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Underappreciated Operational Efficiency Could Boost Shares

Due to accounting loopholes, GAAP earnings can obscure the true profitability of a business. This firm has
reported many years of GAAP losses and, only recently, profits, despite generating positive and growing cash
flows since 2011. With a history of cash flows exceeding GAAP earnings, a market leading position, and an
undervalued stock price, Masonite International Corp (DOOR: $60/share) earns a spot in this month’s Most
Attractive Stocks Model Portfolio and is this week’s Long Idea.

DOOR'’s History of Profit Growth is Longer Than Reported

Investors analyzing DOOR’s GAAP net income would believe that the firm was losing money until 2016, when
the company first reported positive GAAP net income. When we remove accounting distortions and non-
recurring charges, such as asset impairments or losses on disposal of subsidiaries, we find that DOOR’s after-
tax profit (NOPAT) has been positive (and growing) each year since 2011.

Since then, DOOR has grown revenue by 5% compounded annually while NOPAT has grown an impressive
73% compounded annually, per Figure 1. Accelerated NOPAT growth has been fueled by rising NOPAT
margins, which have improved from <1% in 2011 to 8% in 2017.

Figure 1: DOOR’s Revenue & Profit Growth Since 2011
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Sources: New Constructs, LLC and company filings

In addition to profit growth, DOOR has efficiently managed its balance sheet despite acquiring many smaller
competitors over the years. Average invested capital turns, a measure of balance sheet efficiency, have
increased from 1.2 in 2011 to 1.3 in 2017. Rising margins and efficient capital use have improved DOOR’s return
on invested capital (ROIC) from <1% in 2011 to a 10% in 2017. The firm has also generated a cumulative $198
million (12% of market cap) in free cash flow over the past five years.

DOOR Holds Key Competitive Advantages

Masonite International is a designer, manufacturer, and distributor of interior and exterior doors for residential
and non-residential new construction and remodels. The firm’s longstanding business (founded in 1925) is now
either first or second in market share in the seven product categories targeted in North America. The firm is one
of only two vertically integrated molded interior residential door manufacturers and the only vertically integrated
non-residential interior wood door manufacturer in North America.

The firm’s largest competition comes from JELD-WEN (JELD), which is the other vertically integrated door
manufacturer. Smaller competitors, which source door supplies, include Plastpro, Feather River, and Novatech.
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After building long-term customer relationships (each of its top 20 customers have purchased from it for at least
10 years), Masonite has focused on improving the efficiency of its business. In the past few years, it has exited
unprofitable European markets, automated and optimized its production lines, implemented lean manufacturing
operating systems, and created a new digital sales platform.

These actions, when coupled with industry consolidation, have significantly improved DOOR’s margins. Per
Figure 2, DOOR’s NOPAT margin has improved from 2% in 2017 to 8% in 2017. Meanwhile, its main competitor,
JELD, has seen margins improve at a much slower pace and now lags DOOR.

Figure 2: DOOR’s Margin Improvement Sine 2014
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Sources: New Constructs, LLC and company filings.

Higher margins provide DOOR greater flexibility to invest in plant improvements or optimize raw material
procurement while remaining profitable. In a growing market, DOOR can also leverage its high margins to grow
market share without completely sacrificing the bottom line. On the flip side, DOOR’s margins provide greater
ability to weather a downturn in the economy, should such a scenario present itself. More importantly, in an
industry dominated by two firms, DOOR’s margins insulate it in the event JELD initiated a price war. DOOR also
generates greater FCF and could withstand a price war longer than its less profitable competition.

Bear Case Assumes Housing Market Will Crash

It's no secret that DOOR’s success is tied to the housing market. In 2017, residential repair and residential new
construction markets accounted for 47% and 40% of sales, respectively. Bears argue that the market has
peaked and will only decline from its current point.

Were this the case, DOOR’s end markets would experience falling demand, which would lead to lowered
revenues and a likely decline in profits. However, macro-economic data contradicts this view of the housing
market.

Despite month-to-month fluctuations, the United States housing market (which accounted for 66% of revenue in
2017) remains strong and has room for further expansion. New home construction still remains well below
historical averages, and remodel/repair activity continues to trend upwards. Figure 3 shows that annual new
home sales remain well below the average of any 10-year period since the 1960s. 2017 annualized sales of 617
thousand remain 11% below the 30-year average. Even if we look at the 30-year period prior to the 2000
housing bubble, 2017 sales still remain 5% below the 1970-1999 average.

Figure 3: Average New Home Sales by Decade

Average New Home

Decade Sales (thousands)
1960's 512
1970's 655
1980's 609
1990's 698
2000's 902
2010's 443

Sources: New Constructs, LLC and U.S. Census Data

New home starts, which include homes that haven’t completed the sale process yet, also remain below historical
averages. From 1987-2017, new home starts averaged 1 million per year. Over the past decade, new home
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starts averaged 612 thousand per year. After picking up in recent years, the 5-year average of 723 thousand
new home starts is still 29% below the 30-year average.

The housing market index (HMI), a survey of single-family housing market conditions, remained at 70 in March
2018, which marks 45 consecutive months above 50. A reading above 50 indicates positive sentiment given the
current market.

Apart from new home construction, the Remodeling Market Index (RMI), created by the National Association of
Homebuilders (NAHB), provides insights on current remodeling market conditions. At the end of 2017, the RMI
reached 60 for just the second time since 2001. Any reading above 50 indicates that remodeling activity is higher
compared to the prior period. The RMI has been at or above 50 for 19 consecutive quarters.

While the housing market remains well below historical levels, future expectations matter more to Masonite’s
profit potential. The NAHB forecasts a strengthening in single-family housing in 2018 with more consumers
entering the housing market. The HMI would indicate a similar reading, as its measurement of sentiment for the
next six months reached 78 in March. Freddie Mac also expects new home starts to drive the overall housing
market higher in 2018. Len Kiefer, Freddie Mac’s deputy chief economist notes that “housing construction
continues to lag demand by a wide margin, so we expect to see housing starts grind higher in 2018.”

The leading indicator of remodeling activity (LIRA), released by the Joint Center for Housing Studies of Harvard
University, projects that homeowner spending on improvements and repairs will grow nearly 8% year-over-year
in 2018. The Joint Center for Housing Studies believes 2018 could post the strongest gains for home remodeling
in more than a decade. Similar to the HMI above, the RMI future market measurement would also indicate a
strengthening remodeling market. The RMI future indicator was 59 at the end of 2017, which is up from 52 in
4Q16.

One final issue from bears is DOOR’s revenue concentration. The Home Depot (HD) accounted for 18% of
DOOR’s 2017 sales. Such concentration would be more concerning if it were based on one individual product or
geographic locale. Instead, DOOR sells multiple different products across the country via Home Depot, which
increases Home Depot’s switching costs were it to remove DOOR products from its sales floor. Additionally,
Home Depot is a well-run retailer (grown NOPAT 7% compounded annually over past decade), which minimizes
the threat of a large distribution center going bankrupt, as we’ve recently seen with Toys R Us and toy
manufacturers.

The bear case is further weakened by DOOR’s valuation. Not only does the stock look cheap when analyzed
against peers, but the stock’s valuation also implies profit growth will cease moving forward, as we’ll show below.

Improving ROIC Correlated with Creating Shareholder Value

Numerous case studies show that getting ROIC right is an important part of making smart investments. Ernst &
Young recently published a white paper that proves the material superiority of our forensic accounting research
and measure of ROIC. The technology that enables this research was featured by Harvard Business School.

Per Figure 4, ROIC explains 81% of the difference in valuation for the 21 Construction Supplies & Fixture stocks
under our coverage. DOOR’s stock trades at a significant discount to peers as shown by its position below the
trend line in Figure 4. DOOR’s enterprise value per invested capital (a cleaner version of price to book) of 1.5
implies that the market expects its ROIC to decline to 7%.
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Figure 4: ROIC Explains 81% Of Valuation for Construction Supplies & Fixture Stocks

Regression Analysis Shows DOOR is Undervalued
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If the stock were to trade at parity with its peers, it would be worth $97/share — a 62% upside to the current stock
price. Given the firm’s improving margins and ROIC, one would think the stock would garner a premium
valuation. Below we'll use our DCF model to quantify just how high shares could rise assuming conservative
profit growth.

DOOR'’s Undervalued Stock Offers Significant Upside Potential

Despite the strong fundamentals, DOOR is down 19% year-to-date, with half that decline coming after DOOR
missed earnings expectations in February. Over the same time, the S&P is down just 1%. This decline in
valuation leaves DOOR significantly undervalued, both by traditional metrics and when analyzing the
expectations baked into the stock price. DOOR’s P/E ratio of 11.8 is below the Consumer Cyclicals sector
average of 20.7 and the S&P 500 average of 24.9. When we analyze the cash flow expectations baked into the
stock price, we also find that DOOR holds significant upside potential.

At its current price of $60/share, DOOR has a price-to-economic book value (PEBV) ratio of 1.0. This ratio
means the market expects DOOR’s NOPAT to never meaningfully grow from current levels. This expectation
seems overly pessimistic for a firm that has consistently grown NOPAT significantly since 2011.

If DOOR can simply maintain 2017 NOPAT margins of 8% and grow NOPAT by just 5% compounded annually
for the next decade, the stock is worth $88/share today — a 47% upside. Given the continued growth in the
housing market, such a scenario could prove conservative. Should DOOR’s margins improve as they have in
years past while revenue growth continues, the stock would hold even greater upside potential.

Operational Improvements Provide Strong Tailwinds

Masonite continues to invest in optimization and automation in its production facilities that we expect will drive
further margin improvement. At the end of 4Q17, the company had reduced employee headcount and optimized
scheduling to remove less productive shifts. The company updated plant layouts to increase efficiency and also
invested in automation and robotics to increase capacity without increasing labor requirements.

Management has also noted that factory productivity and distribution are the top operational priorities in 2018.
With future cost savings, DOOR could be setting itself up for another multi-year run of profit growth, which should
propel shares higher. In the meantime, investors receive significant yield even in the absence of a dividend, as
we’ll show below.

Combined with favorable outlook for a growing market, as detailed above, the company’s efficiency
improvements should drive profit growth that significantly exceeds the market’s low expectations.

Page 4 of 8


http://blog.newconstructs.com/
http://www.newconstructs.com
https://www.newconstructs.com/education-economic-book-value/
https://www.newconstructs.com/wp-content/uploads/2018/03/NewConstructs_DCF_DOORvaluation_2018-03-28.png
https://www.newconstructs.com/wp-content/uploads/2018/03/NewConstructs_DCF_DOORvaluation_2018-03-28.png

-~

4 % 4 New Constructs®
STOCK PICKS AND PANS 328/18

Share Repurchases Provide Significant Yield Despite No Dividend

DOOR does not pay a dividend but, instead, returns capital to shareholders through share repurchases. In
February 2017, the company authorized an additional $200 million in share repurchases, of which $121 million
remain as of December 31, 2017.

In 2016 and 2017, DOOR repurchased $109 million and $120 million worth of shares, respectively. If DOOR
management purchased shares in line with the averages of the past two years, it would repurchase $115 million
over the next year. A repurchase of this size equates to 7.0% of the current market cap.

Executive Compensation Plan Could be Improved but Hasn’t Led to Value Destruction

DOOR’s executive compensation plan, which includes base salary, annual incentives, and long-term incentives,
is based on reaching target financial goals. Annual incentive goals include net revenue and adjusted EBITDA.
Long-term incentives are awarded via stock options and performance-based shares. Performance share goals
include adjusted EBITDA and return on assets. Non-GAAP metrics such as adjusted EBITDA provide
management significant leeway in calculation and could lead to executives receiving bonuses while destroying
shareholder value.

We would prefer to see executive compensation tied directly to value creation, specifically tied to ROIC, since
there is a strong correlation between improving ROIC and increasing shareholder value'. Despite the use of
metrics not directly tied to increasing shareholder value, DOORSs current exec comp plan has not led to
executives getting paid while destroying shareholder value. The company has improved economic earnings, the
true cash flows of the business, from -$57 million in 2011 to $54 million in 2017.

Insider Trading is Minimal While Short Interest Shows Market Pessimism

Insider activity has been minimal over the past twelve months with 115 thousand shares purchased and 78
thousand shares sold for a net effect of 37 thousand shares purchased. These purchases represent less than
1% of shares outstanding. There are currently 742 thousand shares sold short, which equates to 3% of shares
outstanding and 2 days to cover. Short interest has increased 36% from the prior month which matches the
pessimistic expectations baked into the stock price.

Auditable Impact of Footnotes & Forensic Accounting Adjustments

Our Robo-Analyst technology? enables us to perform forensic accounting with scale and provide the research
needed to fulfill fiduciary duties. In order to derive the true recurring cash flows, an accurate invested capital, and
an accurate shareholder value, we made the following adjustments to Masonite International’s 2017 10-K:

Income Statement: we made $102 million of adjustments, with a net effect of removing $2 million in non-
operating expense (<1% of revenue). We removed $50 million in non-operating income and $52 million in non-
operating expenses. You can see all the adjustments made to DOOR’s income statement here.

Balance Sheet: we made $482 million of adjustments to calculate invested capital with a net increase of $156
million. The most notable adjustment was $117 million in operating leases. This adjustment represented 8% of
reported net assets. You can see all the adjustments made to DOOR’s balance sheet here.

Valuation: we made $935 million of adjustments with a net effect of decreasing shareholder value by $763
million. Apart from $772 million in total debt, which includes $117 million in operating leases noted above, the
largest adjustment to shareholder value was $75 million in excess cash. This cash adjustment represents 5% of
DOOR'’s market cap. Despite the decrease in shareholder value, DOOR remains undervalued.

Attractive Funds That Hold DOOR
The following fund receives our Attractive-or-better rating and allocates significantly to Masonite International.

1. Fidelity Select Construction and Housing Portfolio (FSHOX) — 1.0% allocation and Attractive rating.
This article originally published on March 28, 2018.

Disclosure: David Trainer, Kyle Guske Il, and Sam McBride receive no compensation to write about any specific

! Ernst & Young's recent white paper “Getting ROIC Right” proves the superiority of our holdings research and analytics.

2 Harvard Business School features the powerful impact of our research automation technology in the case New Constructs: Disrupting
Fundamental Analysis with Robo-Analysts.
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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.

3. 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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