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1. Introduction 

MTY Food Group Inc. (or “MTY”) is one of North America’s leading franchisors in the food and restaurant 
industry. The company’s primary business consists of franchising numerous brands in the quick-service restaurant 
(QSR) industry. MTY’s concepts can be found in food courts and malls, street front locations, and other non-traditional 
formats such as in gas stations, convenience stores, cinemas, and others.  

 The company reports sales through the following segments: 

I) Royalties 
II) Franchise and transfer fees 
III) Rent 
IV) Sale of goods (including construction revenue) 
V) Other franchising revenue 
VI) Other 

Royalties and sale of goods are the two largest segments, accounting for 75% of total revenue combined.  

 To forecast sales, the standard retail model of sales per store was used, with a growth rate being applied to 
sales per franchise and corporate restaurant. Additionally, the number of net new franchise and corporate locations 
was explicitly forecasted. MTY’s revenue was then derived from the royalties that they collect from their franchisees. 
The smaller segments of the business (i.e. rent) have been forecasted using a growth rate, and make up 25% of the 
total revenue. 

1.1 Investment Thesis 

 MTY Food Group’s stock is currently undervalued because the market is not potentially appreciating the 
following: 

I) MTY acquires companies at a very attractive ROI (mid-high teens %), and these acquisitions generate a higher 
return on capital than MTY would earn by focusing on improving SSSG or on aggressively opening new franchise 
locations. Sell-side analysts are heavily focused on same-store-sales growth, which understates how much shareholder 
value can be created through MTY focusing on M&A and not SSSG. 

II) The North American QSR/fast food industry is very fragmented, and thus there are many more businesses that 
MTY will be able to acquire in the future, likely at equally attractive rates of return as past acquisitions. Analysts 
generally do not model M&A in their forecasts, which is why this point may be underappreciated in the market as a 
form of future value creation.  

III) The market seems concerned with the high number of store closures in recent years as well as weak reported 
SSSG, as evidenced through sell-side research and publicly accessible investment blogs. With careful analysis of these 
metrics, it turns out that the underlying business is likely stronger than these figures suggest, and an appreciation of 
this point could give an investor an edge in the market. 

Base Case Forecasts 

 Over the next 7 years, sales grow at an average of 2.6%. This is being driven by the number of locations that 
MTY’s franchisees will open over the period, the growth rate in sales per restaurant, and the royalty rate that MTY 
collects. 

 With respect to margins, MTY’s EBITDA margin is forecasted to increase from 35% to 43% over the forecast 
period. MTY has had EBITDA margins above 40% in the past, but this number is likely compressed due to the large 
acquisitions they have done in the last few years. The financial model does not implicitly assume further M&A, and 
thus normalized margins can be assumed once MTY fully integrates all of the recent deals. 
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1.2 Road Map 

 This report provides explanations of the investment thesis arguments, key financial model projections, 
followed by sensitivity analyses of economic scenarios. Section 2 explains the investment thesis arguments, with 
qualitative and quantitative analysis to support each assertion. Section 3 outlines the assumptions used in the base case 
model forecasts. This includes the sales forecast, margin assumptions, and capital requirements of this business. 
Section 4 displays valuation of MTY Food Group using the discounted cash flow (DCF) method. This section will 
then look at MTY’s valuation in three additional scenarios: bull case, bear case, and a case where the future per share 
NPV of expected M&A is included. In section 5, MTY is compared to its competitors on key metrics. Lastly, Section 
6 summarizes and concludes this report’s key points. Section 7 includes appendices that support various claims made 
in the body of the report. 

2. Thesis Arguments 

This section explains the three main thesis arguments that are each a potential source of mispricing in the 
market. Each section will begin with the main argument, followed by numerical and qualitative evidence to support 
the statement. Finally, this section will be concluded with an explanation of how M&A has been incorporated into 
the financial model forecasts, and how it affects MTY’s valuation. 

2.1 Investment Thesis I: Attractive Returns from Acquisitions 

 MTY’s ability to acquire companies at a positive NPV has created a large amount of value for shareholders 
and is currently a source of potential mispricing in the market. MTY has averaged three acquisitions per year of 
varying sizes, and these transactions are the primary additives to the number of locations; they have acquired an 
average of ~140 locations per year. However, much of the sell-side coverage is focused on the SSSG metric, which is 
where the potential mispricing arises. MTY’s CFO, Eric Lefebvre, explained that acquisitions have been the 
company’s primary focus for growth for the last decade or so. He noted that the management team is careful with 
allocating capital to improving SSSG, as there is often a point of diminishing returns where the costs outweigh the 
benefits.1 Due to SSSG being a secondary focus for MTY, it is important that the return on capital of the deals are 
attractive and do not destroy shareholder value. The numerical analysis below suggests that the return profile of the 
average deal is strong, likely averaging a high-teens IRR, and is positive NPV. 

 To illustrate the attractive return profiles (NPV and IRR) of MTY’s transactions, the Manchu Wok and 
Country Style deals are analyzed in detail. Manchu Wok is presented below in Figure 1, and Country Style is presented 
in Appendix 1. 

2.1.1 Manchu Wok Transaction 

Manchu Wok was bought for a price of $7.9M in 2014, and had 132 locations at the time (19 of which were 
corporate-owned). Manchu Wok’s system sales (this is the total amount of sales that all the locations generate, not the 
royalty that Manchu Wok collects) were $95M in 2014. Figure 1 below is a stylized model of what MTY’s financial 
return could look like from this deal (in thousands of $CAD): 

																																																													
1 LSIF Conversation with MTY’s CFO, Eric Lefebvre 
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Figure 1 – MTY’s Acquisition of Manchu Wok

 

Due to the lack of disclosure on MTY’s deals, many assumptions have been used. First, sales grow at 3% for 
the discrete period and 2.5% in the terminal year. It is assumed that MTY collects a 6% royalty of the system sales 
(which is quite conservative, as they likely collect 10% of total franchisee sales when all fees are accounted for). 
MTY’s 37% EBITDA margin from 2014 is used (which can be assumed to be a fully-synergized margin), and then a 
70% EBITDA/free cash flow (FCF) conversion rate is applied to forecast FCF. MTY has averaged 75% EBITDA/FCF 
conversion, and this figure was reduced by 5% for conservatism. Applying a 9% discount rate implies an NPV of 
$14M, at a 26% IRR. Since MTY’s WACC is ~8%, they are earning a very high return on these deals which creates 
a lot of value for shareholders. One additional point to mention is that if the sales growth rate is changed from 3% to 
0%, the IRR is still strong at 23% which demonstrates the insensitivity of this deal to a key driver.	  

2.1.2 Key Factors in the Attractive Return Profiles of MTY’s Acquisitions 

Though Manchu Wok and Country Style are two of many deals this company has done, the ROI and NPV of the 
other deals are likely equally or more favourable. There are a few drivers of why their acquisitions are NPV positive 
and earn such a high rate of return: 

i) MTY typically acquires second-rate operators with weak financial performance or brand; 
ii) MTY acquires many companies in the private market; 
iii) MTY is one of few companies willing to buy these weaker restaurant brands; 
iv) The selling company often approaches MTY to buy them out, rather than MTY initiating the deal 

With respect to the first point, MTY often purchases second and third-rate franchises with poor finances or a 
struggling brand (e.g. Country Style). MTY can then improve the financial performance through sourcing economies 
of scale, consolidation of administrative tasks, and centralized marketing initiatives. Additionally MTY’s CFO, Eric 
Lefebvre, stated that they are willing to close poorly performing locations of acquired companies.2 After speaking 
with Mr. Lefebvre, it seems as though MTY has stricter criteria for closing stores than the selling management team. 
This may be due to MTY wanting to earn a higher overall margin than the original management team, which may be 
a driver of why they are more willing to close underperforming stores that drag on margins (this point was not 
concluded in the conversation with Mr. Lefebvre, though). These closures and economies of scale will naturally 
improve margins and profitability of the acquired companies (though possibly with a decrease in sales), which 
contributes to the positive NPV. 

Second, there is naturally a valuation multiple differential that exists between private and publicly traded 
companies. Mr. Lefebvre confirmed that MTY takes advantage of this pricing inefficiency in order to earn a higher 
return and positive NPV on their acquisitions. Specifically, MTY’s average deal multiple has been 6.6x EBITDA, 
while they have historically traded at 12x EBITDA.3 This shows the purchase “multiple arbitrage” that MTY is able 
to earn when acquiring businesses. 

																																																													
2	LSIF Conversation with MTY’s CFO, Eric Lefebvre	
3 Scotiabank GBM estimates 
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Third, there are not many national conglomerates willing to purchase small, second-rate companies like MTY. 
For example, CARA Foods (a leading Canadian food franchisor) is more focused on full-service restaurants rather 
than fast food. Restaurant Brands International has a small portfolio (three brands), and their corporate strategy is not 
based around holding a large portfolio of diverse brands. The fact that there are few willing buyers of these smaller 
firms that MTY is buying is also a contributing factor to the favourable pricing that MTY can get, and thus the positive 
NPV. 

The fourth point is discussed in further detail in Section 2, but the main takeaway is that MTY is often approached 
by the selling company, and thus are the only buyer. Again, this gives them favourable deal terms. 

Another important point is that the cash flows they receive from these deals are generally very low risk. Since 
their portfolio is made up of such a large number of brands (67 brands), and since the locations are quite geographically 
diversified, they are essentially receiving a perpetual stream of cash flows that seem to be very insensitive to 
macroeconomic trends on an aggregate basis. Additionally, they receive a portion of revenue, and thus profitability is 
important but not paramount with respect to MTY’s business, lowering the risk that MTY assumes. 

Valuation with Acquisitions 

Given that acquisitions are such an integral part of MTY’s core business, it was decided that M&A should be 
explicitly modeled and included as an economic scenario in addition to the other cases. In the supplemental financial 
model on the “Acquisitions” tab, acquisitions have been integrated on an NPV per share basis. The section below 
outlines how this analysis was conducted, and how it is factored into the forecasted share price. 

In order for one to explicitly model acquisitions, two criteria must be met: i) the management team has a proven 
track record for consistently deploying capital on M&A; ii) known deal metrics (price paid, margins of the typical 
target, etc.). With respect to the first criteria, MTY’s CFO stated they will always be looking for deals, and that they 
will not likely ever run out of targets in the United States once the Canadian market is consolidated (also discussed in 
Section 2.2).4  

With respect to the second criteria, one can find the deal metrics necessary to model M&A and factor this into 
the share price: 

• The average deal multiple is 6.6x EBITDA; 
• The typical margins for an acquired franchisor are slightly lower than MTY’s, at ~25%-35% EBITDA 

margins 

Figure 2 below shows a 5-year income statement and FCF calculation of what $60M of capital deployed in one 
year could look like: 

 

 

 

 

 

 

 

 

																																																													
4 LSIF Conversation with MTY’s CFO, Eric Lefebvre	



8	
	

Figure 2 – 5-Year Income Statement and FCF Calculation of 1 Year of M&A Deals 

 

 The way the above model works is as follows. First, year 1 revenue is calculated using the above two metrics, 
as well as an assumed amount of capital deployed ($60M in this case). The revenue is calculated using: purchase 
price/multiple paid/margin. Next, an EBITDA margin and D&A amount are assumed, which flow into the income 
statement to calculate EBIT. Last, FCF is calculated in the bottom portion by using the implied EBITDA, assuming a 
tax rate (26% here), and CAPEX and working capital as a % of revenue. D&A, CAPEX and working capital are being 
modeled using MTY’s historical numbers as a % of revenue for simplicity. This gives an implied FCF that is used in 
the next part of the analysis. 

 The above section only assumes MTY will acquire for one future year, so it was necessary to calculate 
multiple years of acquisitions on an NPV per share basis, which is presented below in figure 3: 
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Figure 3 – NPV per Share of 4 Years of Acquisitions with Compounding Effects 

 

The above analysis begins in 2018E, which is the first year of M&A’s income statement and FCF from figure 
2. 2019E’s numbers are Year 1 financials plus Year 2 financials from figure 2. The logic here is that it is assumed that 
MTY will be able to improve the margins of the acquired companies, so each year of financials will be different (as 
the margin improvement comes to fruition). Specifically, EBITDA margins improve by 1% each year from 30% in 
year 1 to 34% in year 5 (shown in figure 2). Each following year follows the same logic (i.e. 2019E is year 1, 2, 3 
summed together). The terminal year is calculated using the perpetuity method, with a 9% discount rate and 2.5% 
terminal growth rate.  

Assuming $60M of capital is deployed per year (i.e. three $20M deals), at a 30% EBITDA margin, with a 
6.6x EV/EBITDA multiple, 4 years of acquisitions yields a 16% IRR (consistent with historical deal returns) and a 
positive NPV of ~$5.00 per share of value. This NPV per share is then added to the share price that the organic model 
(which assumes no M&A) implies. Scenario 2 in Section 4.0 presents the DCF valuation using this method in more 
detail. 

In conclusion, MTY’s ability to create value for shareholders by acquiring companies at a positive NPV and 
strong IRR has created a large amount of value for shareholders, especially when one considers that these cash flows 
are generally very low risk. MTY’s ability to redeploy this capital at similar rates of return has been proven time and 
again, and will likely continue as long as they can get attractive deal terms. It is possible that the market does not 
appreciate how much value MTY has created and will be able to create through deploying capital on M&A, as sell-
side analysts tend to be overly focused on SSSG. Analysts typically cover many stocks in the same industry, and 
therefore SSSG is a metric that allows easy comparability in retailing, but in doing this, they may be missing key 
information as demonstrated here. MTY is able to generate a higher return on capital by buying companies than they 
are by committing capital to improving SSS. An investor with an appreciation for capital allocation can take advantage 
of the mispricing of this security for the reasons stated above. 

2.2 Investment Thesis II: Fragmented North American QSR Market Presents Consolidation Opportunity 

 For a company that creates shareholder value through acquisitions, it is important that a) the deals are positive 
NPV; and b) that there are further acquisition opportunities. The fragmented nature of the North American QSR market 
presents an opportunity for MTY to further leverage their M&A model. As the analysis below will show, the Canadian 
market is much more consolidated that the US market, but both still have many companies that MTY could acquire. 
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2.2.1 Canadian QSR Market 

 The commercial foodservice market in Canada was estimated to have revenue of ~$64.5B in 2017. The QSR 
segment was estimated to be 45% of the commercial foodservice market, or $29B.5 MTY’s Canadian system sales in 
2017 account for ~50% of total system sales.6 Given this mix, MTY has ~5% share of the Canadian QSR market. For 
reference, CARA Operations – one of Canada’s largest food franchisors - has approximately 7% share, illustrating the 
fragmentation of the Canadian food franchising industry.7  

 It is difficult to find information on the total number of Canadian food franchises or restaurant groups, but 
there is likely between 120-150 food franchise companies or restaurant groups that are large enough to warrant being 
acquired by MTY. For example, the Wikipedia article titled, “List of Canadian restaurant chains” outlines 82 major 
Canadian restaurants that have multiple locations.8 These are only well-known brands, and do not include smaller 
restaurant groups. Additionally, this number includes full-service, fast-casual, QSR’s, and various other restaurant 
types, but the point is that there is a number of targets that MTY could potentially acquire. Moreover, after speaking 
with MTY’s CFO it was confirmed that, though the Canadian market has been consolidating for the last decade or so, 
there are still targets in the market that MTY is either looking at or has looked at. It should be conceded that these 
estimates are incredibly crude and very difficult to find information on, but the fact that Mr. Lefebvre said there are 
still a large number of targets in Canada should carry a large weight. 

2.2.2 United States QSR (Fast Food) Market 

 The US fast food restaurant industry was estimated to have generated $245B in revenue in 2017.9 
Approximately 45% (or $1.1B) of MTY’s system sales were generated in the United States. This implies MTY has 
under 0.5% of the US fast food market. Though some of the largest players such as McDonalds are estimated to have 
>15% share in the US market in 2017, “…nearly 48% of the market is made up of small-business operators that have 
nine or fewer employees. An additional 55% of establishments have between 10 and 99 employees” (IBISWorld, 
2017).10 

 The number of players in the US restaurant industry is also incredibly challenging to find information on 
(likely because of the sheer number of restaurant chains and food franchising companies), so it is difficult to estimate 
how many companies exist. However, MTY’s CFO explicitly stated that, “it is unlikely [they] will ever run out of 
companies to acquire in the United States”.11 

2.2.3 How the Typical Deal Process Works 

	 MTY’s CFO explained how the typical deal process works. On smaller deals (less than a $25M purchase 
price), the seller often approaches MTY and gives MTY a price they would like for their company. On these small 
deals, MTY is typically the only buyer which may be a contributing factor to the attractive purchase terms they get 
on these deals. Mr. Lefebvre said they often have prior relationships with the companies they buy, which may also 
explain favourable pricing (since the buyers know MTY’s management and see how effective they are at operating a 
franchise company). 

 On larger deals, Mr. Lefebvre said they occasionally enter an auction process. He noted that they are 
careful not to lose price discipline when they enter auctions, and have often walked away from a deal once the price 
exceeds the price they were willing to pay. As an investor, this is an important fact for an acquisitive company like 
MTY, as it shows that they are strictly focused on financial returns of their deals, and do not let emotions get in their 
price discipline. 

																																																													
5 MTY Food Group 2016 Annual Information Form 
6 LSIF Estimates 
7 Cara Operations Limited 2016 Management Discussion and Analysis 
8 Wikipedia Article Titled: “List of Canadian restaurant chains” 
9 IBISWorld US Fast Food Restaurants Industry Report 
10 IBISWorld US Fast Food Restaurants Industry Report 
11 LSIF Conversation with MTY’s CFO, Eric Lefebvre 
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The appeal of MTY contributing to the consolidation of the North American market is the economies of 
scale that come with this trend (mentioned above: sourcing economies of scale, centralized administrative and 
marketing initiatives, etc.). The average profit margin of a fast food restaurant is estimated to be 5.3%, but can be 
significantly improved through scale. For example, IBISWorld estimates that “…profit margins at company-
operated restaurants can be as high as 15% to 20% due to the large economies of scale the organization has access 
to”.12 I believe it makes economic sense for smaller franchises to be acquired by larger players, as the margin 
leverage they will see will improve franchisee’s profitability.  

 In conclusion, I believe the North American food franchising market is supportive of further consolidation, 
and I believe MTY will be able to apply their model of buying small, private, second-rate companies for cheap prices 
to create value for shareholders. It is likely that MTY will be able to acquire ~3 companies per year in the future, as 
this is the number that they have averaged for the last number of years. In the supplemental financial model, it is 
assumed that MTY deploys $60M of capital per year for four years on M&A in the NPV per share analysis (mentioned 
above). It is difficult to assess if this point is being priced into the stock, but much of the coverage on this company 
does not address M&A opportunities, or the value that this company creates through this process. Therefore, it is 
plausible to conclude that an investor can gain an edge in the market by considering acquisitions in the company’s 
valuation. 

2.3 Investment Thesis III: Investors Overstating Organic Business Weakness 

 Much of the coverage of MTY Food Group mentions how weak their organic business seems. For example, 
MTY has reported flat or slightly positive/negative SSSG for the last 13 quarters. Additionally, they have been closing 
many more stores than they have opened recently, shown below in Figure 4: 

Figure 4 – MTY’s franchise location count, with net additions per year 

 

On the surface, one can see why MTY’s organic business appears weak on an absolute basis, as well as 
relative to competitors. However, careful analysis of these key metrics show that the results are not as poor as they 
may seem, and an appreciation of this point may give an investor an edge in the market. 

2.3.1 A Closer Look at the SSSG Metric 

	 After speaking with MTY’s CFO, it became apparent that some of the companies that MTY acquires end 
up being a drag on SSSG, despite the fact that the actual transactions are positive NPV. The main reason for this is 
because MTY is often acquiring lower-quality companies which still have underperforming locations in their 
portfolio. The end result is that there is likely slight downward pressure on SSSG from new acquisitions (once they 
are included in the SSSG calculation one year after the deal. When asked if this is true, Mr. Lefebvre indirectly 
confirmed that this phenomenon occurs (he was careful not to be definitive in his answer, but alluded to this being 
true). 

 To give a specific example, the Country Style acquisition is one that compressed SSSG versus the rest of 
the organic business. In MTY’s 2009 MD&A, the company presents a table with annualized SSSG from 2005-2009 
(Figure 5): 

																																																													
12 IBISWorld US Fast Food Restaurants Industry Report	
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Figure 5 – SSSG from 2005-2009 

 

 The SSSG figure was quite strong prior to 2009. However, MTY stated that the credit crisis’ effects played 
a role in the decline of SSSG in 2009. One would have assumed that this metric would return back to near-historical 
levels once the economy recovered post-2009. Consistent with this assumption, in 2011 MTY reported SSSG of 3% 
for all brands excluding Country Style and their frozen dessert concepts (the frozen dessert brands were weak due to 
colder weather that year). Including these two brands, SSSG was only 1.3%. SSSG was 56% lower (1-(1.3%/3%)) 
when Country Style and the frozen dessert brands were included, yet country style only accounted for 10% of 
revenue that year.13 MTY stopped disclosing which brands were a drag on SSSG after this year, so it is unfair to 
assume for certain that this is occurring. However, the severity of the differential of SSSG with and without Country 
Style, as well as the fact that Mr. Lefebvre alluded to this occurring makes it probable that this has been occurring 
ever since acquisitions became a large driver of value creation post-2008. 

 Furthermore, Mr. Lefebvre said they must honour the franchise agreement when they acquire a company, 
and thus cannot simply close any poor performers immediately.14 Depending on the duration of the franchise 
agreement, there could be underperforming locations in the portfolio for a number of years which drags down SSSG. 
However, once franchise renewal time comes around, he said they are not afraid to close locations. Since MTY has 
been “perpetually” acquiring companies, this SSSG phenomenon has possibly been occurring since MTY decided to 
make acquisitions a large piece of their capital allocation strategy. 

This illustrates how MTY’s acquisition model of buying lower quality companies is likely a drag on a key 
investor metric, despite the fact that the Country Style deal was still NPV positive (outlined in Investment Thesis I).  

Since acquisitions are not integrated into the financial model (rather they are assessed on an NPV per share 
basis and added to the implied share price of the organic model), the franchise and corporate sales per restaurant 
growth rate are higher than the SSSG metric has historically been. Franchise restaurant sales grow an average of 
2.5% for the discrete period (which is in-line with inflation and thus a fairly conservative estimate), and corporate 
restaurant sales grow from 1.5%-2% over the same period.15 The justification for the lower corporate growth rate is 
that corporate stores are typically locations that MTY has taken over because they are challenged by various market 
conditions. These estimates do not seem unreasonable because i) acquisitions are not being modeled; ii) the SSSG 
metric is likely lower than the organic business actually is. Furthermore, as Investment Thesis I outlined, the return 

																																																													
13 LSIF Estimates 
14 LSIF Conversation with MTY’s CFO, Eric Lefebvre 
15 Bloomberg Estimates 
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on capital is greater when MTY buys companies than it is by improving SSSG. The conclusion of these two points is 
that MTY’s share price may be inefficient due to an overemphasis by investors on low reported SSSG. 

2.3.2 High Store Closures Illustrate MTY’s Operational Discipline 

 It seems as though investors are also concerned with the high number of store closures in the recent five 
years; MTY has been net negative in their organic store openings for the last 5/6 years. Understandably, at face 
value this would point to weakness in the organic business. However, there are a few points that one needs to 
consider further when assessing this data point.  

 First, when a business has such a large number of stores in its portfolio like MTY does (5,402 as of year 
end December 2017), there will always be underperforming stores that need to be closed. MTY’s CFO discussed the 
high number of store closures, saying that MTY would, “[…] prefer to have 1 excellent store than 4 bad stores”. 
Additionally, the stores they are closing are generally much weaker in terms of financial performance than the stores 
they are opening. For example, the average monthly sales for the stores that were closed was ~$17,400, while the 
average monthly sales for the stores that were opened was ~$27,200, or 36% higher.16  This says a great deal about 
how operationally focused MTY’s management team is, specifically related to only keeping high quality locations in 
the portfolio. Furthermore, MTY’s willingness to close underperformers improves the overall profitability of the 
business, and thus the returns they earn. 

2.3.3 Attractive Model for Franchisees 

	 Another important point to consider is how attractive the franchise model is for MTY’s franchisees. In 
order for MTY’s organic business to continue to grow and prosper, it is important that they can continue to attract 
franchisees to open new locations. Below is an analysis of the financial profile of what opening a franchise location 
looks like. 

 MTY will provide any prospective franchisees with a “Franchise Disclosure Document” (FDD). The FDD 
outlines much of the initial capital investment, as well as the details regarding leases, franchise rights, etc. Appendix 
2 details the specific start-up costs. On average, it would cost a franchisee roughly $500,000 to open a “full” 
franchise location. This can either be paid to MTY as a lump sum, in a series of payments, or MTY can build the 
franchise for the franchisee and then be paid back over the course of the franchise agreement. 

 Additionally, the financial returns for a franchisee are attractive. A franchisee of a full location (i.e. food 
court, street location, movie theatre, etc.) could take home roughly $100,000 of pre-tax income (assuming the owner 
works in the store). This implies a 6 year payback, at an 11% IRR. Restaurant franchising has been especially 
popular with immigrants, and one can see why this is the case. Franchising a restaurant does not require a formal 
education, and MTY provides extensive support and training to franchisees. A franchisee gets access to a well-
known brand, and can run their own business with less risk than starting from scratch. Appendix 3 provides a model 
of what a typical franchise location’s profit and loss statement, as well as what their expected ROI could look like. 

 This point was meant to illustrate that the MTY model is attractive to the franchisees, and that it is highly 
likely that there will always be people looking to open franchises.   
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2.4 Margin Analysis: MTY Historically & Competitor’s Margins 

	 MTY’s EBITDA margins are a primary driver of the valuation, and are explicitly forecasted in the model. 
Figure 6 below outlines MTY’s historical EBITDA margins, as well as the forecast going forward: 

Figure 6 – Historical and Forecasted EBITDA Margins 

  

 The justification for the margin improvement is as follows: first, the organic model assumes no further 
acquisitions. Given this, it is assumed that MTY will close poorly performing stores (which drag on profitability), 
and will thus see margin improvement. Second, MTY’s CFO alluded to the fact that their margins have been 
depressed recently due to the high number of corporate stores they have inherited with recent deals (corporate stores 
typically earn 8% EBITDA margins versus >35% for franchised locations). The assumption going forward is that 
these will improve slightly or be sold off. In the financial model, it is assumed that MTY only adds 3-4 new 
corporate stores per year, which is much lower than historical averages. Given this slower corporate store addition, it 
is reasonable to state that margins will improve over time. 

 Figure 7 below is a comparison of other QSR franchisor’s EBITDA margins relative to MTY. One can see 
that MTY has historically earned much higher margins than the average, though their peer companies have caught 
up in the recent past.  

Figure 7 – EBITDA Margins of MTY Food Group vs. Competitors 

	

38.7% 37.0% 34.9% 34.4% 33.9% 35.0% 37.0% 39.0% 41.0% 42.0% 43.0% 43.0% 

-3.0% 
2.0% 
7.0% 
12.0% 
17.0% 
22.0% 
27.0% 
32.0% 
37.0% 
42.0% 
47.0% 

- 

20,000	

40,000	

60,000	

80,000	

100,000	

120,000	

140,000	

160,000	

2013A 2014A 2015A 2016A 2017A 2018E 2019E 2020E 2021E 2022E 2023E 2024E

Historical	&	Forecasted	EBITDA	Margins

EBITDA EBITDA	Margin



15	
	

2.5 Management Alignment and Compensation 

	 This section outlines the key members of the management team, how they are compensated, and how 
aligned they are with shareholders. There is also a portion detailing how the CEO and COO initially acquired their 
shares in MTY Food Group Inc. 

 MTY’s current CEO is Stanley Ma, who has been Chairman of the Board since 1997, and President and CEO 
since 2004. He founded the first MTY restaurant, “Le Paradis du Pacifique” in 1979, and expanded the business to 
other lines such as IT and security equipment. Once he realized that the franchising business was very lucrative, he 
decided to sell off the other lines and focus exclusively on franchising. Through organic growth and acquisitions, he 
has grown the company to where it is today. He currently owns 23% of all shares outstanding, and is paid a $390,000 
base salary.17 Claude St-Pierre has been the COO since 2012, but was Secretary of MTY since 1996. He owns ~2.5% 
of shares outstanding, and is paid a base salary of roughly $190,000.18  

 MTY pays their managers quite a modest salary, have not awarded options or any other equity-based 
compensation since 2005, and have not paid bonuses in the recent past. All of the named executive officers combined 
are paid a total of $1.3M per year, which is quite low for a corporation of this size. It is difficult to assess management’s 
alignment with shareholders when many of them do not own substantial amounts of stock (with the exception of Ma 
and St-Pierre). When asked about the lack of options awarded to the management team, MTY’s CFO said they did 
not want to dilute existing shareholders’ stock by issuing options, though they considered it.19 This statement says a 
lot about how aware this management team is of shareholder value maximization. Additionally, the fact that Ma owns 
such a large amount of stock and employs his family in the company further aligns him with shareholders. The MTY 
management team does not communicate extensively with investors, (they do not do presentations or conference 
calls), and appear to just be very focused on operating the business effectively. 

 One thing that is interesting about MTY is how Stanley Ma and Claude St-Pierre first acquired their shares 
in the company. In 2001, investors allegedly “let” the management team reprice their stock option purchase prices.20 
Looking at subsequent insider transactions since this date, Stanley Ma and Claude St-Pierre purchased large amounts 
of shares in 2003. Stanley Ma purchased 3.1M shares at $0.25 per share in a private transaction, and Claude St-Pierre 
was awarded 465K shares at $0.25 each.21 These transactions are what allowed Ma to get such a large stake in MTY, 
as he previously only owned 3% of the company. Typically, these option repricing programs are unfair to investors as 
they allow management to acquire previously underwater stock options very cheaply. This is the only instance of 
MTY’s management operating “unethically” or not in favour of shareholders, but is still worth noting. 

 In conclusion, MTY’s management team seems aligned with shareholders through stock holdings and/or 
modest salaries. The company seems thoughtful with respect to value creation in favour of shareholders, and are very 
focused on running the business. Furthermore, MTY’s track record of maximizing shareholder wealth should not be 
overlooked, as this company’s total shareholder return over its time as a public company has been 18% annualized 
(vs. 7% for the TSX).22 

3. Base Case Forecasts 

3.1 Revenue Forecast 

Over the discrete period of seven years (2018-2024), sales are forecasted to grow at an average of 2.6%. This is the 
result of individual forecasts of royalties, sale of goods, and the other segments. This section outlines how each revenue 
line is being forecasted. MTY reports their system sales (this is the total sales that all of the franchisees generate), as 

																																																													
17 MTY Food Group 2016 Proxy Statement 
18 MTY Food Group 2016 Proxy Statement 
19 LSIF Conversation with MTY’s CFO, Eric Lefebvre 
20 MTY press release dated May 23, 2001	
21 SEDI Insider Transactions 
22 Bloomberg Estimates	
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well as the sales generated from corporate locations separately. Subtracting the corporate sales figure from the system 
sales gives the total franchisee sales, which have then been forecasted separately from corporate sales. 

3.1.1 Royalties 

 Royalties are forecasted to grow at an average of 2.3% from 2018-2024. This implies that this segment will 
make up ~42% of the revenue mix (it has historically been ~40% of revenue).  

 The method that is used to forecast the royalties that MTY will collect from franchisees is the traditional 
sales per store model for retailers. This section was forecasted in two parts, with the first being franchisee sales per 
restaurant growth and the second being the net new franchise locations opened in the period. These two numbers drive 
the total franchisee sales, which MTY then collects a royalty from. The following function denotes how this figure is 
derived:  

!"#$%	'($)*ℎ,-..	/$%.- = '($)*ℎ,-..	/$%.-	1.(	2.-#$3($)# ∗ 56.($7.	/#"(.	8"3)#	,)	9.(,": 

 Franchisee sales per restaurant is growing using a growth rate of 2.5% for years 2018-2024, with net new 
franchise location additions of (60) in 2018, zero in 2019, 10 in 2020, increasing by 10 per year to 50 in 2024. This is 
meant to reflect high store closures from the last few years of deals, and then improving figures going forward when 
acquisitions are not included. 

 To calculate the amount of royalties that MTY collects from its franchisees, a royalty rate of 5.2% was applied 
to the total franchisee sales (5.2% * total franchisee sales). 5.2% is approximately the average that this figure has been 
in the past. 

3.1.2 Sale of Goods, Including Construction Revenue 

 This segment includes corporate location sales, renovation & construction revenue, and processing revenue. 
In this segment, corporate sales have been modeled separately from the other components. The method for forecasting 
corporate sales is the same as franchisee sales (above), using a growth rate in sales per corporate restaurant, and net 
new store additions. The financial model forecast has MTY adding three to four corporate locations per year for the 
foreseeable future.  

 A growth rate of 2.5% was then applied to the other components of this segment (i.e. renovation & 
construction and processing revenue) for all future years. This implies that sale of goods makes up ~33% of the revenue 
mix, which is approximately what it has historically averaged. 

3.1.3 Other Revenue Segments (Franchise and Transfer Fees, Rent, Other Franchising Revenue, Other) 

 These segments of the business are much smaller than the royalties and sale of goods, and thus a simple 
growth rate was used to forecast these. The royalties’ growth rate that the above method implies was applied to these 
line items. On average, they are growing ~2.3% for the forecast period. The “Other” line is being forecasted as flat.  

 Figure 8 below outlines the forecasted revenue by segment and year-over-year growth rates by segment: 

Figure 8 – Revenue Segment Forecast in Terms of Absolute Dollars and Growth Rates 

 



17	
	

 

3.2 Margins 

3.2.1 EBITDA Margins 

 Section 2.4 outlined the margins of MTY Food Group Inc. historically, as well as relative to peers. The 
base case forecast has margins improving from 35% in 2018 to 43% in 2024. This justification for this increase was 
outlined above. 

3.4 Other Model Assumptions 

3.4.1 Working Capital 

I) Accounts Receivable – When forecasting this line item, the metric “Days Sales Outstanding” was used. 
The equation is outlined below:  

;$<-	/$%.-	=3#-#$):,)7 = 5**"3)#-	2.*.,6$>%.	,)	1.(,":	)
/$%.-	,)	1.(,":	) ∗ ;$<-	,)	1.(,":	) 

46 days was used as the forecasted average with no deviations over the forecasted period. This is approximately how 
quickly they have been able to collect their receivables in the past. The financial model is not incredibly sensitive to 
this assumption due to the low working capital balance in this business. 

II) Accounts Payable – This line item is similar to accounts receivable. The equation for “Days Payable 
Outstanding” is denoted below: 

;$<-	9$<$>%.	=3#-#$):,)7 = 5**"3)#-	9$<$>%.	,)	1.(,":	)
8"-#	"?	@"":-	/"%:	,)	1.(,":	) ∗ ;$<-	,)	1.(,":	) 

250 days is used as the forecasted average with no deviations. This line item fluctuates quite a lot, so it is difficult to 
find an average to use, but the model is not very sensitive to this assumption. 

III) Inventory - “Inventory Days” is the metric used to forecast this line, which is similar to Days Sales 
Outstanding, except has “Inventory in period n” in the numerator. An average of 6 days was used to forecast this line, 
as this has been the historical average. 

IV) Loans Receivable, Prepaid Expenses and Deposits, Deferred Revenue – these three working capital 
items were forecasted as a percent of revenue at 1%, 1.2%, and 7.5% respectively. These numbers are based on an 
average that was taken from historical figures. 

 MTY’s working capital balance has historically been quite small as they run a very asset-light business. 
Additionally, there were years in the past where the change in working capital was negative, and thus a source of 
funds. This is likely the case because MTY can stretch their suppliers with their scale, but get paid quickly due to the 
small size and low bargaining power of their franchisees. In the projections, there are multiple years where the change 
in working capital is negative, but this is a normal phenomenon for a business such as MTY. 

3.4.2 Capital Expenditures 

 Food franchising is typically not a very capital intensive business, and MTY Food Group is no different; 
CAPEX has generally been ~1% of revenue. For a capital intensive business such as a manufacturer, a more detailed 
CAPEX forecast would be warranted. However for MTY, CAPEX was modeled as 22% of the opening PP&E 
balance in the period. This yields CAPEX values that are 1% of revenue, which is consistent with historical values. 
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3.4.3 Depreciation and Amortization 

 Depreciation is modeled as a percent of the opening property, plant and equipment balance. Historically, 
depreciation has been under 1% of revenue, and is therefore not a large factor affecting this company’s valuation. This 
business is very capital-light, as they do not own any of the franchisee properties (they are leased), and have minimal 
head office requirements. Depreciation is modeled as 20% of the opening PP&E balance for the duration of the 
projection period. 

 The treatment of amortization charges that this business incurs needs slightly more attention than usual. 
Specifically, since MTY has acquired such a large number of companies, they have built up a balance of acquisition-
related intangible assets that are not economic. In other words, the amortization charges that MTY takes on their 
intangible assets are not real “costs” of doing business, and thus should not be considered a cash outlay. For example, 
MTY has $69M worth of “Franchise and Master Franchise Rights”, and $63M of “Trademarks” within the intangible 
assets balance. The Franchise and Master Franchise Rights amount is related to acquisitions, and the trademarks 
amount is an indefinite life intangible. As such, I do not believe either of these balances are material costs. 

Amortization is forecasted as a percent of the opening intangible assets balance in the period, with 4.5% 
being used as the value. This is not included in the DCF valuation, so the precision of this metric is not overly 
important. This is not being included in the FCF calculation because much of the amortization charge comes from 
acquired intangibles which, again, are not a cost of doing business. Therefore, additions to intangible assets are not 
being forecasted, and thus the amortization charge this company takes is not treated as a recurring cost in the FCF 
calculation. 

3.4.4 Income Taxes 

 A tax rate of 26% is used as the forecasted rate in the future.23 MTY’s CFO implied this would be a reasonable 
estimate to use as the effective tax rate, as it incorporates a blend of both Canada and US tax rates. Given that MTY 
is gaining more exposure to the US, the new tax reforms being implemented should be favourable in terms of lowering 
their effective tax rate.  

3.4.5 Terminal Growth Rate 

 A terminal growth rate of 2.5% is used in the terminal value calculation, which is based on an estimate of 
average U.S. inflation over the last fifty years.24 

3.4.6 Weighted Average Cost of Capital  

MTY’s cost of equity is based on the CAPM model, with the following assumptions: 

• A risk-free rate of 2.5%, based on the interest rate on a 5-year US Treasury Bond;25 
• LSIF standard equity risk premium of 7.0%; 
• Beta of 0.8926 

MTY’s after-tax cost of debt is derived from the following assumptions: 

• A pre-tax cost of debt of 4.5%; 
• An effective tax rate of 26% 

Given these inputs, the cost of equity is 8.7% and the after-tax cost of debt is 3.4%. MTY’s capital structure is 
83% equity, 17% debt, which yields a weighted average cost of capital (WACC) of 7.8%. MTY’s business is generally 

																																																													
23 LSIF Conversation with MTY’s CFO, Eric Lefebvre 
24 “Long Term U.S. Inflation”, Tim McMahon 
25 Bloomberg Estimates 
26 Bloomberg Estimates	
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low risk (as they assume very little franchise specific risk and simply collect a royalty on revenue), and as such, this 
low WACC is justified. 

4.0 DCF Valuation 

4.1 Scenario 1 – Base Case 

Scenario 1 is the valuation of MTY Food Group Inc. with the base case forecasts outlined in section 3. Key 
assumptions include: 

• 60 franchise restaurant closures in 2018, zero in 
2019, and an increase of 10 new openings annual 
until 2024 with 50 new openings per year; 

• Franchise sales per restaurant growth rate of 2.5% 
over the discrete period; 

• 3 corporate stores opening per year, growing 
revenue per store at 1.5% in 2018, and 2% from 
2019-2024; 

• A royalty rate of 5.2%; 
• Non-restaurant sale of goods growth rate of 2.5%; 
• EBITDA margins improving from 36% in 2018 to 

43% in 2024; 
• Terminal growth of 2.5% 

4.2 Scenario 2 – NPV per Share of Acquisitions 

Scenario 2 is the valuation of MTY Food Group Inc. with the above base case forecast assumptions, but 
includes the NPV per share of explicitly modeling future acquisitions by MTY. In addition to the base case 
assumptions from above, key assumptions include: 

• $60M of capital deployed per year; 
• Targets operating at a 30% EBITDA margin;	 
• Average deal multiple of 6.6x EBITDA; 
• Revenue growth of 3% for 5 years, 30% EBITDA 

margins improving to 34% within 5 years 
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4.3 Scenario 3 – Bull Case 

Scenario 3 is the valuation of MTY Food Group Inc. with bull case forecasts. Key assumptions include: 

• Net franchise location openings of 20 in 2018, 
increasing by 10 per year to 70 net franchise 
location openings in 2024;	 

• Franchise sales per restaurant growth rate of 3% 
over the discrete period; 

• 4 corporate store openings per year, growing 
revenue per store at 2% from 2018-2020, and 2.5% 
in 2021-2024; 

• A royalty rate of 5.2%; 
• Non-restaurant sale of goods growth rate of 2.5%; 
• EBITDA margins improving from 35% in 2018 to 

45% in 2024; 
• Terminal growth of 2.5% 

4.4 Scenario 4 – Bear Case 

Scenario 4 is the valuation of MTY Food Group Inc. with bull case forecasts. Key assumptions include: 

• Net franchise location closures of 120, 100, 50, 50 
in years 2018-2021 respectively, with zero 
openings per year for the rest of the discrete period;	 

• Franchise sales per restaurant growth of 1.5% for 
the discrete period; 

• Zero corporate store openings per year, with 
revenue per corporate restaurant growing 0% in 
2018, 1% from 2019-2021, and 1.5% from 2022 
and beyond; 

• A royalty rate of 5.2%; 
• Non-restaurant sale of goods growth rate of 2.5%; 
• EBITDA margins improving from 34% in 2018 to 

40% in 2024; 
• Terminal growth of 2% 
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5.0 Comparable Analysis 

 MTY Food Group is positioned as one of the most diversified food franchisors in the North American 
Market. Additionally, many of the below competitors are either much larger businesses or own a very small 
portfolio of brands. As a result, there are no directly similar competitors with respect to number of brands and size. 
Figure 9 below is a table of North American food franchisors, and related metrics: 

Figure 9 – Comparables Table 

	

	 MTY trades at a 3-4x discount on EV/EBITDA versus the competitors. Historically, this has been relatively 
consistent (MTY has traded at ~12x EBITDA for the last 5 years), though they were a much smaller business in 
2013 ($600M market capitalization versus $1.3B today). Due to the fact that MTY’s EBITDA and EBIT margins are 
generally much higher than competitors such as Wendy’s or Cara Foods, as well as the fact that they earn a 65%+ 
return on tangible assets (net assets minus goodwill and intangibles at a 26% tax rate), the multiple discount is 
unjustified. 

It is highly possible that the market awarded MTY a lower multiple for various reasons including: weak 
SSSG relative to peers, a lack of conference calls and presentation by management, MTY being a much smaller 
company, and that some of the portfolio brands are weak at face value. However, as was discussed above, many of 
these concerns seem unjustified and given these facts, the multiple seems low. However, even if the multiple does 
not expand to be in line with peers, much of this stock’s upside will likely come in the form of EBITDA and FCF 
growth from either the business growing organically or through further acquisitions. 

6.0 Conclusion 

 MTY Food Group Inc. is currently undervalued in the market due to an under-appreciation of the following 
points: 

1. MTY earns a higher return on capital by acquiring companies than they would by focusing on improving 
SSSG or aggressively opening new franchise locations. SSSG is a key investor metric, but a focus on this 
understates MTY’s ability to create value for shareholders; 

2. The North American food franchising market is very fragmented, and MTY will continue to be able to 
deploy their acquisition strategy to earn high returns on positive NPV transactions. Investors typically do 
not model M&A, but this company has proven that this should be priced into the stock, and thus is a 
potential source of mispricing; 

3. MTY’s organic business is stronger than the SSSG metric may suggest, and the high number of store 
closures are not a sign of business weakness. Investors’ concerns with organic business weakness could 
give an investor an edge in the market 

In conclusion, this report recommends MTY Food Group Inc. as a BUY, with a target price of $72.00 ($77.00 
including acquisitions) which implies an undervaluation of ~40%. 
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7.0 Appendices 

7.1 – Appendix 1 – Analysis of Country Style Acquisition 

Despite the Country Style acquisition being less financially favourable than Manchu Wok, the deal still 
generated a high rate of return for MTY and was positive NPV, as shown in the below table: 

MTY’s Acquisition of Country Style 

 

Country style had 490 locations in the year that they were acquired, 114 of which were full service locations, 
while 360 were kiosk-style locations. MTY paid a total consideration of $13.8M for Country Style, which had $94M 
in system sales at the time of the deal.27 

The assumptions in this model are similar to the ones in the Manchu Wok analysis, though the EBITDA/FCF 
conversion rate is slightly lower at 65% (which was the average in the year this deal was done).	

7.2 – Appendix 2 – Franchise Start-Up Costs 

 

 

 

 

																																																													
27 Globe and Mail Article on MTY’s acquisition of Country Style 
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7.3 – Appendix 3 - Franchisee 15-year P&L Statement 
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