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United Technologies Overpaid for Rockwell Collins

No one was surprised when United Technologies (UTX: $110/share) announced its takeover of Rockwell Collins
(COL) last week. After all, a deal between the two companies had been rumored for months. By the time the
official news came out, there had been plenty of time for the market to evaluate a potential merger.

The advanced warning of this merger made the market’s reaction all the more striking. UTX dropped 6% the day
the deal was announced as investors balked at the $140/share price tag. The market clearly does not believe
COL can generate the synergies UTX needs to create value with this acquisition, and looking at the numbers we
have to agree.

Simply put, the price UTX will pay for this acquisition — which comes to ~$33 billion when accounting for all forms
of debt and unfunded pension liabilities — makes it almost impossible for the deal to create long-term value for
shareholders.

COL'’s Declining Profitability

Beyond the deal’s valuation, it's worth looking at the business UTX plans to acquire. A hefty premium may be
warranted if COL were a rapidly growing, highly profitable business. However, Figure 1 makes it clear that the
opposite is true. COL has seen its return on invested capital (ROIC) decline every year since 2007.

Figure 1: COL ROIC Since 2001
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Sources: New Constructs, LLC and company filings.

COL’s declining profitability has gone hand in hand with a rising valuation. Even before the acquisition rumors
gained steam, the stock was up nearly 30% over the prior year. UTX did not just pay a significant premium to
acquire COL, it paid a premium on top of an already inflated valuation for a company with declining profitability.

Acquisition Price Implies Unrealistic Growth

When we evaluate any acquisition, we want to answer one key question: Can the acquired company generate
enough after-tax profit (NOPAT) for the deal to earn an ROIC greater than the acquiring company’s weighted
average cost of capital (WACC). Many mergers are “earnings accretive” but don’t meet this basic test of
economic value.

A look at COL'’s financials shows just how difficult it will be for UTX to earn an ROIC on this deal that exceeds its
5.1% WACC. Based on COL’s trailing twelve months NOPAT, the current deal earns an ROIC of just 2.7%. As
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Figure 2 shows, even if we assume significant NOPAT growth for the next five years it will be a high hurdle just
for the acquisition to break even.

Figure 2: Implied Acquisition Prices for UTX to Achieve 5.1% ROIC

To Earn 5.1% ROIC On Acquisition
% Premium (Downside) to Acquisition

NOPAT Growth Scenario COL's Implied Stock Price Price
No Growth $46 (67%)
17% CAGR for 5 Years $140 0%

20% CAGR for 5 Years $171 22%

Sources: New Constructs, LLC and company filings.

The price UTX will pay for this acquisition only makes sense if we assume the synergies can help COL grow
NOPAT by 17% compounded annually for the next five years. Even though there are significant scale and
integration opportunities open to the combined companies, 17% growth for five years is an optimistic scenario.

The hurdle may grow even higher as rating agencies consider a downgrade for UTX based on the added debt it
will take on. Such a downgrade would increase UTX’s cost of debt and its overall WACC.

The fact that the market took nearly $6 billion off of UTX’s market cap the day the acquisition was announced
suggests that investors see some synergies in this deal, but not nearly enough to justify its lofty valuation.

Why Accurate ROIC Calculations are Important

We’ve advocated for companies to tie executive compensation to ROIC precisely to avoid overpriced
acquisitions such as this one, which makes it especially surprising that UTX actually just began to tie long-term
bonuses to ROIC last year.

However, a closer look at UTX’s proxy statement shows a loophole that its executives can exploit. The
company’s calculation of invested capital excludes “acquisition and divestiture borrowings.” When calculating
ROIC for their bonuses, UTX executives will be able to include the profit that COL generates while excluding the
debt the company takes on in the acquisition.

The precise details of how companies calculate the metrics that influence executive compensation aren’t
exciting, but they can have a significant impact on shareholders’ interests.

Other Risk Factors

Executives often think about the best-case scenario when considering an acquisition, but it's also worth looking
at the many ways a deal could go wrong. For UTX, the acquisition of COL creates a number of significant risk
factors above and beyond the inflated valuation.

e Large acquisitions always create friction and difficulty during the integration process. Integrating COL will
be especially difficult due to the fact that COL is still integrating recently acquired B/E Aerospace. Major
operational setbacks due to problems with integration could cause problems for UTX, which already
faces pressure from key customer Airbus over delayed deliveries.

e Both Boeing (BA) and Airbus have reacted negatively to the acquisition, with both jet manufacturers
citing the combined company’s market power. It’s possible that this deal might spur Boeing and Airbus to
explore more vertical integration by bringing the manufacture of key components in house, a process
which Boeing has already begun.

e The deal also faces significant antitrust concerns, mostly in the EU. If regulators block the merger, UTX
will have wasted significant resources that could have been better spent on the operational side.

There are many ways for this acquisition to go wrong for UTX, but the valuation means everything must go right
to even begin to create value for shareholders.

This article originally published on September 12, 2017.

Disclosure: David Trainer and Sam McBride receive no compensation to write about any specific stock, style, or
theme.

Follow us on Twitter, Facebook, LinkedIn, and StockTwits for real-time alerts on all our research.
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New Constructs® - Research to Fulfill the Fiduciary Duty of Care

Ratings & screeners on 3000 stocks, 450 ETFs and 7000 mutual funds help you make prudent
investment decisions.

New Constructs leverages the latest in machine learning to analyze structured and unstructured
financial data with unrivaled speed and accuracy. The firm's forensic accounting experts work
alongside engineers to develop proprietary NLP libraries and financial models. Our investment ratings
are based on the best fundamental data in the business for stocks, ETFs and mutual funds. Clients
include many of the top hedge funds, mutual funds and wealth management firms. David Trainer, the
firm's CEQ, is regularly featured in the media as a thought leader on the fiduciary duty of care,
earnings quality, valuation and investment strategy.

To fulfill the Duty of Care, research should be:

1. Comprehensive - All relevant publicly-available (e.g. 10-Ks and 10-Qs) information has been
diligently reviewed, including footnotes and the management discussion & analysis (MD&A).

Un-conflicted - Clients deserve unbiased research.

Transparent - Advisors should be able to show how the analysis was performed and the data
behind it.

4. Relevant - Empirical evidence must provide tangible, quantifiable correlation to stock, ETF or
mutual fund performance.

Value Investing 2.0: Diligence Matters: Technology is Key to Value Investing With Scale

Accounting data is only the beginning of fundamental research. It must be translated into economic
earnings to truly understand profitability and valuation. This translation requires deep analysis of
footnotes and the MD&A, a process that our robo-analyst technology empowers us to perform for
thousands of stocks, ETFs and mutual funds.
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DISCLOSURES

New Constructs®, LLC (together with any subsidiaries and/or affiliates, “New Constructs”) is an independent organization with no management
ties to the companies it covers. None of the members of New Constructs’ management team or the management team of any New Constructs’
affiliate holds a seat on the Board of Directors of any of the companies New Constructs covers. New Constructs does not perform any
investment or merchant banking functions and does not operate a trading desk.

New Constructs’ Stock Ownership Policy prevents any of its employees or managers from engaging in Insider Trading and restricts any trading
whereby an employee may exploit inside information regarding our stock research. In addition, employees and managers of the company are
bound by a code of ethics that restricts them from purchasing or selling a security that they know or should have known was under consideration
for inclusion in a New Constructs report nor may they purchase or sell a security for the first 15 days after New Constructs issues a report on
that security.

DISCLAIMERS

The information and opinions presented in this report are provided to you for information purposes only and are not to be used or considered
as an offer or solicitation of an offer to buy or sell securities or other financial instruments. New Constructs has not taken any steps to ensure
that the securities referred to in this report are suitable for any particular investor and nothing in this report constitutes investment, legal,
accounting or tax advice. This report includes general information that does not take into account your individual circumstance, financial
situation or needs, nor does it represent a personal recommendation to you. The investments or services contained or referred to in this report
may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about any such
investments or investment services.

Information and opinions presented in this report have been obtained or derived from sources believed by New Constructs to be reliable, but
New Constructs makes no representation as to their accuracy, authority, usefulness, reliability, timeliness or completeness. New Constructs
accepts no liability for loss arising from the use of the information presented in this report, and New Constructs makes no warranty as to results
that may be obtained from the information presented in this report. Past performance should not be taken as an indication or guarantee of
future performance, and no representation or warranty, express or implied, is made regarding future performance. Information and opinions
contained in this report reflect a judgment at its original date of publication by New Constructs and are subject to change without notice. New
Constructs may have issued, and may in the future issue, other reports that are inconsistent with, and reach different conclusions from, the
information presented in this report. Those reports reflect the different assumptions, views and analytical methods of the analysts who prepared
them and New Constructs is under no obligation to insure that such other reports are brought to the attention of any recipient of this report.
New Constructs’ reports are intended for distribution to its professional and institutional investor customers. Recipients who are not
professionals or institutional investor customers of New Constructs should seek the advice of their independent financial advisor prior to making
any investment decision or for any necessary explanation of its contents.

This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any
locality, state, country or jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or which
would be subject New Constructs to any registration or licensing requirement within such jurisdiction.

This report may provide the addresses of websites. Except to the extent to which the report refers to New Constructs own website material,
New Constructs has not reviewed the linked site and takes no responsibility for the content therein. Such address or hyperlink (including
addresses or hyperlinks to New Constructs own website material) is provided solely for your convenience and the information and content of
the linked site do not in any way form part of this report. Accessing such websites or following such hyperlink through this report shall be at
your own risk.

All material in this report is the property of, and under copyright, of New Constructs. None of the contents, nor any copy of it, may be altered in
any way, copied, or distributed or transmitted to any other party without the prior express written consent of New Constructs. All trademarks,
service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of New Constructs.
Copyright New Constructs, LLC 2003 through the present date. All rights reserved.
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