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Introduction/Overview 

While the timing of our initial profile on 
Callaway (“ELY”, “Callaway” or “the Company”) was off 
course (featured in our 2009 Summer Issue on out of 
favor consumer-related stocks), subsequent updates in 
June 2011 and May 2012 have proven to be timely. In 
May 2012, with shares trading at $5.50 a share, we 
revisited Callaway just after it had hired Chip Brewer, 
an industry veteran with a strong product and 
marketing background and experience executing a 
successful turnaround in the golf industry (see our ELY 
report from May 2012 for more detail), to lead the 
Company. Since his arrival, CEO Brewer has instituted 
a more aggressive cost reduction initiative intended to 
right-size the Company’s bloated cost structure, 
continued to exit non-core businesses (e.g. uPro GPS 
product was transitioned to a third party model), 
reinvigorated the Company’s marketing including a 
more youthful tour presence, improved the Company’s 
supply chain, and streamlined the Company’s product 
offering. CEO Brewer’s overarching goal has been to 
return Callaway to its roots by focusing on its core 
products – golf clubs and golf balls.  

Recent results indicate that a turnaround is not 
only unfolding, but it is actually gaining momentum. 
During 2013, Callaway reported a 14% increase in 
sales on a pro forma basis (excluding divested 
businesses and on a constant currency basis), 
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reflecting market share gains in key markets and core categories. These market share gains coupled with a 
more lean cost structure and efficient supply chain enabled Callaway to generate $5 million in operating income 
on a pro forma basis, representing a $74 million improvement versus the prior year. Notably, 2013 marked the 
first year the Company has posted positive operating income since 2008. The momentum has continued into 
2014 with sales increasing by 22% in 1Q 2014 with the Company gaining significant market share in each of its 
key markets including a 510 bps increase in the U.S., which at 48% of sales in 2013 is the Company’s largest 
market.  

In addition to its operational improvement, Callaway has made significant progress with its capital 
structure, which should help reduce expenses and bolster the Company’s financial flexibility. During 2013, the 
Company redeemed the remainder of its high cost convertible preferred stock (7.5% coupon), and triggered a 
permanent 25 bps reduction on its credit facility by reporting over $25 million in TTM EBITDA for the period 
ending March 31, 2014. Another permanent 25 bps reduction will be realized if the company achieves 
$50 million in TTM EBITDA (management expects to achieve this level by year end 2014). While the credit 
facility savings are not very significant, the EBITDA milestone achieved helps to reinforce the progress the 
Company has made to improve its profitability.  

Despite the significant progress the Company has recently made in its turnaround, shares have 
declined by over 20% from recent highs. The share price decline reflects Callaway’s cautious 2014 outlook (the 
Company did not raise its full year guidance in April after reporting very strong results for the 1Q 2014) due to 
concerns over elevated channel inventories tied to the adverse weather conditions experienced in a large 
portion of the U.S. in early 2014. Callaway thus decided to take a conservative approach due to the potential for 
a heavy promotional environment given the excess inventory. These concerns were somewhat validated when 
competitor TaylorMade reported that its 1Q 2014 sales declined by nearly 38% when its parent reported results 
in May. In addition, Dick’s Sporting Goods (Dick’s), which accounts for 7% of Callaway’s total sales (includes the 
Golf Galaxy concept store), also reported disappointing 1Q 2014 results in May and attributed its weak outlook, 
in part, to its concerns about the golf industry. While these developments are discouraging, we do not believe 
they should overshadow Callaway’s operating momentum. It should be noted that TaylorMade’s recent 
challenges reflect a recent product flop, and we would also highlight that Dick’s golf assortment is heavily 
skewed toward TaylorMade merchandise.  

While Callaway’s turnaround may not occur in a linear fashion and adverse weather experienced YTD in 
the U.S. could present challenges, we believe that the Company is positioned for a significant improvement in 
profitability in the coming years. As profitability improves, Callaway should be able to utilize its significant net 
operating losses which will provide an outsized impact on free cash flow generation. Additionally, there are two 
hidden assets that should provide investors with a margin of safety as a turnaround gains further traction. This 
includes a ~15%-20% stake in TopGolf and owned real estate in Carlsbad, California. Based on our projections, 
we believe the Company’s investment in the fast growing TopGolf concept could be worth upwards of $2 per 
Callaway share. We estimate the Company’s owned real estate, conservatively valued, to be worth $62 million 
or 10% of the Company’s current market cap.  

Our estimate of the Company’s intrinsic value is $12 a share, representing 50% upside from current 
levels. In deriving our intrinsic value estimate for Callaway, we have applied a discounted 10x multiple (relative 
to recent precedent industry transactions) to our estimate for 2016 EBITDA. We would note that our 2016E 
EBITDA amount reflects conservative assumptions for sales (mid single-digit growth) and margins with our 
gross margin projection at the low end of management’s long-term target. It should also be noted that our 2016E 
projection of $90 million remains well below the ~$127 million the Company generated prior to the recent 
downturn. We believe further upside to our intrinsic value estimate could come from a number of sources 
including a greater than anticipated U.S. golf industry recovery, increased growth in international markets, 
monetization of its TopGolf investment, or an acquisition of the Company as its turnaround gains further traction. 
Management has a significant incentive in the form of equity compensation to see through a successful 
turnaround. Of particular note, at year-end 2013 CEO Brewer held ~1.3 million options at an average exercise 
price of ~$6.50 a share and 407k shares of restricted stock, of which ~300k shares were received when he 
joined the Company as part of a “make-whole” agreement for incentives he was forfeiting at his prior employer. 
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Recent Results Indicate Turnaround is Gaining Traction 

During 2013, Callaway’s constant currency sales increased by 14% on a pro forma basis (excludes 
divested businesses) with each of the Company’s major regions experiencing growth including Japan (+26%), 
the U.S. (+14%), rest of Asia (+10%) and Europe (+8%). Results were driven by the Company’s woods 
category, which posted a 28% increase on a GAAP basis, driven by a 78% sales increase of fairway woods, on 
a~900 bps increase in market share. The Company’s strong sales growth coupled with initiatives in recent years 
to improve profitability enabled Callaway to generate $5 million in operating income on a pro forma basis, 
representing a $74 million improvement versus the prior year. Notably, 2013 marked the first year the Company 
has posted positive operating income since 2008. After declining in 4 of the past 5 years, Callaway has begun to 
regain share in the U.S. (48% of 2013 sales) with the Company gaining 120 bps of hard-goods market share in 
2013. Callaway’s improved performance has continued into 2014 suggesting that the turnaround is not only 
gaining traction, but is gaining momentum with 1Q 2014 market share increasing by 510 basis on a YoY basis 
to 19.3%  

U.S. $ Market Share 

 
Source - Golf Datatech Combined Channels - Callaway Golf Hardgoods (Wood, Iron, Putter, Wedge and Ball Categories) Dollar 
Share (excludes Top-Flite and Ben Hogan) via Company presentation, May 2014 

 
It should be noted that the Company’s market share gains have not been confined to the U.S. market. 

The U.K. (the largest market in the Europe region; Europe accounted for 14% of 2013 sales) gained 160 bps of 
share to 14.6% and Japan (19% of total 2013 sales) increased its share by 300 bps to 13.9%. These markets 
also experienced a continued increase in market share during the 1Q 2014 with Japan registering 260bps of 
share gains on a YoY basis (to 14.8%) and the UK picking up 650 basis points of share (to 17.8%). Notably, 
Callaway is now the number one golf brand in Japan and the Company’s X Hot line of fairway woods are the 
number one selling model of fairway woods in that market.  

In addition to its improving financial performance and share gains, Callaway has made significant 
progress in revitalizing the iconic Callaway brand. Prior to CEO Brewer’s arrival, many of the Company’s key 
endorsers such as Arnold Palmer, Gary Player and Johnny Miller were no longer playing competitively. The 
Company’s recent tour spending has been focused on attracting “long-hitting, young dynamic professionals” in 
order to make the brand more relevant with consumers. Phil Mickelson remains a key endorser, but Callaway’s 
recent signees include a roster of tour professional that are among the leaders in driving distance (e.g. Gary 
Woodland and Nicolas Colsaerts) as well as up and coming stars including Patrick Reed, Harris English, 
Branden Grace and Matt Every. Additionally, the Company has embraced social media, where management 
believes a small number of influencers are driving the majority of the conversation surrounding the sport. The 
aforementioned initiatives appear to be paying off with Callaway experiencing a meaningful increase in its brand 
perception as evidenced by a recent Golf Datatech survey on golf club brand rating. 
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Golf Club Brand Rating 

Overall Quality, Value, Product Innovation & Brand Reputation 

 
Source - Golf Datatech via Company presentation, May 2014 

 

Refocusing on the Core – Woods, Irons, Putters and Balls 

I believe that we are in the process of reestablishing ourselves as the performance and 
technical industry leader in many categories.” 

 – Callaway CEO Chip Brewer during the Company’s 1Q 2014 Earnings Call 

A key component of Callaway’s turnaround under Brewer has been to return the Company to its roots 
with a focus on core golf products.  At Callaway’s May 2014 investor day, CEO Brewer detailed how the 
Company went astray subsequent to founder Ely Callaway’s death in 2001. The Company’s Top-Flite 
acquisition (2003) was costly and poorly executed, while initiatives to position the Company as a lifestyle brand 
proved unsuccessful. While R&D has always been a hallmark of the organization and the Company has 
continued to invest heavily over the years, the spending under prior management lacked focus and was in areas 
that created significant distractions. Dr. Alan Hocknell, who serves as head of Callaway’s R&D division, recently 
stated at the 2014 Investor Day that ELY’s foray into electronics created numerous headaches for the 
Company’s R&D effort as they were routinely putting out fires associated with the ELY’s GPS device (design 
flaws, etc.), a business that was acquired in 2009.  

Upon CEO Brewer’s arrival, the Company divested its underperforming Top-Flite business. In addition, 
Callaway has expanded its apparel license agreement with Perry Ellis over the past two years to include 
additional distribution channels and select international markets including Europe, the Middle East and Africa. 
Callaway also recently moved its GPS business to a third party model and is expected to stop supporting the 
product by the end of 2014. With the distractions eliminated, CEO Brewer, who is a self proclaimed “product 
geek,” has been able to leverage the Company’s research and development assets into once again churning out 
superior products that resonate well with consumers.1 Each of the Company’s major categories has picked up 
market share recently, though the fairway woods category has been particularly strong. In the following section 
we provide additional detail on the Company’s share gains by category and why there are continued 
opportunities going forward. 

Fairway Woods Drive Share Gains; Big Bertha and New Technology Should Sustain Momentum 

During 2013, sales of Callaway’s woods (30% of 2013 total sales) increased by 28%, led by 78% growth 
in the Company’s fairway wood product category. The charts below illustrate the Company’s woods sales trends 
over the past 5 years and recent market share gains. 
                                                      
1 “Brewer's blueprint: CEO takes Callaway back to roots,” Golfweek, August 2013 
   http://golfweek.com/news/2013/aug/26/brewers-blueprint-ceo-takes-callaway-back-roots/ 

Callaway 
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WOODS – On & Off Course Dollar Share Callaway Woods Sales ($MM) 
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Source - Golf Datatech March 2014 via Company presentation  

 
Callaway’s market share gains in the woods category reflects the strong reception of the Company’s 

X Hot line, which debuted in 2013 and to a lesser extent the second half 2013 launch of Optiforce. The 
Company’s fairway woods resurgence should come as no surprise to industry observers given the success CEO 
Brewer enjoyed in the hybrid category while at the helm of Adams Golf. Callaway’s fairway wood product lineup 
was a particular area of emphasis when Brewer joined the Company and the X Hot product line not only 
demonstrated his product expertise, but his ability to leverage the Company’s R&D capabilities. With the X Hot 
line of fairway woods priced at a premium to the Company’s previous fairway woods (the RAZR X line), 
Callaway’s improved results in the woods category has had a favorable impact on profitability.  

While we acknowledge that one year of strong market share gains does not make a trend, future 
prospects for Callaway’s woods category looks favorable. During 2014, Callaway is following its successful 
X Hot fairway woods with the X2 Hot family. The new X2 Hot line of fairway woods have thinner faces, which 
produces more ball speed and are 4 yards longer on average. In addition to the aforementioned new lines of 
fairway woods, in December 2013 Callaway re-introduced the Big Bertha brand name for its latest line of 
premium price drivers. Early results of the product have been very favorable (Callaway’s woods sales were up 
by 33% during 1Q 2014). The Big Bertha, which comes in two models (standard and Alpha) contains significant 
technological innovations and should also have a favorable impact on the Company’s profitability as 
management believes that the product should do better than its previous offering (RAZR Fit Xtreme) in the 
premium priced driver segment. Another important aspect of a successful Big Bertha launch is that it could allow 
the Company to leverage that iconic name in products outside of the driver market (e.g. fairway woods, hybrids, 
irons, etc.). 

Callaway’s New Irons Have Been Well Received 

Callaway has gained significant share in the irons category and we believe is poised to take over the top 
market share spot in the not too distant future. It should be noted that the Company was the market share 
leader in the irons category as recently as 2010. The Company’s irons sales in 2013, which accounted for 22% 
of total Company sales, were driven by the success of the X Hot line of irons as well as the second half launch 
of the Mack Daddy line of wedges and Apex irons. While irons sales were only up by 6% in 2013, the 
Company’s streamlined portfolio of irons (an intentional move by management to eliminate confusion) was more 
profitable than prior iron offerings.  

   Callaway 
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IRONS – On & Off Course Dollar Share 

 
Source - Golf Datatech March 2014 via Company presentation 

 
During the first quarter of 2014, The Company’s iron sales increased by 29% reflecting the success of 

the X2 Hot irons and the premium Apex irons. While the Company’s premium priced Apex irons ($1,100 retail) 
were initially intended for a niche segment of the market (low handicaps), the product is appealing to a much 
broader segment, which should have a favorable impact on the Company’s profitability. Beyond 2014, Callaway 
is encouraged by new technology that will be incorporated into its 2015 irons product offering.  

Odyssey Continues to Hold Top Putter Market Share – Upcoming Catalysts 

While the Company’s putter sales (under the Odyssey brand) declined by 4% during 2013, Odyssey’s 
market share increased by ~200 basis points, reflecting a decline in the overall category. We suspect the 
category decline reflects recent rule changes by golf’s governing body that will eliminate anchor based putters in 
the coming years. While the rule change has had a negative impact on the category recently, the change will 
likely pivot from a headwind to a tailwind going forward and Callaway has noted that consumers are beginning 
to turn to the counterbalance technology of its Tank line of putters as an alternative to anchored putters. The 
Odyssey brand has a strong putter portfolio set for 2014 (Versa and Tank lines) and management has stated 
that it will be introducing new putter technology during 2015, which should help Odyssey maintain its brand 
leadership. 

PUTTERS– On & Off Course Dollar Share 

 
Source - Golf Datatech March 2014 via Company presentation 

   Callaway 

   Odyssey 
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Callaway’s New Golf Balls Could Help it Challenge Industry Juggernaut Titleist 

On a pro forma basis, Callaway’s golf ball sales increased by 10% during 2013 (GAAP golf ball sales 
were down 5% during 2013) with the Company experiencing a significant improvement in ball segment 
profitability despite lower segment sales on a GAAP basis. It should also be noted that the increase in Callaway 
ball sales in 2013 (balls accounted for 16% of total sales) was achieved despite rounds played being down by 
4.9% during the full year and the absence of a new product launch (Callaway’s hex black tour was launched in 
2012). On a GAAP basis, Callaway’s golf ball segment reported a $1.6 million profit during 2013 compared with 
a $15 million loss in 2012. The improved ball performance reflects the absence of the low/unprofitable Top-Flite 
balls and recent actions taken to streamline the Company’s ball manufacturing footprint. During 2013, the 
Company entered into a sales/leaseback transaction for a reduced portion of its Chicopee, MA facility and 
ended its manufacturing agreement with Suntech, which manufactured the Company’s non-premium balls 
(Top-Flite, etc.). 

As illustrated in the graph below, Callaway’s golf ball share has increased recently with the Company 
commanding a ~10% share of the market. While this share is still dwarfed by the industry’s 800 pound gorilla 
Titleist (~50% share), there is reason to hope that Callaway can become a formidable number two competitor. 
During 2014, Callaway has a meaningful new product introduction within the premium segment. The Company’s 
Speed Regime (three models based on swing speed) balls are targeted to golfers based on swing speed and 
are also adjusted aerodynamically, which is facilitated by the Company’s patented hexagon dimple design. With 
the absence of a new product launch in the ball category by Titleist during 2014, we would not be surprised to 
see Callaway’s ball market share continue to increase. An improved ball business will likely have a favorable 
impact on the Company’s valuation given the consumable nature of the product and higher multiples ball 
companies tend to command (Acushnet was acquired at a significant premium on an EV/Sales basis in 2011). 

GOLF BALLS – On & Off Course Dollar Share 

 

Source - Golf Datatech March 2014 via Company presentation 

 

Supply Chain Efficiencies and New Sales Force Approach Also Contributing to Margin Expansion 

Callaway’s premium product portfolio coupled with supply chain efficiencies and a revamped sales 
approach are also helping to drive margin expansion. During 2013, Callaway generated a 750 bps improvement 
in gross margin (37.3% vs. 29.8%) and expects to generate a further 430 basis point improvement during 2014.  

 Callaway 
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Historical Gross Margins 

 
Source: Company presentation, May 6, 2014 

 
While significant progress has been made, the Company’s targeted gross margin expectation for 2014 

remains ~200 basis points below its long-term goal of gross margins between 43%-44% (vs. 2007 peak of 
43.9%). The following provides additional details on the Company’s supply chain benefits and new sales 
approach.  

Leveraging Callaway’s Improved Supply Chain 

Callaway has made significant progress in recent years in streamlining its global supply chain. The 
improved supply chain is not only resulting in improved margins, but is also enabling the Company to 
manufacture technologically advanced products, and handle so-called micro launches, which are mid-season 
product launches of premium products. Another benefit of the supply chain progress is vastly improved 
customer service levels that come from a streamlined logistics network. Callaway’s supply chain has been 
retooled under the auspices of Mark Leposky, an industry veteran who was brought in during 2012 by CEO 
Brewer. Mr. Leposky, who serves as Senior Vice President of Global Operations, has taken a number of 
measures to bolster the supply chain’s capabilities while simultaneously reducing its costs. One of the issues 
Mr. Leposky addressed upon joining the Company was that innovations were often stripped from products if it 
was determined that they would be too expensive to manufacture.2 In order to accommodate the production of 
technologically advanced products at cost effective levels, Callaway reduced the Company’s global operations 
spending (excluding material and transportation costs) by 32% over the past two years including an 11% 
reduction in 2012 and a 21% reduction in 2013. In order to achieve these savings, Mr. Leposky eliminated 
underperforming suppliers, developed alliances with key suppliers, and improved the efficiency of its club 
assembling operations, among other measures. In addition, the Company’s transportation network has been 
reconfigured with direct shipments to Mexico from Asia and from Mexico to all regions (prior to Leposky’s arrival 
it was not uncommon for goods to be shipped to the U.S. before heading to Mexico). The streamlined 
operations are also positioned well to launch products throughout the golf season as part of the Company’s 
initiatives to sell premium priced products all year round. In addition to cost savings and the ability to handle 
more sophisticated and more frequent product launches, service levels have also improved markedly. At 
present, 95% of customer repair orders are returned within 24 hours, compared with just 10% of orders 
previously.  

Revamped Sales Approach Provides Opportunities 

In addition to margin improvement from a new lower cost global supply chain, the Company’s revamped 
sales approach should not be overlooked. The new sales approach utilizes the successful playbook that CEO 
Brewer employed at Adams Golf. Callaway currently derives approximately 70% of its sales from retail 
distributors (golf specialty stores and sporting goods retailers) with the remainder from the “green-grass” 
channel or on site pro shops. Historically Callaway’s regional on the ground sales force was compensated (via 
commissions) based on product sell-in. Given the fact that Callaway had a corporate sales department that 
served its retail distributors, there was no incentive to service this channel locally. In other words, Callaway’s 
sales force was overly focused on the channel that represented just 30% of total sales. Under Brewer, changes 

                                                      
2 “Brewer's blueprint: CEO takes Callaway back to roots,” Golfweek, August 2013 
   http://golfweek.com/news/2013/aug/26/brewers-blueprint-ceo-takes-callaway-back-roots/ 
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have been made to sales force compensation so that they are now compensated, in part, based on sell through 
in their respective territories. The result is a strong incentive to service the Company’s retail partners. Another 
recent sales force initiative has been to bring associates from retail partners to the Callaway training facility so 
that Callaway can demonstrate its product line and technology, which should help increase the Company’s 
product sell through within the retail distribution channel. 

Growth Opportunities 

Despite difficult industry conditions within the U.S. (discussed in further detail in a later section below), 
the Company’s U.S. operations should provide the Company with good growth opportunities. The golf industry is 
generally very healthy outside the U.S., notwithstanding Europe where economic conditions continue to be 
weak.  

International Growth Opportunities 

With approximately 85% of the world’s golf courses in just 20 countries, only 8 countries with more than 
500 courses, and the average number of courses per country excluding the top 20 being only 15, the United 
States, Japan, and Europe have long dominated golf related sales.3 While these geographies have been 
slowing and even declining in recent years, globally golf continues to grow. Overall, between 100 and 150 new 
courses continue to open globally annually, representing about a 1% annual increase in supply excluding the 
United States. 

 
Golf Course Development Activity (Outside the U.S.)  

 
Source: NGF Dashboard, November 2013 

 
As the middle class continues to grow throughout Asia, India, and South America, it seems likely that 

the popularity of golf will grow as well. This seems particularly likely in China, where golf was officially banned 
by the government until 1984. It has since become an aspirational sport and the game of choice for the wealthy, 
leading to a tripling in the number of courses in less than a decade. The potential for serious growth in China is 
further confirmed by golf television viewing data in China. According to a 2012 HSBC report  “The Future of 
Golf,” 39.7 million Chinese watch golf on television in China, versus 24.8 million in the United States. This report 
further demonstrates that the game, within international markets, is overcoming the demographic challenges 
that it faces in the United States: namely it appeals to a younger, more female audience. 

                                                      
3 “Tracking Golf’s Global Expansion,” NGF Dashboard, November 2013 
  http://ngfdashboard.clubnewsmaker.org/Newsletter/adxergcdiu2?opc=false&s= 
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Golf Television Viewing Demographics by Country 

            % of Viewing Audience                                     Average age 

Source: Mindshare Global Sports Index via “Golf’s 2020 Vision-HSBC Report,” 2012 

 
Importantly for the future development of golf in emerging countries, there is ample evidence to suggest 

that golf is good for attracting tourism, encouraging the government to develop local opportunities. According to 
the International Association of Golf Tour Operators (IAGTO), golf tourists spend more than twice as much 
money per day as non-golf leisure tourists. The inclusion of golf in the 2016 Olympics in Brazil will likely provide 
a further boost for golf’s popularity in China as the Chinese have traditionally held the Olympics in high regard. 
The Olympic effect will likely benefit golf in South America as well. There are currently more than 500 courses in 
South America with more than half of them in Argentina, and approximately 100 in Brazil, and KPMG estimates 
that the number of golfers in South America is growing at a rate of ~10% per year.  

Additional Opportunities 

 Increased Licensing/Royalty Income – In 2010, Callaway entered into an apparel licensing 
agreement with Perry Ellis in the U.S. within select distribution channels. The Company entered into 
an expanded agreement with Perry Ellis in 2012 to include all distribution channels in the U.S. and 
in 2013 began to license select international markets including Europe, the Middle East and Africa. 
In addition to its apparel licensing initiatives, Callaway has also recently licensed its footwear 
business. In our view, the Company’s licensing strategy makes strategic sense and should help 
bolster an attractive and high-margin revenue stream from royalty income. The following indicates 
Callaway’s revenue derived from royalty income from its various license agreements over the past 
5 years.  

 
Callaway Royalty Income ($MM) 
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Going forward, royalty income should benefit from an expanded agreement with select international 
markets that were signed in October 2013. In addition, licensing revenues could be aided by the 
improvement in the Company’s brand image, which will likely have a favorable impact on apparel 
and footwear sales. During the fourth quarter of 2013, Perry Ellis also launched a new e-commerce 
site dedicated to selling Callaway apparel in the U.S. and Canada, which could also help improve 
the Company’s licensing revenue stream. While Callaway’s upside is not as great as it would be 
under an internal distribution model, the licensing approach should help to minimize earnings 
volatility associated with large inventory write-downs, which can often occur when the business 
faces headwinds.  

 Accessories – New management’s top priority has been to turnaround the core business and they 
have admittedly not focused much effort on the accessory business (gloves, bags, etc.) which 
accounted for ~21% of sales during 2013 (Callaway’s Accessory and Other Category includes 
revenues from licensing). With the core business headed in the right direction, management now 
has a dedicated team focused on driving growth within the accessory category. Prospects within 
Callaway’s accessory segment should also be aided by the Company’s improved brand strength.  

Cautious 2014 Outlook and Dick’s Results/Comments Pressure Shares – Overreaction in Our View 

“We believe that over the longer term, weather and market conditions will normalize and 
that our business plan, combined with the strength of our brand and the quality of our people, 
will lead to steadily improved financial performance and long term shareholder value.” 

 – Callaway CEO Chip Brewer During 1Q 2014 Earnings Conference Call 

As noted above, Callaway reported robust 1Q 2014 results with revenues increasing by 22% to 
$352 million (vs. analyst consensus estimates of $314 million) and earnings of $0.61 a share (vs. $0.47 a share 
in the prior year and consensus of $0.45 a share). Despite the strong results, Callaway was reluctant to increase 
its full year outlook (Callaway maintained its full year financial guidance including its revenue outlook of between 
$880 million and $900 million, representing a 6% increase over 2013 sales), citing poor weather that delayed 
the start of the 2014 golf season and thus elevated channel inventory levels. While Callaway noted that its 
inventory position was in good shape, it expressed caution that elevated channel inventory could portend a 
promotional environment. Management’s caution was somewhat validated when adidas reported first quarter 
results in May 2014 that revealed that sales at TaylorMade-adidas Golf declined by nearly 38%. In addition to 
poor results at TaylorMade, retailer Dick’s (7% of ELY’s sales including the Golf Galaxy concept) reported 
disappointing earnings for the quarter ending May 3, 2014 and lowered its full year outlook. Dick’s blamed its 
reduced guidance on challenging golf and hunting conditions. Dick’s CEO also expressed concern about the 
longer-term prospects of the golf industry in the U.S. While the TaylorMade results are discouraging, we would 
note that its first quarter did not contain any new product introductions (TaylorMade’s Jetspeed, which launched 
in 4Q 2013, was uninspiring). While results at Dick’s and comments by its CEO about the golf industry would 
appear to suggest investor caution, we believe the adverse trends at Dick’s are an execution issue rather than 
indication of a secular decline in the industry and would note the following: 

 Dick’s is over-represented in areas of the country that experienced poor weather during 1Q 2014. 
For example, DKS has 36 stores in Pennsylvania (where weather was an issue) vs. only 26 in 
California, where weather was favorable. In terms of Golf Galaxy, there are 14 Golf Galaxy stores in 
Pennsylvania (5) and Ohio (9) vs. just 8 in California (2) and Arizona (6). 

 Dick’s has dedicated an increasing amount of space to TaylorMade in recent years and as a result 
the recent flop by that manufacturer with the Jetspeed product had an adverse impact on Dick’s 
sales. It should be noted that TaylorMade’s sales were down 38% in 1Q 2014, while Callaway’s 
sales were up 22%. 
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In our view, the ~20% decline in Callaway’s shares subsequent to the report of 1Q 2014 earnings 
represents an overreaction. While there is a good chance that Dick’s may pare its golf selling space in the 
coming years, we believe that this reduction will likely be more than offset by increases within the specialty 
retailer channel including GolfSmith and PGA Tour Superstore. In fact, PGA Tour Superstore (controlling owner 
is Arthur Blank, one of Home Depot’s co-founders) is a fast growing specialty golf retailer that announced earlier 
this year that it is planning on adding one million square feet of new golf retail space over the next five years.4 
Not only does the increased distribution from specialty bode well for manufacturers such as Callaway, but 
should also help keep customer concentration in check. In our view, the specialty retailers are likely better suited 
to sell premium priced products given their expanded capabilities (swing analysis) relative to most Dick’s 
locations. This could become increasingly important for bigger ticket items given the amount of technology that 
is embedded in today’s clubs.  

 U.S. Golf Industry Conditions: Signs of Stabilization 

In 2013, approximately 50% of Company sales occurred in the U.S., making U.S. Golf trends a key 
determinant of Company success. In the US, golf continues to face macro and micro level challenges to its 
popularity, which remains below its mid-2000s peak. Estimates suggest nearly 6 million US golfers have left the 
game since 2005, a reduction of ~20%, as consumer spending on leisure activities remains constrained, and as 
harried consumers struggle to find time to commit to a several hour round of golf. More alarming is that of those 
who have left the game, ~5 million of them had been defined as “core golfers” or those that play 8 or more 
rounds per year.  

Number of U.S. Golfers (MM) 

1985 1990 1995 2000 2005 2010 2013 

19.5 27.4 24.7 28.8 30.0 26.1 24.1 

Source: National Golf Foundation & Pellucid Corp 

 
This exodus is reflected in trends in golf course opening/closing data. According to the National Golf 

Foundation, in the 20 year period from 1986-2005 the U.S. saw more than 4,500 courses open (average of 
225/year), many of them tied to real estate developments. With the benefit of hindsight it now seems clear that 
economic prosperity from the ending of the Cold War, the rise of the Internet, and housing related faux wealth 
led to an over build-out of golf course capacity through this period. The number of golf courses is clearly 
normalizing however as 2013 marked the 8th consecutive year in which more U.S. courses closed than opened. 
While course closures are likely to remain elevated for a few more years (130-160 per year according to the 
National Golf Foundation), the number of annual closures is expected to eventually fall to 110-140, which would 
result in a 5%-10% reduction in total public courses by 2020.5 6 This follows 2013 which saw 143.5 net closures 
and 2012 which saw 141.5 net closures and 2011 which saw 138.5. Recent and current challenges can perhaps 
best be encapsulated by the November, 2013 Chapter 11 bankruptcy of Edwin Watts Golf Shops, the 90-store 
chain owned by private equity shop Sun Capital Partners that had been in existence since 1968. (In January 
2014 WorldWide Golf acquired the chain out of bankruptcy.) 

                                                      
4 “Superstore announces new stores,” PGA TOUR, April 2014   
   http://www.pgatour.com/news/2014/04/08/pga-tour-superstore.html 
5 “Public golf courses: Survival of the fittest,” Golfweek, May 2010 
   http://golfweek.com/news/2010/may/10/public-golf-courses-survival-fittest/ 
6 “More courses will close than open over the next few years,” PGA, 2013 
   http://www.pga.com/golf-courses/golf-buzz/more-courses-will-close-open-over-next-few-years 
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Rounds Volume - % Change Year-Over-Year 
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Source: Coalition National Rounds Played Report, PGA Performance Trek, NGF 

 
On the macro level, the rebounding economy is correlated with rounds played, which saw a 5.7% up-tick 

in 2012 as employment conditions nationwide improved. One year does not make a trend however, and rounds 
played moved down 4.9% in 2013. While 2013 looks like a regression (see graph above), it should be noted that 
weather was a big factor. In fact, according to the National Golf Foundation, there were more rounds played per 
open day in 2013 than there were in 2012 or 2011. 

On the micro level, there is evidence to suggest that industry spending has bottomed, as 2012 total 
industry spending rebounded over 2011 levels before retreating in 2013 for a net increase of 4.4% over 2011. 
We believe the adverse weather in 2013 contributed to the slight decline in industry sales. Going forward the 
Company expects low to mid single-digit industry growth in the coming years. 

 
U.S. Golf Industry Sales – Long-Term Growth as Industry Recovers 

($ Billions) 

 
Source: Golf Datatech Combined Channels - Callaway Golf Hardgoods (Wood, Iron, Putter, Wedge and Ball 
Categories) Dollar Share (excludes Top-Flite and Ben Hogan) via Company presentation, May 2014. 

 
Recent challenges have not gone unnoticed, and leading golf authorities are actively pursuing avenues 

to increase the popularity of the sport: at times even if that means moving away from long held traditions. For 
example, the PGA has created a working task force with the stated goal of developing a new generation of 
golfers. Lack of time and expense are among the top reasons cited by lapsed golfers for their decision to move 
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away from the game. This task force has thus embraced the idea of reducing the time and expense associated 
with a round of golf by up to one third, encouraging golfers to play 9, or even only 6 holes at a time. Some 
courses have even taken to installing larger holes, and TaylorMade has agreed to fund a series of tournaments 
based on a 15-inch cup in an effort to speed play and reduce the frustration so often associated with golf. 
Further, an industry group known as “Hack Golf” (www.hackgolf.org), which is lead by Mark King, CEO of 
TaylorMade, Ted Bishop, President of the PGA of America, and Joe Beditz, CEO of the National Golf 
Foundation, have called on golfers everywhere to “hack” the sport by submitting ideas on how to revitalize the 
game. TaylorMade has committed up $5 million over 5 years to support this effort. The net result of the above 
mentioned macro and micro developments is at the very least a slowing in recent rates of decline, and there are 
reasons to expect a trend reversal is underway. 

Hidden Assets: TopGolf, California Real Estate and NOLs 

TopGolf 

“TopGolf is a phenomenal consumer experience, and it’s developed into a very high-
potential business, in our opinion. It’s high growth, it’s building momentum, and we think long-
term it’s high potential return. It also has brand synergy with us and category synergy. … I can 
tell you as this business strengthens, we think it’s a great asset and we think that there will be a 
positive return to shareholders as a result.” 

 – CEO Chip Brewer, 3Q 2013 Earnings Call  

We view TopGolf (“Target Oriented Practice” Golf), as an excellent example of the golf industry adapting 
to the previously mentioned micro level challenges that the sport faces. TopGolf was started by brothers Steve 
and Dave Jolliffe in 2000 in Watford, England. The brothers started with the simple idea that going to a driving 
range could be more fun, and successfully developed and patented technology that embedded a microchip in a 
tour quality golf ball. By 2007 they had developed 3 locations in England, and 3 more in the United States. 
There are currently 14 (11 in the United States with 7 more “coming soon,” and 3 in England) TopGolf facilities 
where golfers hit golf balls containing microchips toward targets in a driving-range like facility under six different 
game versions. Players receive instant feedback on their shots, and receive points based on distance and 
accuracy. The atmosphere is reminiscent of what one might expect to find at a “rock and bowl” night, with loud 
music, flashing lights, and an active bar scene, all of which contribute to introducing golf to a new generation of 
potential players. In fact, 60% of TopGolf customers consider themselves new to the game. Anecdotal evidence 
indicates that it is not uncommon for patrons to spend several hours at the bar before even swinging a club, as 
there is often a 2+ hour wait for a golf bay. 

Callaway’s disclosure surrounding TopGolf is limited. What is known is that Callaway first invested 
$10 million in TopGolf in 2006. The Company has participated in additional financing rounds since that time for a 
stake that today is only disclosed as “less than 20%.” Total investment at cost is now $37.8 million. There are 3 
other major investors, including Tom Dundon, CEO of Santander Consumer USA Holdings, and West River 
Capital, a Seattle based investment partnership, but little else is publicly available. Despite recent financial 
difficulties, the Company has never refused an opportunity to maintain their stake in TopGolf when capital calls 
were made, and the Company indicated that if other investors passed on future capital calls, Callaway would 
likely opportunistically step in. As part of their relationship with TopGolf, the Company receives preferred 
advertising rights, preferred retail positioning in the pro shop, and is the preferred supplier of the equipment 
used at the facilities. More interesting to us however, is the fact that while the concept is clearly golf-centric, 
60% of revenue is attached to high-margin food and beverage sales. The Company plans to expand to 50 U.S. 
locations by 2017, which they estimate will drive yearly attendance to 18 million customers. This is an 
impressive number, especially when viewed in context; according to a 2013 National Golf Foundation study, 
there were about 14 million people who played more than 8 rounds of golf in 2013.7 At Asset Analysis Focus we 
have often been puzzled by the outsized valuations that Mr. Market places on fast growing, sexy businesses 
that receive significant media attention, and we do not believe that accurately valuing businesses such as 
TopGolf is our strong suit. However, we do believe that a business such as this, when contained within a more 
traditional “value” company like ELY, can significantly contribute to a margin of safety.  

                                                      
7 “Not Your Grandfather's Driving Range,” Golf Digest, May 2014 
   http://www.golfdigest.com/magazine/2014-05/topgolf-luke-kerr-dineen 
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Accordingly, we attempt to place a range of possible values on TopGolf by examining a high and low 
scenario of what the business may look like in 2017, based on two different views of TopGolf expectations. In 
our first set of estimates, we focus on the number of facilities projected to be open in 2017, and assume average 
annual revenue per facility of $8 million and a range of EBIT margins allowing for benefits of scale. We note that 
TopGolf believes they can reach 50 facilities, and we consider our revenue per facility number to be sensible 
based on reports of the top performing Austin facility generating more than $1M in revenue per month, and we 
consider the EBIT margin estimate to be sensible based on a 2009 Crain’s Chicago Business report that 
suggested a new TopGolf facility produces 30% operating margins in year 3.8 In our second scenario, we focus 
on estimated total customers and average ticket. News reports have suggested that TopGolf believes they can 
attract 18 million customers in 2017, and we estimate that the average check will be $35. The $35 check 
estimate is similarly based on the 2009 Crain’s Chicago Business report that suggested the average check 
was $32. 

2017 TopGolf Valuation Estimates 

Revenue per Facility Approach Customer Projection Approach 
Low Mid High Low Mid  High 

Facilities 40 45 50 Customers (MM) 12 15 18 
Revenue/facility (MM) $8  $8  $8  Average Ticket $35 $35 $35  
Total Revenue (MM) $320  $360 $400 Total Revenue (MM) $420 525 $630 
EBIT margin 28% 29% 30% EBIT margin 28% 29% 30% 
EBIT (MM) $90  $104 $120 EBIT (MM) $118 $152 $189 

 

We then average our Low, Mid, and High assumptions generated by these two methodologies, and 
apply conservative multiples, before once again averaging the results. It is worth noting that as TopGolf expands 
working capital needs may increase as well, and this could result in additional borrowings under its credit facility, 
which we currently do not adjust for (TopGolf is believed to have a credit facility with Bank of America).9 At 
present it is our belief that the use of debt is limited, as TopGolf has raised equity from its existing investor base, 
and because they have entered into sale-leaseback transactions with Entertainment Properties Trust (EPR) for 
a few of its properties. EPR has indicated that they believe future TopGolf transactions are likely and has 
entered into development agreements for a number of future locations. At this point we believe that the use of 
debt financing in the future will remain limited. 

TopGolf - Estimated Valuation ($MM) 

Low  Mid  High 
Average Revenue $370  $443  $515  
Average EBIT $104  $128  $155  
TopGolf @1.2x sales $444  $531  $618  
TopGolf @ 9.8 EV/EBIT $1,015  $1,258  $1,514  
Average of  P/S and EV EBIT Valuations $730  $894  $1,066  

TopGolf Stake Per Callaway Share $1.65  $2.02  $2.41  
Note: Assumes ELY Owns a 17.5% stake in TopGolf and Callaway has 77.4 million diluted shares 
outstanding. 

 

In considering the appropriate multiples to apply to the above listed revenue and EBIT projections, we 
examined recent entertainment/restaurant hybrid proposed transactions and actual transactions associated with 

                                                      
8 Crain’s Chicago Business 
http://www.chicagobusiness.com/section/multimedia?project=Entrepreneurs%20in%20Action&title=TopGolf%3A%20Hacker
s%20welcome 
9 El Segundo City Council Meeting; November 5, 2013 
http://www.elsegundo.org/civicax/filebank/blobdload.aspx?BlobID=11245 
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Dave & Buster’s and Chuck E. Cheese. We note however that these are poor comps for several reasons. 
Notably, building out a new TopGolf facility involves a higher level of permitting and a greater amount of space, 
and thus costs significantly more. Estimates range from $5-$15 million per facility for TopGolf, versus a much 
lower number for Dave & Buster’s and Chuck E. Cheese. This higher spend will result in higher D&A which will 
significantly overstate maintenance capex once a facility is complete. More importantly, in their last years as 
public companies Dave & Buster’s and Chuck E. Cheese posted EBIT margins of 7.2% and 10.2% respectively, 
numbers far below what TopGolf appears to be capable of. We view the numbers that Dave & Buster’s is 
currently reportedly seeking in an auction process to be at the high end of realistic, and thus apply Chuck E. 
Cheese multiples to TopGolf in the interest of conservatism. 

Comparable Transaction Multiples 

 P/S EV/EBIT EBIT Margin 
Dave & Busters 1.1x 22.9x 7.2% 
Chuck E. Cheese 1.2x   9.8x 10.2% 
Average 1.1x 16.4x 8.7% 

 

We note that Price/Sales multiples are essentially a reflection on margin, and thus applying a 
Price/Sales multiple from a company with a 10.2% EBIT margin to a company with a ~30% EBIT margin makes 
little sense. However, we believe this may be a good conservative approach as the business model is unproven.  
Additionally, applying an EBIT multiple to a company where maintenance capex should be far less than 
historical D&A can understate the true cash generative ability of the business. Furthermore, we note that it is 
unclear exactly what percent of TopGolf is owned by the Company other than it is less than 20%, and closer to 
20% than 10% according to a Company representative. We thus use 17.5% ownership as our working 
assumption. 

In summary, while it is difficult to put a hard valuation on TopGolf, we view it as a very interesting 
business with the potential to have meaningful per/share valuation implications for Callaway.  In our view, at 
current prices the market is assigning very little value to TopGolf, which contributes meaningfully to the overall 
margin of safety. 

Other Hidden Assets 

In addition to the Company’s investment in TopGolf, Callaway has two other hidden assets of note: its 
owned real estate in Carlsbad, California and meaningful net operating losses. The following provides further 
detail on these assets: 

 Real Estate –The Company has sought to aggressively monetize owned real estate in recent years, 
having completed sale-leaseback transactions on 3 buildings in Carlsbad, California in 2011 for 
~$18 million and a golf ball manufacturing plant in Chicopee, Massachusetts in 2013 for 
~$3.5 million. A building in Gloversville, New York was also sold outright in 2011 for ~$1 million. At 
present the Company owns 2 buildings and the related property in Carlsbad, CA. This includes 
corporate headquarters as well as a performance facility which includes a full driving range, two 
story driving range structure, as well as meeting spaces. Combined square footage of these 
properties is approximately 269,000 square feet. For tax purposes, these properties have an 
assessed value of $47.7 million.  

Callaway: Summary of Owned Properties 

Address Square Feet 
Lot Size 
(Acres) 

2014 Assessed 
Value ($MM) 

2180 Rutherford Road, Carlsbad, CA 99,999 10.96  $ 43.1 
5860 Dryden Place, Carlsbad, CA 169,001   4.31  $   4.7 
Total 269,000 15.27  $ 47.8 

Source: Company 10K, Office of San Diego County Clerk 
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However, estimated price per square foot data gathered from recent comparable transactions 
suggest that the Company owned buildings may be worth considerably more in a sale. While we 
suspect this sale is an outlier, a medical office building and the associated 7.69 acres 1.13 miles 
from Callaway’s headquarters recently sold for $579 per square foot.  

Callaway: Estimated Property Value 

 Low  Average High 
$ per Square Foot (rentable area) $182  $228  $252  
Implied Value of Callaway Real Estate ($MM) $49.0  $61.3  $67.8  

Source: Reis Sales Comps, Office, Metro: San Diego, based on 2180 Rutherford Rd property 

 
 Net Operating Losses (NOLs) – Callaway has $429 million of net operating losses that can be 

applied to future U.S. income. With Callaway turning the corner on profitability recently, these NOLs 
are a valuable asset and will minimize the impact of cash taxes for many years. According to 
projections by Callaway, the NOLs will reduce future U.S. cash taxes by $95 million or ~$1 a share.  

Operating Improvement Helps Capital Structure and Financial Flexibility 

In addition to its operational improvements, Callaway has made significant progress with its capital 
structure, which should help reduce expenses and bolster the Company’s financial flexibility. During 2013, 
Callaway redeemed the remainder of its high cost (7.5%) convertible preferred stock. In our view the convertible 
preferred security has served as a valuation overhang on the shares in recent years. While the Company still 
has $113 million (face value) of convertible senior notes, it carries a much lower coupon (3.5%) than the 
convertible preferred stock that was recently redeemed. In addition, as the Company’s profitability continues to 
improve, ELY is likely to generate an outsized amount of free cash flow thanks to $429 million in net operating 
losses. With future U.S. tax payments likely to be minimal, ELY should be well positioned to further improve its 
capital structure and have the ability to begin returning value to shareholders via higher dividends or share 
buybacks.  

The Company’s improved operating results are also providing Callaway with lower rates associated with 
its asset-based credit facility (ABL Facility). At the end of the first quarter of 2014, Callaway generated 
$32.7 million in trailing twelve month adjusted EBITDA, a level that enabled Callaway to realize a permanent 25 
basis points reduction on its ABL Facility. Callaway will receive another 25 basis point reduction as soon as it 
achieves $50 million in adjusted EBITDA, which could occur by year end 2014. While the credit facility savings 
are not very significant, the EBITDA milestone achieved help to reinforce the progress the Company has made 
to improve profitability. 

Capable Management Team Has Strong Incentive to See Through Successful Turnaround 

During Callaway’s May 2014 investor presentation, CEO Brewer stated that one of the things that he is 
most confident in is the management team that is in place. The current management team at Callaway consists 
of a mixture of executives who were with Callaway prior to Brewer’s arrival, members of the existing 
organization that have been promoted and executives brought in from the outside. In our view, management has 
a strong incentive in terms of equity awards to see through a successful turnaround. At year end 2013, there 
were 4.5 million options outstanding (6% of diluted shares) at an average exercise price of $9.42 a share 
(current price: $8.02). In addition to these options, there were 3.8 million shares of unvested restricted stock with 
a weighted average exercise/grant date price of $6.45 a share. Of particular note, CEO Brewer held ~1.3 million 
options at an average exercise price of ~$6.50 a share and 407k shares of restricted stock, of which ~300k were 
received when he joined the Company as part of a “make-whole” agreement for incentives he was forfeiting at 
his prior employer.  

Valuation and Conclusion 

At current levels, we don’t believe Callaway’s valuation reflects the progress achieved to date by new 
management in revitalizing the iconic brand. Shares have declined by over 20% from recent highs reflecting 
management’s cautious 2014 outlook despite posting robust 1Q results. In addition, shares have declined in 



Callaway Golf Company 
 

- 18 - 

sympathy with Dick’s (7% of Callaway’s 2013 sales) poor results and outlook, attributed, in part, to the golf 
industry. While the developments at Dick’s are discouraging, we believe that the issues facing Dick’s are either 
attributed to execution (over-reliance on TaylorMade whose recent product introduction flopped), or weather 
(DKS is over represented in areas of the Country that experienced poor weather in 2014).  

In determining our valuation for Callaway, we have applied a 10x multiple to our 2016E EBITDA 
projection. We are utilizing a higher multiple for our valuation versus our May 2012 report reflecting the 
Company’s turnaround progress. We believe that this multiple is conservative and is a discount to recent 
precedent industry transactions.  

 
Golf Industry - Recent Precedent Transactions ($MM) 

Date Target Acquirer Enterprise Value EV/TTM Sales EV/TTM EBITDA
2012* Adams Golf TaylorMade $79 0.8x 11.1x 
2011 Acushnet Fila and Others $1,230 1.0x 10.4x 
2011** Yes! Adams Golf $1.65 0.7x –   
2010 Cobra Puma $89 0.7x      –   
      Average: 0.8x 10.7x 
*Based on TaylorMade’s proposed acquisition of Adams Golf 
**Yes was purchased out of bankruptcy on 1/18/2011 

 
 

In deriving our 2016E EBITDA estimate, we have utilized the following projections: 

 Revenues – mid to high single-digit % growth over the 2014-2016 time frame 

 Gross margins – Our projected 2016 gross margin is 43%, which is up from the 41.7% rate 
management expects to achieve in 2014, and at the low end of the Company’s long-term target 
of between 43% and 44%. It should be noted that 2007 gross margins were 43.9%. 

 Operating Expenses – We forecast operating expenses to be 37% of our projected revenue 
amount in 2016, representing the conservative side of management 36%-37% long-term target. 
Our confidence in our operating expense projection reflects the progress the Company has 
made in streamlining its organization in recent years, including a 12% headcount reduction 
implemented in June 2012. Approximately 90% of the Company’s operating expenses are fixed, 
which should provide good operating leverage as sales continue to improve. 

 
Reduced Operating Cost Structure   ($MM) 

 
Source: Company presentation, February 2014 
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 Operating Loss Carryforwards – Callaway currently has a substantial amount of operating 
loss carryforwards that should minimize its cash taxes for a number of years. At year-end 2013, 
Callaway had $429 million of operating loss carryforwards including $253 million of U.S. loss 
carryforwards (2031-2033 expiration) and $176 million of state loss carryforwards (2014-2033 
expiration). Accordingly, as Callaway’s U.S. business continues to improve (48% of 2013 sales), 
the Company’s free cash flow will be favorably impacted. While the Company will be paying 
minimal U.S. taxes going forward, it will still be a foreign tax payer with 52% of sales generated 
outside of the U.S. and just $1.2 million in foreign loss carryforwards. Nevertheless, we have 
assumed a tax rate of 25%, a level that may prove conservative in light of meaningfully lower 
tax rates outside of the United States. In addition, this approach likely understates the true value 
of the NOLs, which will reduce the Company’s cash taxes by ~$95 million and likely continue to 
be utilized well beyond the 2014-2016 time frame.  

 Convertible Bonds – We have reflected the Company’s convertible debt ($112.5 million; 
3.75% coupon) as debt in our valuation. The convertible debt consists of 15 million underlying 
shares @ $7.50 per share. The debt was issued in August 2012 and matures in August 2017. 
The right to convert can be cancelled when the volume weighted average price is over $9.75 a 
share for 20 of 30 business days. The debt is freely callable after August 15, 2015 and 
management notes the bonds are “covenant light.”  

Based on our projections, our estimate of Callaway’s intrinsic value is $12 a share, representing 50% 
upside from current levels. 

Callaway - Estimate of Intrinsic Value 

  Value ($MM) 
ELY @ 10x 2016E EBITDA $899  
2016E (Net Debt) Cash Position $62  
Equity Value $961  
    
2016E Shares Outstanding 79.7 
    
Estimate of Intrinsic Value (Per Share) $12.06 

 

In our view, further upside to our price objective is possible as we have not ascribed any value to the 
Company’s investment in TopGolf. We believe this investment could be worth upwards of $2 per Callaway 
share. We would also highlight that the Company’s owned real estate in California represents about 10% of the 
Company’s current market cap. While the Company is unlikely to monetize this property any time soon, we 
believe the asset is understated on the Company’s balance sheet and could provide investors with an additional 
source of future value if not a current margin of safety (it’s not factored into our valuation) as the Company’s 
turnaround continues to unfold.  

Risks 

Risks that Callaway may not achieve our estimate of the Company’s intrinsic value include, but are not 
limited to, adverse weather conditions that could create elevated channel inventories and lead to a heavy 
promotional environment, continued pressure on rounds played in the Company’s U.S. market (48% of total 
sales), increased competitive pressures from existing manufacturers or new entrants, and inability to produce 
products that resonate with consumers. 

Analyst Certification 

Asset Analysis Focus certifies that the views expressed in this report accurately reflect the personal 
views of our analysts about the subject securities and issuers mentioned. We also certify that no part of our 
analysts’ compensation was, is, or will be, directly or indirectly, related to the specific views expressed in this 
report. 
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CALLAWAY GOLF COMPANY 
CONSOLIDATED CONDENSED BALANCE SHEETS 

(Unaudited, In thousands) 
 

ASSETS March 31, 2014 Dec. 31, 2013 
Current assets:     

Cash and cash equivalents $   23,557 $   36,793 
Accounts receivable, net 289,222 92,203 
Inventories 246,197 263,492 
Deferred taxes, net 6,459 6,419 
Other current assets   23,212    22,696 

Total current assets 588,647 421,603 

Property, plant and equipment, net 68,735 71,341 
Intangible assets, net 88,883 88,901 
Goodwill 29,147 29,212 
Deferred taxes, net 2,291 2,299 
Other assets 49,826 50,507 

TOTAL ASSETS $ 827,529 $ 663,863 

LIABILITIES AND SHAREHOLDERS’ EQUITY     
Current liabilities:     

Accounts payable and accrued expenses $ 153,600 $ 157,120 
Accrued employee compensation and benefits 29,633 31,585 
Asset-based credit facility 140,587 25,660 
Accrued warranty expense 7,945 6,406 
Income tax liability     3,639     5,425 

Total current liabilities 335,404 226,196 

Long-term liabilities:     
Income tax payable 3,985 4,387 
Deferred taxes, net 35,275 35,271 
Convertible notes, net  108,017 107,835 
Long-term incentive compensation and other 2,759 5,555 

Shareholders’ equity:     
Preferred stock, $0.01 par value — — 
Common stock, $0.01 par value 783 783 

Additional paid-in capital 206,393 205,712 
Retained earnings 131,576 77,038 
Accumulated other comprehensive income 12,350 12,177 

Less: Common stock held in treasury, at cost    (9,013) (11,091) 
TOTAL SHAREHOLDERS’ EQUITY 342,089 284,619 

TOTAL LIABILITIES AND SHAREHOLDERS’ EQUITY $ 827,529 $ 663,863 
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Disclaimers 

  
 
Asset Analysis Focus is not an investment advisory bulletin, recommending the purchase or sale of any 
security. Rather it should be used as a guide in aiding the investment community to better understand the 
intrinsic worth of a corporation. The service is not intended to replace fundamental research, but should be 
used in conjunction with it. Additional information is available on request.  
The statistical and other information contained in this document has been obtained from official reports, current 
manuals and other sources which we believe reliable. While we cannot guarantee its entire accuracy or 
completeness, we believe it may be accepted as substantially correct. Boyar's Intrinsic Value Research LLC, 
its officers, directors and employees may at times have a position in any security mentioned herein. Boyar's 
Intrinsic Value Research LLC Copyright 2014. 


