.14

2013

0.24

0.24

0.05

0.12

0.13

2014

0.27

0.25

0.07

0.15

0.16

Margin

American Railcar has had the highest percentage increase in operating profit
margin in 2013 to 2014. The operating profit margin has been on the uptrend for the
last five years which is very good news for the company and its ability to pay its interest
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and taxes expenses. Staying well above the industry average gives American Railcar a
very good competitive advantage. All ratios are unadjusted from the 10-Ks because
they did not meet the minimum requirements for re-statements.
Net Profit Margin
New profit margin is critical to analysts because it allows them to determine how
profitable the firm is after all expenses and gains or losses have been accounted for. To
determine net profit margin, net income is divided by total revenue. A high net profit
margin indicates efficient cost control and higher revenues.
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Net Profit
Margin

Greenbrier

American
Railcar

Trinity

FreightCar

Industry
Average

2010

.19

-.01

.04

-.09

.05

2011

.02

.01

.05

.01

.09

2012

.14

.09

.07

.03

.08

2013

.15

.12

.09

-.07

.06

2014

.19

.14

.11

.01

.10

American Railcar has been on the uptrend for the last five years. Staying above
the industry average, American Railcar has kept up with most of the industry. This is
very good new for shareholders and investors because it gives the firm the ability to
pay out dividends and maintain a healthy profit as well as margins.
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Return on Assets
Return on assets is a ratio derived from dividing net income by total assets. This
ratio helps determine the profitability of a company and how efficiently the
management of a firm is utilizing the assets to create earnings. Return on assets varies
greatly between sectors and industries. From an investor’s point of view, ROA is best
used to compare the firm’s earnings with past years or compare very similar companies.

ROA

ARII

Trinity

FreightCar

Greenbrier

Industry Ave

2010

-4.1

1.45

-3.81

0.4

-0.65

2011

0.64

2.47

1.59

0.54

1.53

2012

8.43

4.17

5.53

4.37

4.69

2013

10.63

5.63

-4.97

-0.83

-0.06

2014

9.86

9.27

1.41

7.97

6.22
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American Railcar has had an upward sloping line that crested in 2013, while the
rest of the market dropped sharply in that year. ARII’s financials started far below the
industry average along with FreightCar. Within two years outpaced the average by the
same margin it was below, unlike FreightCar who barely stayed at the average before
tumbling below in 2013 once again. While the dipping plateau of ARII isn’t appealing,
the firm is still the highest in the industry for return on assets, which is a plus for
investors.

Return on Equity
Return on equity is a ratio that is very similar to return on assets. The difference
is found in that the net income of a firm is divided by the shareholder’s equity as
opposed to the amount of total assets. The higher ratio the better in terms of ROE,
because this ratio encapsulates the degree of profit made by the shareholder’s
investment.
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ROE

ARII

Trinity

FreightCar

Greenbrier

Industry Ave

2010

-8.39

3.73

2.39

1.68

2.60

2011

1.40

8.06

6.63

2.00

5.56

2012

18.78

13.69

2.50

14.80

10.33

2013

21.63

18.29

9.04

-2.57

8.25

2014

21.42

28.23

9.53

23.82

20.53

American Railcar has had a steady uptrend within the last 5 years that has led to
a plateauing effect to where the industry average now meets ARII. In 2010, ARII was
far below the industry average but climbed towards and surpassed the average in 2012.
This effect could either be to an increase in sales or a decrease in outstanding shares.
However, with the information we have compiled, it appears the former of the options
would make the sense. To say that in 2014 ARII underperformed, which caused it to
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become almost level with the industry average, would be incorrect. While American
Railcar did dip slightly, it was an apparent recover by the rest of the sector that caused
a sharp increase in the industries average. ARII is now in the middle of the pack for the
ROE, which may appear lackluster for investor when just a year prior the company was
the highest ratio within the industry.
Conclusion
American Railcar has acted very well in regards to profitability ratios. With an
above average in both gross profit margin and operating profit margin. A growing trend
throughout the data is that after 2011 ARII has dramatically increased to above
average in most fields. For example, the jump in net profit margin after 2011, as well as
the ability to sustain itself from market forces that caused the sharp decline of the rest
of the market during 2013. We believe that American Railcar is a prime candidate for
investors whether they maintain the upward trend or level off.

Capital Structure Ratios
Capital structure ratios are an important way to see how a company finances its
overall operations and growth by using different sources of funds. This is helpful for
investors because it shows whether the company is heavily leveraged or standing on its
own two feet. This section will cover: debt to equity, times interest earned, and the
results of the Altman’s Z score.

Debt to Equity
Debt to equity ratio is used to show the company and investors alike how
leveraged the company is with its source of funding. This ratio can be found by dividing
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a company’s total liabilities by its stockholder's equity. The debt to equity specifies how
much debt the company is using to finance its assets relative to the amount of
stockholder equity. The lower the number, the less liability the company is responsible
for, which causes more financial freedom to either reinvest or distribute to the
investors.

Industry

Debt/Equity

ARII

Trinity

FreightCar

Greenbrier

2010

0.89

2.26

0.61

2.75

1.88

2011

0.89

2.28

0.75

2.60

1.88

2012

0.74

2.25

0.84

2.21

1.76

2013

0.45

2.05

1.06

2.01

1.71

2014

0.83

1.92

0.94

1.97

1.61

Ave
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American Railcar has stayed impressively below the industry average throughout
the five years of data. This is a very good sign that ARII is financially stable and has
little liability that must be paid back before the company can reinvest, save as a buffer
or distribute. While they did turn a notch higher and closer to the industry average in
2014, the difference is large enough that it shouldn’t be too much of a red flag.

Times Interest Earned
Times interest earned is used to show that a company has the required amount
of funds to cover its debt obligations. This can be calculated from dividing EBIT, or
earnings before interest and taxes, by the total interest payable on contractual debt.
This indicates how many times a company could pay off its interest charges on a pretax basis. Not being able to cover these charges could result into bankruptcy. The
higher the number, the better off a company is.
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Times
ARII

Trinity

FreightCar

Greenbrier

Industry Ave

2010

-18.20

1.61

-22.27

0.21

-6.82

2011

30.37

2.30

24.39

0.50

9.06

2012

129.70

2.95

86.56

4.27

31.26

2013

167.05

4.13

-29.77

1.00

-8.21

2014

198.82

6.47

8.83

12.28

9.19

Interest
Earned

American Railcar has been distancing itself from the industry average and the
rest of the sector at an astounding rate. These chart ending numbers might seem
farfetched but with ARII’s below average debt to equity ratio and the numbers from the
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profit margins, we believe this has given ARII to be a very equity heavy company. This
is a great selling point with investors who want a safe, underleveraged company.
Altman’s Z score
The Altman’s Z score is used to gauge how likely it is for a company to go into
bankruptcy. This is a very good service for investors as it shows the potential risk for
them to invest in given companies. The higher the number the lower the possibility of
bankruptcy and vice versa.
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Altman’s Z score

ARII

Trinity

FreightCar

Greenbrier

Industry Avg.

2010

1.94

1.24

3.09

0.73

1.69

2011

2.41

1.53

3.56

0.72

1.94

2012

2.94

1.75

4.06

0.69

2.17

2013

3.54

2.05

2.33

0.67

1.68

2014

2.45

2.27

3.75

0.66

2.23

American Railcar has held above the industry average for the Altman’s Z score
and while it did lower in 2014 to be just above the average, ARII is doing far better
than some of its competitors, such as Greenbrier. However, this downturn should be
watched as a potential red flag until we can verify the downward slope has righted
itself.
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Debt Service Margin
Debt service margin is the ability of a company to pay its current debt obligations
with the cash flows available within the company. This is similar in the way of times
interest earned when using available funds to cover liabilities. It can be found by the
equation, net operating income divided by total debt service.

Debt
Service

Industry

ARII

Trinity

FreightCar

Greenbrier

2010

0.31

0.37

N/A

14.33

7.35

2011

-0.04

0.06

N/A

-0.38

-0.16

2012

0.10

0.07

N/A

1.90

0.99

2013

0.45

0.17

N/A

2.19

1.18

2014

0.87

0.22

N/A

10.46

5.34

Margin

Avg.

93

The debt service margin of most of the companies has remained very steady
over the past five years. The odd ball is easily identified above as Greenbrier and thus
pulls up the industry average; this data was thrown out for the purpose of the graph.
ARII has maintained itself with most of the sector in debt service margin along with the
average except in cases where Greenbriers outliers come into play.

Internal Growth Rate
A company’s internal growth rate is the most the firm's assets can grow by
reinvesting its funds from operations minus dividends paid during the year, it is
assumed they get no funds from the outside. This is a very conservative measure of
growth because it reflects a firm’s ability to grow based on the return it earns on its
assets. The IGR is calculated by multiplying the firm’s Return on Assets by the plowback
ratio (1- Dividends/Net Income). The graph below shows the IGR for all firms we are
analyzing, as well as an industry average excluding the IGR of American Railcar
Industries, Inc.
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Internal
Growth
rate

Greenbrier

American
Railcar

Trinity

FreightCar

Industry
Avg.

2010

0.092

-0.344

0.485

-0.593

-0.005

2011

0.162

0.157

0.459

0.735

0.678

2012

1.617

3.189

0.499

1.144

1.087

2013

-0.332

3.189

0.564

-1.245

-0.338

2014

0.351

3.944

0.7098

0.441

0.751

Although residing in the same range in 2010, American Railcar has experienced a
lot of internal growth in the past five years. This could be due to American Railcar
industries reinvesting heavily into their own company starting in 2011. All of their
competitors experienced growth until 2012, but experienced a steady drop in growth.
This could be due to new tax provisions and regulations set forth by the government.
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While their competitors have converged to the same level, approximately, American
Railcar Industries has experienced massive growth.
Sustainable Growth Rate
A firm’s sustainable growth rate is the upper limit at which a firm can grow
without changing its capital structure. Unlike IGR, sustainable growth enables a firm to
use leverage to grow, so SGR is always higher in magnitude than IGR. Forecasters
consider an estimated growth rate to be reasonable when it falls between IGR and SGR.
The allowance for leverage means that SGR is a more realistic measure is assessing a
firm’s growth potential. A firm’s SGR is calculated by multiplying IGR by 1+D/E Ratio.
The graph below shows the SGR for all firms we are analyzing, as well as an industry
average excluding ARII.
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Sustainable
growth rate

Greenbrier

American
Railcar

Trinity

FreightCar

Industry
Average

2010

0.253

-0.652

1.284

-1.173

0.365

2011

0.395

0.297

1.191

1.419

3.004

2012

3.447

14.702

1.241

2.174

6.820

2013

-0.659

4.621

1.266

-2.429

-1.822

2014

0.665

7.198

1.552

0.851

3.067

As seen by the internal growth rate, ARII experienced a massive uptrend from
2011-2012. Then, a sharp decline from then on, presumably due to the new tax
provisions. Although starting around the same level in 2010, ARII has over all gained
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considerable sustainable growth. This is very good news because it means they can
feasibly maintain their structure and keep growing at a steady pace. It is worth noting
that ARII’s competitors have not experienced too much volatility. We believe that ARII
will slowly return to industry levels over the next five years.

Conclusion
American Railcar is financially sound in many conditions as opposed to its
counterparts within the sector. This can be shown in ARII’s high ratio in times interest
earned, which allows them to hold of the liabilities off in dry times. The above average
in both debt-to-equity and Altman’s Z score showing that American Railcar Industries is
a heavy equity company that is safer than other companies within the sector, from
bankruptcy. The internal growth rate of ARII has maintained an uptrend and now rests
high above the competition however in the case of sustainable growth rate which is still
above the average, peaked in 2012 then led to a sharp drop and a small uptrend in
2014.
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Financial Forecasting
In analyzing American Railcar Industries, we used financial forecasting as a tool
to help us value the company by estimating what the company’s financial statements
may look like in the future. Although forecasting is not an exact number for future
financials, it is the best starting point to begin our valuations from the financial
statements. We used trends from the past data in American Railcar Industries’ financials
as well as looking at competitors’ financials. We also used the previous ratios discussed
as well as operations within the company. We did not have to restate any of the
financials, therefore, we only forecasted out the as stated financials.

Income Statement
In preparation of forecasting the financials for American Railcar Industries, we
made the decision to begin with the analysis of the income statement. We started by
putting each line item into a percentage of total sales revenue for American Railcar
Industries to allow us to look for trends in the company’s history. This was a crucial part
of forecasting because it gave as insight into the company’s growth over the past 6
years. After analyzing the percentages, we used logical assumptions to forecast out
sales, cost of goods sold, gross profit, operating income, and net income for the next
10 years. In order to begin, we looked at the trend in sales growth for the company
over the previous 6 years. It was very difficult to find a true trend in this area so we
had to disregard some of the outlying data in 2010-2012. To make up for this lack of
data, we looked at the industry’s average growth. We could see that the industry has
had an overall upward sloping trend in their historical data. Therefore, we used an
upward trend to forecast the income statement.
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After forecasting the sales growth, we started looking at the cost of goods sold.
Once we put cost of goods sold into a percentage of sales, we were able to see that
there was beginning to be a downward trend and we predicted this trend to level off
and stay within a range of 70.4-72.6%. This decrease in cost of goods sold stems from
the fact that it is directly related to inventory turnover for the company. Once we
looked at the ratio analysis, we were able to see that there has been a steady decrease
in inventory turnover over the past couple of years. Since inventory turnover has
slowed down, there is more storage costs associated with the inventory which results in
an increasing cost of goods sold. We expect that the growth would grow from -2.3% in
2012 to 4.7% in 2020 and then level off at 5% from 2021 to 2025. This also allowed us
to forecast gross profit since it related to cost of goods sold and sales. Our forecasts
grew from 27.4% in 2015 to 25.4% in 2025. We were also able to see that the
company was experiencing a growth in net income after 2011. In the historical data, we
saw that the growth of net income increased from 9% in 2012 to 13.6% in 2014. We
chose to stay conservative in our estimation for growth and grew it from 13.8% in 2015
to 15.7% in 2025.

100

101

Dividends Forecasting
American Railcar Industries began paying dividends in October of 2007 at $.03 a
share. There was no change in dividends until the economic downturn in 2009 where
the company suddenly stopped paying dividends altogether. In 2012, the company
picked up dividend payments at $.25 a share and raised this payment to $.4 a share in
2014. We forecast that the company will again increase dividend payments to $.42 a
share in 2021 and remain at this level through 2024.

Balance Sheet
After forecasting the income statement, we used that information to begin
forecasting American Railcar’s balance sheet. We used the asset turnover ratio to link
out income statement to the balance sheet since it is widely considered the best ratio
for that purpose. The asset turnover for ARII decreased from 2012-2014, but the over
trend for the past six year was an increase. We are assuming that the asset turnover
for ARII will increase to 96% of the next 10 years (toward the industry average). We
used this forecasted ratio, along with the forecasted revenue, to forecast out the total
assets on the balance sheet.
Next, we began to create a common sized balance sheet and forecasted out the
common sized current and noncurrent assets. We suspect that the common sized
current and noncurrent assets would level out around 30% and 70% respectively. We
took that data to forecast out the actual current and noncurrent assets. We forecasted
out accounts receivable by using predicted revenues and days sales outstanding and
then total inventories by using the predicted cost of goods sold and days inventory.
When we were finished forecasting out the assets, we forecasted the current
ratio and used that to predict future, common-sized, current liabilities. Our assumption
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is that the current ratio will gradually increase over the next 10 years and then level off
around 300% (just above the industry average).
To forecast retained earnings, we took the value of retained earnings from the
year before, added the forecasted net income for that year, and then subtracted the
forecasted dividends from that year. We forecasted total equity the same way: total
equity from the year before, plus forecasted net income for that year, minus forecasted
dividends for that year. The value of total equity after 6 years was “massaged” because
the growth rate would cause it to exceed the value predicted for total liabilities and
equity combined. Once we had both retained earnings and total equity forecasted, we
used all of our forecasted information to predict long-term and total liabilities.
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Cash Flow Statement
The final part of our forecasting was to forecast out the statement of cash flows
for American Railcar. The three main sections of the statement of cash flow are broken
down into operating activities, investing activities, and financing activities. To forecast
total cash flow from operating activities we looked at 3 ratios: CFFO/Sales,
CFFO/Operating Income, and CFFO/Net Income. We decided to go with CFFO/Sales
because it was the most stable of the 3. We forecasted that ratio out 10 years to $.24
(an increase from $.19 in 2014) and then multiplied it by the corresponding year’s
revenue to get forecasted operating cash flows.
Next, we created ratios for change in non-current assets, change in PPE, and
CFFI/Sales to help forecast investment cash flows. CFFI/Sales seemed to be the best
ratio, so we forecasted it out, and multiplied it by the corresponding year’s revenue to
get the forecasted cash flow from investing. Even though we used the most stable
ratio for this forecasting, the cash flows continued to be negative for the next 10 years,
so we smoothed them out so that they leveled off at 150 million in year 10 (around the
industry average).
After that, we forecasted dividends forward using dividends/net income and the
net income forecast. Last, we made a common-size cash flow statement by taking each
of the line items from operations income as a percentage of net income.
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Cost of Capital Estimation
The following are ways to estimate the cost of capital: weighted average cost of
capital, cost of debt, backdoor cost of equity, and cost of equity. In order to value each
method, we must focus on the different inputs and methods to accurately value
American Railcar. Weighted Average Cost of Capital is used to evaluate all debt and
equity used to finance American Railcar. WACC is a method that values all costs of
capitals by discounting earnings and free cash flows to the investors of a company
(textbook). Whether a company is overvalued or undervalued depends heavily on if cost
of capital is relatively high or low.

Cost of Debt
In order to accurately value American Railcar’s debt, we calculated the weighted
average of the interest rate paid for loans and other debt the firm takes on. Higher debt
is correlated with higher risk investments. Therefore, if a firm has higher interest rates
for its debt, then the firm can be relatively risky. The Weighted Average Cost of Debt is
calculated by taking the weights of American Railcar Industries’ current and noncurrent
liabilities that have interest rates. Lease Fleet financing as well as pension plans have
interest expenses and make up the debt of American Railcar Industries. Fleet leasing
has a LIBOR rate of 2.5% and Pension Plans an average interest rate of 3.75% (ARII
10k). The chart provided on page 110 illustrates the Weighted Average Cost of Debt.
The Weighted Average Cost of Debt is 2.57%.
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Cost of Equity
The cost of equity is used to illustrate the required rate of return shareholders
will require in order to buy a share and take on the risk associated with it (Free
Dictionary). The Cost of Equity is found through using the Capital Asset Pricing Model
(CAPM). The CAPM formula expresses the cost of equity as the sum of a required return
on riskless assets plus a premium for beta or systematic risk. To find risk free rates, we
focus on intermediate-term treasury bonds. Betas for American Railcar were found on
Yahoo Finance. The market risk premium is the difference between the market return
and the risk-free rate. The market return was found from collecting historical S&P 500
returns. Below is the broken-down formula and all the elements required for
determination.
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We used the St. Louis Federal Reserve website to gather yields for the following
time periods: 1 month, 2 years, 7 years, 10 years, and 20 years. The most recent 20year treasury rate was 2.06% according to St. Louis Federal Reserve. When observing
the 20-year regression from the table below, the market risk premium is 9%. Therefore,
we will use 9% for the long run market risk premium.
We chose to use the 72-month regression results of the 2-year Treasury because
it has the highest explanatory power of all the regressions. The explanatory power
(39.47%) is evidenced by the adjusted r-squared column. This information tells us that
American Railcar Industries is relatively market driven because 39.47% of their returns
are attributable to the market. Furthermore, we conclude that American Railcars cost of
equity is 25.68% which lies in between 20.61% (the lower bound) and 34.56% (the
upper bound).
Beta was briefly discussed above. To elaborate on this idea, Beta represents the
systematic risk; the stock reflects the sensitivity of its cash flows and relationship to the
overall economy and its fluctuations (textbook). As shown below, we have run multiple
regressions to analyze the changes of beta and other factors. In the 72 month, 2-year
regression table, the beta for ARII is 2.62 with a confidence interval of 95%. We
verified this result with Yahoo Finance and found our computation to be pretty similar
to the beta they provide for ARII (2.73). The lower bound beta is 1.85 and the upper
bound beta is 3.40.
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Backdoor Cost of Equity
Backdoor cost of equity is a separate method for computing the cost of equity.
The Backdoor method utilizes the cost of equity, which supports the stock price that
currently stands. Below the formula is broken down into each variable. The price to
book ratio is a financial tool that compares a firm’s market price in the present time to
the book value. Return on equity (ROE) is the analysis of the firm’s performance
because it provides an indication on how a company’s upper management is utilizing
shareholder’s investments to grow the firm and become more profitable (textbook). We
have forecasted ROE out for the next 10 years. Variable “g” stands for the average
growth rate for the following decade.

𝑃
𝑅𝑂𝐸 − 𝐾𝑒
( )−1=
𝐵
𝐾𝑒 − 𝑔

We found the cost of equity (Ke), using the backdoor cost of equity method, to
be 12%.

Weighted Average Cost of Capital
To calculate the overall cost of capital, we will utilize the weighted average cost
of capital (WACC). This formula is used to assign appropriate weights for both debt and
equity financing. The weight of debt is after-tax and the weighted return required for
the providers of equity. These percentages are of the market value (textbook). A lower
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weighted average cost of capital is good news for the firm because it will be more
affordable to pursue more projects to grow and expand the firm. Below is the
calculation of WACC before tax.
WACCBT = ((MVD/MVF) * Kd) + (MVE/MVF * Ke)

To calculate the liabilities market value, we used the previous calculation for the
cost of debt, which is 222.80 million. To find the appropriate market value of equity, we
used ARI’s 10k to find the shares outstanding in the last quarter. The number of shares
outstanding is 21,354. The price of the stock at closing was $61.42. When you multiply
it out, the value of equity should be $1,311,563. Once you have discovered the weights,
then you calculate the rates. The rate of the cost of debt was calculated prior, but for
equity we used the 10-year 2 factor cost of equity from the regression data which, in
our case, was approximately 23%. After multiplying the weight with the appropriate
rate, the WACC was calculated for the before tax. We used the effective tax rate of
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39.50%, which was found from American Railcar 10-k. After all the calculations, the
WACC after tax is 9.50%.
Below, we have calculated the upper and lower bounds of WACC. This helps
determine the appropriate range for WACC and where American Railcar stands
according to this. This helps prove our data is consistent.

WACC Lower Bound
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WACC Upper Bound

In conclusion, American Railcar Industries’ WACC will fall between 9.25% and
14.40% as a minimum threshold to produce a return from its investments.

Method of Comparables
The method of comparables is a way to value a company by comparing the
metrics of companies within the industry of similar size. This is done by using relative
benchmarks for each comparable. One of the perks of using this method is it is very
straight forward. It is objective in nature and works well when people not inept in
finance and can see the concrete use of this model. It is important to keep in mind the
systematic flaws with this form of valuation. We are looking at relatable companies in a
given year; this does not capture the progress or overall well-being of the companies
across time. Another systematic flaw associated with this method is the potential to
calculate negative share prices. Due to these issues, the method itself tends to be
inconsistent and therefore it is important to utilize more than one method to value a
company’s stock as overpriced, underpriced, or fairly valued.
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In order to value ARII’s share price, we utilized a 10% analyst opinion of the
November 2nd, 2015 observed closing share price at $56.26. Moving forward, any stock
price that falls below our 10% bound, $50.63, will be categorized as overvalued. Vice
versa, stock prices above $61.89 will be ruled as undervalued. Anything falling in
between these two bounds will be a fairly valued price. Our group found the inputs
using ARII’s 10K as well as yahoo finance historical prices. For each comparable, ARII’s
information was not included for calculating the average. Also, any outliers were not
included in our comparisons. As shown below, our benchmark companies include
Greenbrier, FreightCar America, and Trinity Railcar.

Price to Book Ratio
The price to book ratio is a comparable that compares a stock price to its relative
book value. This ratio indicates to investors if they are paying too much or too little if
the company were to go bankrupt as is. Once you divide the stock price by the book
price to calculate the ratio, it is important to make note if the the ratio is low or high. A
low price to book ratio can indicate an undervalued stock price, and therefore can be a
quality stock at a more affordable and appealing price for investors.

As noted above, the industry average for the price to book ratio is 1.50, whereas
ARII has price to book of 2.24. This is well above the industry average. In addition,
$38.47 is well below the model price for ARII. This ratio should not be the only
valuation model used. We will look into other ratios because this ratio does not take the
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capital structure of ARII or competitors into account. For more accurate valuations, we
will calculate other comparables.

Price to Earnings (Trailing Twelve Months)
Price to earnings is computed by taking the current share price over the trailing
twelve months’ earnings per share. Trailing price to earnings is beneficial for a few
reasons. First of all, it is based on actual sound earnings rather than forecasted
earnings. It tends to be a little more accurate and relevant for investors. Looking at
previous performance helps determine how the company is projected to do in the next
five years.

As noted above, ARII’s P/E trailing ratio is 9.98, which is well above the 7.96
industry average. This higher value indicates that the company is overvalued. ARII’s
share price of 44.88, which is calculated by multiplying the industry average and the
ARII EPS, is below their lower 10% bound of 50.63. Although this is a reliable method
focusing on the earnings of the past twelve months, this does not take the future or
projected earnings fully into account. Another flaw is that it is sensitive to the volatile
earning of the previous four quarters. This is why our group has calculated the forward
price earnings as well.
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Forward Price Earnings Ratio
Forward price earnings ratio is different from trailing price to earnings because it
heavily depends on forecasted future earnings. This is somewhat objective, but can still
be helpful to investors trying to make investment decisions based on future outcomes.
The main benefit from this comparable is it compares current earnings to projected
future earnings. Some issues that are tied to this method is companies may purposely
under-estimate to price to earnings in order to beat the predicted expectation when the
quarter in announced. Vice versa, a company might try to overestimate the forward P/E
and then re-adjust it more accurately. An important correlation to make note of is, if the
P/E is relatively low, that indicates growing potential.

As noted above, ARII’s forward P/E ratio is 10.80 compared to a lower industry
average of 8.99. This falls below the 10% bound and indicated it is overvalued. In
addition, $48.03 share price falls below the $51.95. Forward price to earnings ratio
indicates ARII being overvalued. When comparing the forward P/E of ARII of 10.80 to
the current P/E of 10.15.

Enterprise Value/EBITDA
This comparable is also known as the enterprise multiple. It can be a valuable
valuation tool for a few reasons. The enterprise multiple evaluates the earnings before
non-cash items. The EBITDA virtually omits the interest and tax expenses. This can be
useful to focus on earnings more specifically. Also, the enterprise value component of
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the equation takes debt into account; this helps analyze companies with differentiating
capital structures. This ratio is a valuable tool to help identify potential takeover targets
(NASDAQ). A low enterprise value/EBITDA ratio indicates a company is overvalued.

ARII has a ratio of 6.04, which is above the industry average of 4.16. This
indicates ARII is overvalued. But, the 58.96 share price falls within the “fair price”
range.

Enterprise Value/Revenue
Enterprise Value/ Revenue ratio determines how much the company’s value is
worth per dollar of revenue (Y-charts). This is also a comparable used to determine
how attractive a targeted company is for a potential acquisition. This metric is useful
because this looks directly at the sales or revenue stream the company brings in. A
downside is it leaves out factors that affect margins, such as cost of goods sold and
other operating expenses. To make note, the lower the ratio, the more likely the
company is undervalued.

ARII’s ratio of 1.94 is greater than the industry average of 0.89, which indicates it is
overvalued. The share price of 41.50 is well below the lower bound of 50.63. This
model is overvalued while enterprise value/ EBITDA is fairly priced. This means that
120

taking out the interest and tax expenses for enterprise value/ EBITDA had an impact on
ARII. But the enterprise value/ revenue model looks solely on money generated, and
based on ARII’s revenues, the company is strongly overvalued.

Price/EBITDA
The price/EBITDA ratio is similar to the price to earnings concept. It determines
how affordable the stock is by comparing the current market capitalization over
EBITDA. The market capitalization, the total market value. It also looks at a company’s
EBITDA, which looks at earnings before interest, taxes and depreciation are taken into
account. While this can be helpful in concept by following a similar model to price to
earnings, it has one potential flaw that makes it less popular than Enterprise Value/
EBITDA because the entire model is capital structure neutral. Price to EBITDA is only
capital structure neutral in the in the “EBITDA”. This can cause inconsistent outcomes
and should be utilized with other models.

When comparing ARII’s ratio of 4.16, this is well above the industry average of
3.93. Once the industry average is computed, you multiply it by EBITDA over the
shares. This brings us to ARII’s share price of 49.55. 49.55 is below the 50.63 bound
and is deemed overvalued.
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Enterprise Value/ Free Cash Flow
This comparable is helpful in determining the free cash flows and how they
compare to industry benchmarks. This defines the company by comparing the current
value by each dollar generated by free cash flow. Most of the time, companies are more
attractive to investors when they generate positive cash flows. Usually, start-ups or
growing companies will have negative cash flows due to investing in capital such as
property, plant, and equipment.

American Railcar has a negative cash flow therefore this model will not be all too
useful. Their negative free cash flow, since it is a main driver, causes American Railcar’s
share price to be negative. In reality, there is no such thing as a negative share price,
so this model is concluded as not applicable. When researching ARII, their 10k indicated
they spend more than they make. In 2014, operating activities brought in a total of
$136,779, financing brought in $177,479, but the investing activities used $373,200.
Therefore, leaving a negative free cash flow. American Railcar has grown their
operations in the past five years, which was indicated in our financial ratio analysis.
Keep in mind this is not financially sustainable for the company.
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Our method of comparables are fairly consistently indicating that ARII’s stock is
overvalued. Even though this model does provide some insight on the company’s worth,
it is best to use intrinsic valuation models for a few reasons. One, they are more
theoretically and conceptually sound. Second, the more valuation models, the more
accurate our final recommendation will be. Below, our team computed discounted
dividends model, discounted free cash flow model, residual income model, and long-run
residual income model.

Intrinsic Valuation Models
Intrinsic valuation models use the forecasted measurements and an applicable
discount rate to place value on a firm. Since they rely on forecasted measurements, the
intrinsic valuation models are subject to error but they are based on financial theory
and can be used as a reference to investors and potential investors. One assumption is
in the long-run, the firm will deliver a required rate of return and the value of the firm
will reach zero. Through this section, we will use the discounted dividends model, free
cash flow model, residual model, and the long run residual income model to determine
the value of American Railcar Industries.
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The models use the cost of capital and growth rates we estimated in the
previous section. We will be utilizing a sensitivity analysis in all of the models to account
for a best or worst case scenario. We will use the view of a 10% analyst. We will base
our final recommendation on whether the prices fall within our set 10% range. We used
the November 2nd share price of $56.26 for each of these valuation models.

Discounted Dividends Model
The discounted dividends model provides us with the intrinsic value of a firm
based on the discounting of forecasted dividend payments. This model uses the twofactor cost of equity. Although the discounted dividends model is based in actual
finance theory, it has low explanatory power. This is because the model relies on the
unlikely assumption that investors buy stock solely for the potential dividends. The
forecasted dividends that we use in the model can not be predicted with a significant
level of certainty. Furthermore, this model does not take into account the growth
opportunities a firm has when it keeps retains earnings rather than pay them out as
dividends.
To discount the dividends per share for American Railcar, we used an initial cost
of equity of 25.68%. Because dividends have to be forecasted out past 2024 we needed
to derive a perpetuity value. We did this based on a 6% growth rate because the year
over year percentage change in forecasted dividends leveled out around 6%. We took a
present value of the perpetuity and added that to the present value of the total yearby-year dividends to get a model price as of 12/31/14. Our last step was to grow that
value 10 months to get a time consistent model price for 11/2/15.
Next, we performed the sensitivity analysis for the discounted dividends. Our
calculations were based on the reasonable assumption that the perpetuity growth rate
should be somewhere between 4% and 8% subject to the 95% confidence interval of
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the cost of equity. According to this model, American Railcar is overvalued within every
reasonable range of growth rates and cost of equity.

Discounted Free Cash Flow Model
The Discounted Free Cash flow model is similar to the Discounted Dividends
model with, but free cash flow takes the place of dividends. We discounted these cash
flows by the before tax WACC. This is used in place of the cost of equity because the
ownership of free cash flows is held by both equity and debt holders.
The before tax WACC for American Railcar was calculated as 11.83% earlier.
Similar to the discounted dividends model, we used the upper and lower bounds that
ranged from 9.25% to 14.4%. We used 6% (the free cash flow growth rate at 2024)
as our baseline perpetuity growth rate.
According to this model, American Railcar is undervalued at every reasonable
level of WACC (BT) and perpetuity growth. However, it is important that is model is not
reliable because it is difficult to forecast (giving us probable error), it’s sensitive to
perpetuity growth rates, and because there is a disproportional amount of value in
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“wishful thinking”. The “wishful thinking” portion we refer to is the future cash flows of
the perpetuity that accounted for 80% of the market value of assets (12/31/14) in this
model.

Residual Income Model
The residual income model is the third intrinsic valuation model and has the
highest explanatory power. This model is the most stable because it is less sensitive to
the errors that occur when estimating. The lower sensitivity is important because these
models are based on forecasted numbers. The required income for this model includes
net income forecasted out 10 years, dividends forecasted out 10 years, and retained
earnings for 2014. This model brings into account all three financial statements (income
statement, balance sheet, and statement of cash flows) by using components from all
three.
To begin with this model, we must get the book value of equity for the next 10
years beginning with 2015. To do this we take the book value of the previous year,
subtract dividends from the current year, and add net income from the current year.
We assumed that the growth rate for American Railcar Industries to be -10%, meaning
the company’s net income will decrease 10% each year. This decreasing rate takes into
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consideration that competitive advantages decrease at a moderate rate. Book value of
equity for American Railcar Industries is 495.42 million. Adding the forecasted net
income of 2015 of 104.39 million and subtracting dividends of to be paid in 2015 of
41.76 million gave us a book value of equity of 558.05 million for 2015. After doing this
for the next 10 years of forecasted data, we must get a normal income benchmark by
multiplying the previous year’s book value of equity by the estimated cost of equity.
Next, we must gain the annual residual income, which will show how much value was
destroyed for the company. Next we, get the present value factor which will bring all of
the residual income totals to the present value of December 31, 2014.
Next, we calculated the perpetuity total that represents all years past year 10. To
get an estimated model price for American Railcar Industries, we took the book value of
equity, subtracted the sum of the year-by-year residual income totals, as well as the
terminal value of the perpetuity. We calculated the terminal value of the perpetuity by
divided the perpetuity by the cost of equity minus the growth rate. Now we have the
market value of equity which is 264.86 for the company. We then took this number and
divided it by the total shares outstanding and got a model price of $13.35 on December
31, 2014.
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We used five different growth rates to gain an idea of the outcomes that could
result from the possible scenarios. We used the position of a 10% analysis to get a
lower bound price of $50.63 and an upper bound price of $61.89. We calculated these
boundaries by multiplying ARII’s stock price of $56.26 by .9 and 1.1. We determined
that 187.05% of the share price can be attributed to the current BV of equity, -70.46%
can be attributed to present value of the year-by-year residual income, and -16.59% is
attributable to the residual income perpetuity. This shows that all of the value is created
by the book value of equity. This also shows that the total present value of year-byyear residual income and the terminal value of the perpetuity actually destroy value for
the firm. According to the sensitivity analysis for American Railcar shown above, the
company is overvalued at all growth rates and costs of capital.

Long Run Residual Income Model
In the Long-Run Residual income model the market value of equity is derived
through the use of residual income. The market value of equity is determined by adding
the residual income segment to the firm’s book value of equity. The Long-Run residual
income model is based on this function:
MVE= BVE0 * (1+(ROE-Ke)/(Ke-g))
Similar to the residual income model, the long-run residual income model
suggests that a firm with positive residual income will add value, whereas, a firm with
negative residual income will destroy its value and residual income will converge to zero
in the long run.
In this model the three determinants of the market value of equity are ROE, Ke
and g. A sensitivity analysis is needed to evaluate the changes in the market value of
equity when these variables change. We conducted three separate sensitivity analyses,
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with each holding one variable constant. For the sensitivity analysis with constant ROE
we chose 17% as it is an average based on our 10 year forecast. We maintained the 30% growth rate that was assumed in the residual income valuation.
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Much like the residual income model, the long-run residual income model shows
that within a reasonable range of perpetuity growth rates, cost of equity and the return
on equity the stock price is overvalued. According to this model, regardless of the
variability of the 3 factors, we can see that the stock price remains in red and
overvalued when compared to the observed share price of $56.26 as at (11/2/2015).

Final Recommendation
To come up with our final recommendation on ARII, we looked at the method of
comparables and the intrinsic valuation models, with a higher emphasis placed on the
intrinsic valuation models due to their higher explanatory power. Other than in the
discounted free cash flows model, there were no realistic circumstances that fairly value
or under-value American Railcar’s stock. For that reason, and because of limited upside
potential, our recommendation would be to sell ARII stock.
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ARII Ratios
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20 Year Risk Free Results
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10 Year Risk Free Results

135

136

137

7 Year Risk Free Results
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2 Year Risk Free Results
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1 Month Risk Free Results
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