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Figure 1 – VLO vs. SPY Return 

Source: Bloomberg 

Source: FY 2017 10-K 

Figure 3 – Revenue by Segment 

Figure 2 – Revenue by Geographic 
Segment 

Source: FY 2017 10-K 
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Investment Highlights 
We recommend a BUY rating for Valero Energy Corp. (NYSE: VLO) based on a 
ten-year target price of $117.24 per share. Our target price offers a 15.13% margin 
of safety based on its closing price of $101.83 on April 13th, 2018. The following 
three factors are the main drivers of our investment rationale:  

Input-flexible Assets in Advantaged Regions 
Valero Energy has the most sophisticated refinery assets in the industry and are 
located in advantageous locations. Valero is the leader in input flexibility with the 
ability to process about 86 different varieties of crude oil, which includes light 
domestic crude and heavy crude oil. This gives Valero the ability to process almost 
any grade crude oil, allowing them to operate with higher margins than competitors. 

Solid Financial Position 
Valero has a strong balance sheet and liquidity position, which provide a cushion 
during tough economic times. This corporation has been able to maintain an average 
current ratio of 1.8 for the past five years, reflecting Valero’s strong liquidity 
position. It has also been able to generate healthy free cash flows throughout the 
previous five years. Valero’s strong financial position has allowed it to provide 
excess cash to shareholders, maintaining the highest dividend yield among its peers.  

Favorable Industry Outlook 
Demand for petroleum products will continue to expand as the overall global 
economy improves. As a result, industrial activity will strengthen, and Valero will 
benefit from increased demand. Petroleum production is expected to increase over 
the five years to 2022, which will drive revenue growth for petroleum refiners.  
 
Business Description 
Business Overview 
Valero Energy is an independent petroleum refining and ethanol producing 
company based in San Antonio, TX.  Valero operates in the US, Canada, U.K. and 
Ireland. The company owns and operates 15 petroleum refineries and 11 ethanol 
plants. As shown on Figure 3, refining and ethanol contribute 96% and 4% of total 
revenues, respectively. Valero’s major products are transportation fuels, of which 
gasoline and diesel contribute the most to revenues. Valero is a majority-owner of 
Valero Energy Partners LP (VLP), a midstream master limited partnership which 
serves as Valero’s primary vehicle to expand the transportation and logistics assets 
supporting its business. Valero is the operator and 50% owner of Diamond Green 
Diesel renewable diesel, which has production capacity of 11,000 barrels per day 
(BPD).  

Valero is the world's largest independent refinery with a throughput capacity of 3.1 
million BPD. It is also one of North America’s largest ethanol producers with 11 
plants that combine to form an operating capacity of 1.45 billion gallons per year. 
As shown on Figure 2, Valero’s main source of revenue is generated in the United 
States, followed by the U.K., Ireland and Canada. 

Valero Energy Corporation 
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Figure 4 – VLO Market Share in US 
Refining Industry 

Source: IBIS World 

Figure 5 – WTI vs. Brent Price per 
Barrel (Mar 2017 – Mar 2018) 

Source: U.S. Energy Information Administration 

Figure 6 – Petroleum Products End-
User Sectors 

Source: IBIS World 

Source: IBIS World 

Figure 7 – Refining Industry Past and 
Estimated Revenue (Millions of USD) 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Valero’s ethanol plants are dry mill facilities that process corn to produce ethanol, 
distillers’ grains, and corn oil. It sells its ethanol primarily to refiners, gasoline 
blenders under term and spot contracts. The combined production of ethanol from 
Valero’s plants averaged 4.0 million gallons per day in 2017. All of Valero’s ethanol 
plans are concentrated in the U.S. Midwest region, which provides a transportation 
cost advantage since this is where the majority of ethanol suppliers are located in 
the United States. 
 
Valero Energy Partners LP (NYSE: VLP) is a publicly traded master limited 
liability partnership, which Valero formed in July 2013 to own, operate, develop, 
and acquire crude oil and refined petroleum product pipelines, terminals and other 
transportation and logistics assets.  
 
Valero has eight refineries in the U.S. Gulf Coast region; three in the U.S. Mid-
Continent region; two in the North Atlantic region (U.K., and Canada); and two in 
the U.S. West Coast region, for a total of 15 refineries.  
 
Industry Overview & Competitive Positioning 
Industry Overview 
The refining industry includes firms that refine crude oil into petroleum products 
such as gasoline, jet fuel, and diesel. The industry does not include firms that extract 
crude or retail gasoline.  

This industry’s primary revenue and cost driver is crude oil. When crude prices 
increase, refineries often pass down the higher costs to consumers as higher product 
prices. This is why higher crude prices tend to result in industry revenue and profit 
margin growth. However, profit margins can also decline if oil prices grow faster 
than petroleum product prices. Most refined petroleum products are distributed 
through gasoline and petroleum bulk stations, and higher demand from stations 
results in increased industry revenue.  

Valero’s Competitive Positioning 
Competition in the industry is high, and firms compete mainly on product price and 
product quality. Valero is well-positioned to compete in both areas. Firms with 
access to discount crude (West Texas Intermediate or WTI), such as Valero, can 
charge lower prices, leading to more sales and higher revenue. At the same time, 
the lower input costs lead to greater profit margins. Regarding product quality, firms 
that can produce high-quality petroleum from a wide variety of crude oils have a 
competitive advantage. For instance, in 2015, Valero experienced a smaller drop in 
revenue than many other refiners because Valero can process 86 different crude oils.  

Crude oil prices do not directly affect Valero Energy’s top line and bottom line 
performance. Instead, refineries rely on the spread between crude oil prices and the 
price of the refined product (i.e. gasoline, diesel) to make profits. The main industry 
elements that affect this corporation are volume and demand for its petroleum 
products. As long as prices remain at relatively low or moderate levels, there will 
be sufficient demand in the marketplace during the next decade.  

The differential between crude oil and refined products has remained relatively 
consistent historically and is projected to remain so over the next few years, leaving 
Valero with a cost advantage. This is because lower WTI prices reduce input costs 
for Valero compared with European and other international refineries, increasing 
the competitiveness of exported petroleum products. 

Currently, there is an abundant global supply of crude oil and natural gas for Valero. 
World economies have been aligning for sustainable economic growth, leading to 
healthier demand for refined products. Petroleum product shortages in  
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Figure 8 – Valero Energy Investment 
Thesis 

Source: Student Analysis 

Figure 10 – Valero vs. Industry Refinery 
Utilization Rates (2010-2017) 

Source: VLO Investor Presentation & EIA 

Figure 9 – Complexity of Valero Refineries vs. 
Peer average 

Source: Morningstar 

Figure 11 – Valero Energy Credit Ratings 

Source: FY 2017 10-K 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Latin America, Eastern Canada, Europe and Africa are beneficial to Valero as they 
will have the opportunity to boost revenues from a rise in exports to those countries. 

Industry Outlook 
Demand for petroleum products is expected to increase as the overall global 
economy improves and industrial activity picks up, driving the refining industry to 
grow consistently over the next five years. Crude prices and refined petroleum 
product prices are expected to increase, boosting revenue growth. One major caveat, 
however, is environmental regulation, which could slow or limit new refinery 
development. 

Petroleum production will increase over the five years to 2022, which will drive 
revenue growth for refined products. In the next five years to 2023, Petroleum 
refining industry revenue in the U.S. will increase at an annualized rate of 
approximately 2%. Exports will grow at an annualized rate of 1.6% to $87.5 billion 
in the five years to 2022. Although the industry faces growing environmental 
regulation regarding emissions and renewable energy, there will always be a 
demand for refined petroleum products over the next 10 years.  

 
Investment Summary 
Valero is poised to deliver long-term value given the competitive advantages arising 
from its highly input-flexible assets, as well as its strong financial position. These 
fundamental characteristics are supported by a strong industry outlook.  

Input-flexible Assets in Advantaged Regions 
What differentiates one refinery from another are their capacities, types of 
processing units used to refine crude as well as how complex such units are. Valero 
has the most complex refinery system amongst its peers, with a weighted-average 
complexity of 11.8 compared to the peer average of 11.62 as shown on Figure 9. 
In addition, Valero’s refineries are located in advantaged regions, with 53% of the 
refineries located in the U.S. Gulf Coast, where Valero has access to discounted 
water-borne crude and to discount light crude. The high refinery complexity gives 
Valero the ability to refine cheap, heavy crude or discount light-domestic, 
depending on which one offers the highest margins at the moment. Similarly, 
Valero’s refineries have the ability to process 86 different types of crude, which 
further supports the company’s input flexibility strength.  

In addition to its industry leading input flexibility, Valero has been switching the 
crude its refineries use from OPEC-based to regional supplies, including Canadian 
crude and shale oil. This is allowing the company to face less quota restrictions and 
to save on supply cost.  

Valero has been able to put its highly-complex assets to good use. As shown on 
Figure 10, the company has been able, for the past eight years, to yield a higher 
refinery utilization rate than the industry average. Furthermore, management has 
invested in logistics assets and processing capacity with the goal to capitalize on 
discounts associated with domestic light crude production.  

Additionally, Valero’s refining assets are concentrated in the U.S. Gulf Coast, 
allowing Valero to export surplus product to Mexico and other countries in a cost-
efficient manner. These advantages allow the company to generate competitive 
margins in the petroleum refining industry and position it to perform well in various 
market conditions. 

Solid Financial Position 
Valero has a conservative balance sheet with low risk. As shown on Figure 11, all 
three major credit rating agencies have given Valero investment grade ratings and 
expect a stable outlook. Also, the company’s management is quite disciplined with  
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Figure 13 – VLO Historical Debt/EBITDA 

Source: Bloomberg 

Figure 15 – VLO Historical Return on Assets (%) 

Source: Bloomberg & Analysis 

Figure 12 – VLO Historical Debt to Capital 

Source: Bloomberg 

 

Source: Bloomberg 

Figure 14 – VLO Historical ROE % 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
capital allocation, making sure not to over-leverage the company at any given 
time. Valero is able to generate healthy free cash flows, allowing management to 
allocate capital on important projects, such as the 50% interest acquisition in 2016 
of a pipeline designed to connect oil from the Cushing, OK regional hub to its 
Memphis facility. The company’s strong financial position allows it to offer one 
of the most generous dividend yields in the industry, as well as to buy back stock. 
 
Favorable Industry Outlook 
Synchronized global economic growth will maintain the demand for petroleum 
products over the next few years. This will allow Valero to keep up its high refinery 
utilization rates and competitive margins. Given Valero’s capability to continuously 
refine petroleum, under good macroeconomic conditions, its refinery system is a 
well annuitized cash machine. In addition to this, in the coming years Valero’s 
bottom line will benefit from the new Tax Reform.  

One result of projected economic growth over the next decade will be increased 
productivity in emerging economies, such as Latin America. This will in turn result 
in product shortages in the area. For instance, Mexico’s refined product demand is 
expected to grow, with imports filling a large percentage of the supply shortage. 
With a large footprint in the U.S. Gulf Coast, Valero is well-positioned to export 
supply to Mexico and other Latin American countries. Given that proximity, scale 
and flexibility of the Gulf Coast refineries, Valero is able to provide fuel at 
competitive prices.  

The petroleum refining industry is expected to return to growth over the next five 
years, according to IBISWorld, and refined petroleum product demand is expected 
to increase. In addition, according to the Energy Information Administration (EIA), 
petroleum production will increase over the five years to 2023, which will boost 
revenue growth for petroleum refineries such as Valero. We expect this corporation 
to perform exceptionally well over the next decade, similar to FY 2017. 

 
Financial Analysis 
Balance Sheet and Financing 
Total assets have increased from $34.4 billion in 2008 to $50.2 billion in 2017. 
Inventories, as well as Accounts & Notes Receivable, also increased during that 
period. From 2010 to 2017, Valero’s leverage has decreased, as debt to EBITDA 
has dropped from 1.49x to 0.54x, as sown on Figure 13. This is because the 
company’s ability to generate free cash flow has allowed it to increase its current 
assets and keep debt levels relatively low. This also shows that Valero has been able 
to decrease its debt diligently while investing in new projects and giving back to 
shareholders. Valero has also been able to increase its return on assets significantly, 
as shown on Figure 15, further supporting the company’s effective use of its 
refining assets. Management targets a 20% to 30% debt-to-capital ratio, and as 
Figure 12 portrays, Valero has maintained such ratio within that range over the past 
six years.  

Earnings and Profitability 
As shown on Figure 14, Return on Common Equity has increased from less than 
3% to almost 20% from 2010 to 2017. This reflects Valero’s increasingly effective 
use of shareholders’ invested money. For fiscal 2017, Valero had a $1.9 billion 
benefit from the new tax reform. Excluding such benefit, adjusted net income 
increased to $509 million from $367 in fiscal 2016. Income tax expense 
decreased from $1.7 billion in 2016 to $1.9 billion in 2017 primarily due to an 
income tax benefit resulting from Tax Reform. 
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Figure 17 – VLO Valuation 

Source: Student Analysis 

Figure 18 – Comparables 

Source: Student Analysis 

Figure 19 – VLO Refining Cash Operating 
Expense Per Barrel of Throughput 

Source: VLO Investor Presentation 

Figure 16 – VLO Operating Cash Flow (2013-2017) 

Source: Morningstar 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
Cash Flows and Shareholder Return 
Considering the still recuperating industry and its high capital intensity, as shown 
on Figure 16 Valero has been able to generate healthy levels of Operating Cash 
Flows in the five years. We expect this to continue into the next decade given 
management’s discipled capital allocation and the company’s competitive 
advantages. 

During fiscal 2017, Valero paid dividends of $2.6 billion, which represented 63% 
of adjusted operating cash flow, and for 2018, Valero is targeting a payout ratio of 
40% - 50% of operating cash flow. In January of 2018, management announced a 
14% increase in dividend, and the company has $3.7 billion available in share 
repurchase authorizations. 

Valuation 
Discounted Cash Flow Model 
We believe Valero Energy will continue to provide strong cash flows over the next 
10 years, which is why we weighted our DCF at 75%. There are several key 
assumptions that should be noted from our model. Our short-term revenue growth 
rate starts at 10% and declines by 1% annually for 4 years, followed by a 1% 
terminal growth rate.  
 
Given the strong macroeconomic environment in the refining industry along with 
management assistance, we projected revenues to grow by 10% for 2018, and 
decline by 1% each year until the terminal year (to account for possible 
environmental regulations that may limit Valero’s expected growth potential). The 
long-term growth rate of 1% is conservative compared to expected GDP growth 
over the next decade of around 2.5%. Our WACC of 10% was calculated using data 
provided by several business school resources, including Bloomberg, Morningstar, 
and ValueLine. This discount rate also falls in line with conservative estimates that 
are used in the industry by professionals, such as Warren Buffet. 
 
We calculated an intrinsic value of $117.24. Our growth assumptions, as well as a 
detailed model, can be found in Appendix H. 
 
Comparables Model 
Our comparables model is relatively straight forward. We used several competitors 
with similar business models in this analysis and applied their respective P/E ratios. 
We then calculated the average P/E of these competitors and multiplied by the TTM 
EPS of $9.15 for Valero Energy. 
 
We obtained an intrinsic value of $123.92 and weighted this model at only 25% 
since we feel as if this is a rough estimate compared with our DCF model listed 
above. The detailed comparables model can be found in Appendix I. 
 
Intrinsic Value 
After taking into account both our DCF and Comparables models, we value Valero 
Energy at $117.24. This gives us a margin of safety of 15.13% since the current 
share price is $101.83, as shown on Figure 17.  
 
Historical Price Target 
It should be noted that we did pitch Valero Energy in Q4 of 2017, before FY 2017 
earnings were released. At that time, the share price was $80.71, and our calculated 
intrinsic value was $96.12, giving us a margin of safety of almost 20%. Although 
the share price has reached and surpassed our original target price, we as a team feel 
that the price target should now be $117.24. Our valuation has been updated to  
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Figure 20 – VLO Exports 

Source: VLO Investor Presentation 

Figure 21 – Diesel vs. Crude Oil Prices 

Source: Energy Information Administration 

Figure 22 – Incident Rate 

Source: VLO Investor Presentation 

Figure 23 – Brent, WTI and Gasoline Price Spread 

Source: Energy Information Administration 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

include the FY 2017 financial results which were released in February, as well as 
the new Tax Reform. Valero performed very well on FY 2017, and we believe it 
will continue to do so during our 10-year investment horizon. 
 
Investment Risks 
Changing Government Regulations 
Valero Energy is exposed to increased environmental regulations, such as proposed 
climate change laws, by the government. It is evident that the world is trying to 
move away from fossil fuels and start using renewable energy to power commercial 
and residential vehicles, aircraft, buildings and factories. Harsh government 
regulations could adversely impact Valero’s production, business model and 
consumer demand for refined products in the future.  
 
    Mitigant: 
Demand for refined products will continue to grow throughout the next decade as 
our society does not have the technology or ability to transfer to environmentally-
friendly resources just yet. The majority of the world will continue using fossil fuels 
for the foreseeable future, and only a very small percentage of retail consumers will 
switch to electric vehicles and similar modes of transportation.  
 
Volatile Refining Margins 
Valero Energy’s profit margins are highly tied to the spread between input crude oil 
and the market price at which refined products are sold. This price differential has 
been known to be volatile at certain times historically and could adversely affect 
refining margins in an unexpected macro-environment circumstance. 
 
    Mitigant: 
The spread between crude oil and the market price at which Valero sells its refined 
products has remained relatively stable historically, as shown on Figure 21. 
Although it can be volatile at times, historical data show that the spread will remain 
high enough for Valero to remain profitable.  
 
Narrowing WTI-Brent Spread 
Valero currently benefits from light and heavy crude differentials on the Gulf Coast. 
Valero experiences major competitive advantages over European refineries by 
purchasing WTI crude oil (which is cheaper) compared with the international 
benchmark, Brent. If the price differential between WTI and Brent crude begin to 
narrow, margins could suffer, and Valero’s competitive advantage could diminish. 
 
    Mitigant: 
Historically, the crude-oil spread has remained relatively consistent and is projected 
to do so over the next few years.  
 
Dependence on Crude Oil Supply 
Supply interruptions and the loss of ability to obtain crude oil may significantly 
drive up feedstock prices, causing margins to decline.  
 
    Mitigant: 
Currently, there is a crude-oil surplus around the globe, making it increasingly less 
probable that a shortage will occur in the short-term. Similarly, Valero Energy has 
adequate and diversified supply contracts in the Middle East, Africa, Asia, North 
America and South America. Therefore, it is highly unlikely that Valero will 
experience a problem obtaining crude-oil at a fair price. 
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Figure 24 – Compensation vs. Performance 
(1-yr % Change) 

Source: Morningstar 

Figure 25 – Annual Dividend Yield as of 
March 20, 2018 

Source: VLO Investor Presentation 

Figure 26 – VLO Refinery Total Energy Use 
(Million Btu per barrel of throughput) 

Source: VLO 2016 CSR Report 

Figure 26 – VLO’s Top 10 Institutional 
Owners 

Source: Factiva 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Corporate Governance & CSR 
Executive Management 
Valero’s current Chairman and CEO, Joe Gorder, assumed his current role in 2014, 
and is a 27-year industry veteran. Gorder has held multiple senior leadership 
positions and has proven to be a capable leader. Although Valero’s CEO 
compensation is higher than average, in the past year CEO compensation growth 
was below the company’s performance metrics growth, as shown on Figure 24. The 
average executive tenure is 21.2 years, and the average age is 56 years. Overall, 
Valero’s management team is good for the company’s long-term value creation and 
for shareholders, with its disciplined capital allocation and shareholder-friendly 
dividend and buyback policies.  

Board of Directors 
Valero’s Board of Directors is comprised of 11 members, all of which, except 
Gorder, are independent directors. The average age of the Board members is 63, 
and the average Director tenure is 8.34 years. Overall, we see no threat coming from 
the Directors and they have proven to guide the company strategically and favor 
shareholder well-being.  

Corporate Social Responsibility 
Valero puts effort into taking care of its stakeholders and the environment. The 
company follows five guiding principles: Safety, Environment, Community, 
Employees, and Stakeholders.  

Occupational safety has been improving significantly at Valero in the past seven 
years. In 2016, the company established a company record-low refinery employee 
incident rate of 0.35, below the industry average of about 0.6.  

Valero has strived to reduce its greenhouse-gas and other air emissions through 
adoption of new technologies. From 2012-2015, the average per-barrel greenhouse-
gas emission was decreased by 15%. As shown on Figure 26, the company has been 
reducing the total energy use in its refining operations, and its refineries have ranked 
among the top facilities in energy efficiency in industry surveys.  
 
Conclusion 
Valero Energy will continue creating value in the next decade given its effective 
refining assets, which are located in advantageous locations for low transportation 
costs and competitive pricing of exported products. The company has relatively 
strong financial health, which will persist since management has shown consistent 
discipline in capital allocation. These fundamentals will be supported by a strong 
macroeconomic environment in the next decade.  
 
Because of those reasons, we recommend a BUY rating for Valero Energy Corp. 
(NYSE: VLO) based on a ten-year target price of $117.24 per share. Our target price 
offers a 15.13% margin of safety based on its closing price of $101.83 on April 
13th, 2018. 
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Appendix 
Appendix A: Map of Operations 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 

 

 

 

 

 

 

 

 

 

 

 

Appendix B: Independent versus Integrated Refinery                              
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Appendix C: Management & Employee Stats 

 

 

 

 

 

 

 

 

Appendix D: Valero Competitive Landscape Ratios 

 

 

 

 

 

 

 

 

 

Appendix F: Capital Allocation 
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Appendix G: Valero Energy Partners (VLP) Organizational Structure 

  

  



 13 

Appendix H: Discounted Cash Flow Model 
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Appendix: I: Comparables Model 

 

 

 

 

 

 

 

Appendix J: Crude Oil & Refined Fuel Prices 
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Appendix K: Income Statement 
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Appendix L: Statement of Cash Flows 
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Appendix M: Balance Sheet 
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Appendix N: Sources 

Valero Investor Reports 2017 & 2018 

Valero 2017 & 2018 10-K 

Bloomberg 

ValueLine 

Financial Times 

Valero Investor Relations 

Energy Information Administration 

IBIS World 

Morningstar 

Valero’s 2016 CSR Report 

Factiva 
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