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The “Value” Stock That Traditional Value Investors Can’t See
Added to our Focus List — Long Model Portfolio on May 2, 2018.

Over the weekend, Barron’s became the latest publication to question the underperformance of value strategies
during the current bull market. However, where many commentators have been quick to trumpet value
investing’s demise, Barron’s suggested that what we really to need to do is “re-evaluate value.”

Traditional valuation metrics have significant flaws. P/E ratios are based on misleading accounting earnings, and
accounting book value ignores significant assets and liabilities hidden off the balance sheet. Colgate-Palmolive
(CL: $63/share) looks expensive based on these traditional metrics, but a look at the true cash flows of the
business shows otherwise. lts cheap valuation, combined with a long-term track record of growth and
profitability, makes CL this week’s Long Idea.

Accounting Earnings Understate CL’s Profitability

Investors only analyzing reported net income may be led to think that CL’s business is in decline. In reality, CL’s
declining GAAP net income in 2017 was the result of accounting loopholes. The true after-tax operating profit
(NOPAT) of the business has grown in the mid-single digits each of the past two years.

In fiscal 2017, multiple non-operating expenses lowered CL’s reported earnings. First, the company increased its
LIFO reserve by $33 million. Then, on page 79, CL disclosed that it included $164 million of restructuring
charges in operating expenses, up $41 million from the year before. These restructuring charges are part of the
Global Growth and Efficiency Program that has helped CL cut costs and improve its NOPAT margin from 16.8%
in 2012 to 18.1% in 2017. While some companies use “restructuring” as a perpetual item to exclude real costs
from non-GAAP earnings, CL’s restructuring program is slated to end in 2019.

Most significantly, on page 100, CL disclosed a $275 million charge due to the impact of tax reform. The new law
will significantly lower CL’s cash tax rate going forward, but the company has to pay a one-time repatriation tax
on the accumulated earnings of its foreign subsidiaries.

Combined, these three charges have an after-tax value of $409 million, or 20% of GAAP net income. By
removing these non-recurring charges, we see that CL’'s NOPAT increased 4% year-over-year (YoY) even as
GAAP net income declined by 17%.

Figure 1: CL’s NOPAT Grows While Net Income Declines
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Sources: New Constructs, LLC and company filings
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Over the longer term, CL has grown NOPAT by 3% compounded annually (vs. 2% GAAP net income growth)
over the past decade and 5% compounded annually (vs. 3% GAAP net income growth) over the past 15 years.
Since 2007, CL has earned a return on invested capital (ROIC) below 20% only twice. Few companies can
match CL'’s track record of steady profit growth and high ROIC.

Focus on ROIC Creates Shareholder Value

CL has achieved a superior ROIC compared to its peer group by directly incentivizing executives to focus on
intelligent capital allocation. ROIC is one of seven metrics that CL uses to determine executive salaries, annual
bonuses, and long-term incentives.

This focus on improving ROIC aligns the interests of executives and shareholders and helps ensure prudent
stewardship of capital'. Shareholders can be confident that CL executives will avoid overpriced acquisitions such
as PG’s deal for Gillette. We believe this superior corporate governance is an underrated competitive advantage,
which is why we created the Exec Comp Aligned with ROIC Model Portfolio. CL’s strong corporate governance
earns it a place in this model portfolio.

CL’s emphasis on ROIC has not come at the expense of growth, either. Over the past decade, the company has
grown economic earnings — the true cash flows of the business — from $1.3 billion in 2007 to $2.1 billion in 2017,
or 5% compounded annually.

Price to Earnings and Price to Book Don’t Work When Valuing CL

While CL has steadily grown economic earnings, its understated accounting earnings make it look more
expensive on a price to earnings (P/E) ratio than both its peer group and the market as a whole. As Figure 2
shows, CL’s current P/E of 26.8 is higher than the median of 20.3 for the peer group listed in its proxy statement
and the median of 20.6 for the S&P 500.

Figure 2: CL Looks Overvalued on Traditional Metrics

Company

CL 26.8 -218.3
Peer Group 20.3 6.3
SPY 20.6 3.0

Sources: New Constructs, LLC and company filings

CL also looks expensive based on price to book (P/B), due to the fact that it has a negative accounting book
value. For a consumer goods company like CL, its brand names are its most valuable asset. Since the company
has developed the majority of its brands organically, their dollar value is not captured on the balance sheet.

Unlike Colgate Palmolive, Procter & Gamble (PG), one of CL’s main competitors, has acquired some of its most
valuable brands, such as Gillette and Clairol. As a result, PG carries these brands on its balance sheet in the
form of ~$70 billion (57% of total assets) in goodwill and other intangible assets.

As we’ve written before, CL's decision not to pursue overpriced acquisitions has led to a higher ROIC and
superior long-term stock performance compared to PG. However, the large amount of goodwill on PG’s balance
sheet gives it a higher book value and a more attractive looking P/B of 3.3.

As aresult, PG is held by value index funds such the Vanguard Value ETF (VTV) while CL isn’t. Investors that
use simple screens to find value stocks will miss out on CL because its earnings are artificially depressed and it
has avoided overpriced acquisitions. In our opinion, this intelligent capital allocation track record makes CL a
much truer value stock than PG.

Superior ROIC Is Correlated with Shareholder Value

When we cut through the accounting constructs and analyze the real cash flows of the business, we see that CL
is actually undervalued compared to its peers.

" Ernst & Young’s recent white paper “Getting ROIC Right” demonstrates the link between an accurate calculation of ROIC and shareholder
value.
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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 is featured by Harvard Business School.

Per Figure 3, ROIC explains 78% of the difference in valuations for the 15 stocks in CL’s listed peer group. CL
trades at a significant discount to its peers based on the trend line in Figure 3. The only two companies that are
cheaper based on this measure are Unilever (UL), which does not expect to see any benefit from tax reform, and
Campbell Soup (CPB), which recently completed an overpriced acquisition of Snyder’s Lance.

Figure 3: ROIC Explains 78% of Valuation for CL Peers
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CL'’s enterprise value per invested capital (which is a cleaner version of price to book and captures the capital
put in the business better than accounting metrics) implies that the market expects CL’'s ROIC to decline to
18.3%. The last year CL earned an ROIC that low was 2005.

If the stock were to trade at parity with its peers, it would be worth $70/share, or 7% above the current share
price. Given CL'’s status as the most profitable company in its industry and its long-term track record of profit
growth, we would argue it deserves a premium valuation.

Cost Control and Brand Value Drive Superior Margins

CL has consistently maintained higher margins than its peers, and that advantage increased last year. Per
Figure 4, the company’s margin advantage versus its peer group average reached the highest level of the past
five years in 2017.

Figure 4: CL’s Superior Margins Over the Past Five Years

Net Operating Profit After Tax (NOPAT) Margin
Company / Peer Group

CL Peer Group Average 15.5% 16.2% 15.8% 17.6%
CL 16.8% 16.8% 16.0% 17.7%
Margin Advantage: CL vs. Peers 1.3%

Sources: New Constructs, LLC and company filings

CL’s margin expansion in 2017 even as its competitors’ margins declined demonstrates the value of the
company’s restructuring program. Management has efficiently cut costs and eliminated inefficiencies over the
past few years. We think it is fair to expect to see further gains through the end of the program in 2019.
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The company’s persistent margin advantage versus its peers is also a testament to the value and power of its
consumer brands. Only one company from CL'’s peer group earned a higher NOPAT margin in 2017, and that
was The Coca-Cola Company (KO). It takes one of the most famous brands in the world to best CL’s margins.

Valuation Offers Significant Upside Potential

At its current price of ~$63/share, CL has a price to economic book value (PEBV) of 1.1, which implies that the
market expects the company to grow NOPAT by no more than 10% for the remainder of its corporate life. This is
a pessimistic assumption for a company that has more than doubled NOPAT over the past 15 years.

The market's low profit growth expectations for CL seem especially pessimistic when one factors in the
company’s anticipated benefit from tax reform. CL anticipates that the new tax law will reduce its tax rate to 26-
27%, down from the current cash tax rate of 32% in 2017. Even if CL fails to grow pre-tax profit at all in 2018, the
tax cut should increase NOPAT by ~9%.

If CL maintains 2017 pre-tax margins of ~27%, pays a cash tax rate of 26%, and grows revenue at an annual
rate of 3% over the next 15 years, the stock is worth $88/share today — a 38% upside from the current price. See
the math behind this dynamic DCF scenario here.

Investors get the opportunity for significant upside with CL while taking relatively little risk. The company’s
business holds up well during uncertain economic times, as it showed when it grew NOPAT and ROIC during
2008-2009. In that market crash, CL dropped by less than 30% and had recovered to its previous high by the
end of 2009, while the S&P 500 dropped over 50% and didn’t recover its losses until 2013.

Direct to Consumer Startups Won’t Disrupt CL’s Business

Aside from the misguided notion that CL is expensive, it's hard to find a credible bear case against the stock.
Most investors understand the stability of the business and the trend of slow but steady profit growth that it
generates.

One trend that has likely given investors cause for concern is the rise of direct to consumer (DTC) startups that
sell everything from toothbrushes to bras through online subscription models. Since 2012, roughly 400 startups
have arisen in this category, and they’ve raised a collective $3 billion in venture capital funding.

Some investors believe that these companies have a competitive advantage versus CL because they “cut out
the middleman”. There’s no retailer like Walmart (WMT) taking part of the margin, so these companies should be
able to serve customers at a lower price.

In reality, the middleman hasn’t been removed, but rather replaced. Instead of retailers taking margin, it's Google
(GOOGL) and Facebook (FB) earning a cut of every transaction. Startups need to advertise heavily online for
consumers to find their products, and Google and Facebook are increasingly the only games in town. As a result,
Facebook was able to increase its cost per impression 171% in the first half of 2017 alone.

Not only have DTC startups not eliminated the middleman, they’ve actually positioned themselves in a space
where the middleman is much more consolidated and powerful. Add in the high cost of shipping directly to
consumers, a process that is difficult to scale, and these startups appear to be at a distinct disadvantage to CL
and other incumbents.

Daniel Gulati, a partner at Comcast Ventures, said as much when asked about the industry in a recent Inc.
article:

“The majority of these brands don’t grow fast enough to warrant venture capital and many don’t work out
economically.”

The only thing that has kept these startups in business so far has been the venture capitalists that ignore these
disadvantages and have invested billions of dollars. Effectively, VC’s are subsidizing these companies to sell at a
loss and be price competitive.

DTC startups may be having a small short-term impact on CL’s margins and market share, but eventually the VC
money is going to dry up. When that happens, they won't have the scale or the resources to compete. These
startups don’t pose a significant long-term threat to CL’s cash flows, and their collapse after the VC bubble
bursts may provide it with an opportunity for further margin expansion or market share growth.
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Growing Dividend and Buybacks Provide 5% Yield

CL has increased its quarterly dividend for 14 consecutive years. Most recently, the company increased its
dividend by 5% for 2018, which at current prices, gives it a 2.6% dividend yield. Better yet, CL generates more
than enough cash flow to sustain its dividend. From 2013-2017, CL generated a cumulative $12.7 billion (22% of
market cap) in free cash flow while paying $7.4 billion in dividends. A long track record of dividend growth
combined with healthy free cash flow earns CL a spot on our Dividend Growth Model Portfolio.

In addition to dividends, CL returns capital to shareholders via share repurchases. The company repurchased
$1.6 billion, $1.3 billion, and $1.4 billion in fiscal 2015, 2016, and 2017 respectively. CL currently has ~$750
million remaining on its repurchase authorization, but it seems likely that the company will authorize more
buybacks in the future given its strong free cash flow. CL’s buyback in 2017 equated to 2.5% of market cap.
When combined with the 2.6% dividend yield, the total yield to shareholders tops 5%. This dependable
shareholder yield decreases the risk even more for investors.

Value Investors Could Rediscover CL

CL shares have lagged the market significantly in recent years. The stock is down 8% over the past year and
roughly flat over the past three years while the market is up 27% since May 2015.

CL stock has struggled in part due to its inability to attract so-called “value” investors. The company’s poor
traditional, accounting metrics have kept it off the screens of traditional value investors. As we discussed above,
CL has also been left off of the indexes that many prominent value funds track.

Over the next couple years, the combination of tax cuts and the end of the restructuring program should provide
a big boost to CL’s accounting earnings to the point where its P/E ratio puts it back on the radar of retail
investors and index funds. This new pool of buyers should help drive up the stock price.

We also believe that investors will, as Barron’s put it, “re-evaluate value”. As more people start to understand the
limitations of P/E and P/B ratios, they will begin to use more sophisticated metrics that evaluate the real cash
flows of the business and not rely on the tired data and metrics that have been the norm for decades. This shift
in focus should attract modern value investors to the durable cash flows and high ROIC of CL.

Minimal Insider Trading and Short Interest

Insider activity has been minimal over the past three months with 86 thousand shares bought and 335 thousand
shares sold for a net effect of 250 thousand shares sold. These sales represent less than 1% of shares
outstanding. There are currently 12 million shares sold short, which equates to 1% of shares outstanding and 4
days to cover. Insiders seem comfortable holding CL, and investors have no interest in betting against this stable
and profitable company.

Critical Details Found in Financial Filings By Our Robo-Analyst Technology

As investors focus more on fundamental research, research automation technology is needed to analyze all the
critical financial details in financial filings. Below are specifics on the adjustments we make based on Robo-
Analyst? findings in Colgate-Palmolive’s 2017 10-K:

Income Statement: we made $1 billion of adjustments, with a net effect of removing $777 million in non-operating
expense (5% of revenue). We removed $133 million in non-operating income and $910 million in non-operating
expenses. You can see all the adjustments made to CL’s income statement here.

Balance Sheet: we made $7.6 billion of adjustments to calculate invested capital with a net increase of $4.7
billion. The most notable adjustment was adding back $3.9 billion in accumulated other comprehensive loss. This
adjustment represented 42% of reported net assets. You can see all the adjustments made to CL'’s balance
sheet here.

Valuation: we made $11.1 billion of adjustments with a net effect of decreasing shareholder value by $9.2 billion.
The largest adjustment was $7.4 billion in total debt, which includes $650 million in operating leases. This
adjustment represents 13% of CL’s market cap. Despite the decrease in shareholder value, CL remains
undervalued.

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

The following funds receive our Attractive-or-better rating and allocate significantly to Colgate-Palmolive:
1. YCG Enbhanced Fund (YCGEX): 6.8% allocation and Very Attractive rating

ICON Consumer Staple Fund (ICLEX): 4.5% allocation and Very Attractive rating

Fiera Capital Global Equity Focused Fund (FCGIX): 4.3% allocation and Very Attractive rating

Consumer Staples Select Sector SPDR Fund (XLP): 3.5% allocation and Very Attractive rating

Fidelity MSCI Consumer Staples Index ETF (FSTA): 3.2% allocation and Very Attractive rating

Vanguard Consumer Staples Index Fund/ETF (VCSAX), (VDC): 3.1% allocation and Very Attractive
rating

SRR

This article originally published on May 2, 2018.

Disclosure: David Trainer, Kyle Guske Il, 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.

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.

Page 8 of 8


http://blog.newconstructs.com/
http://www.newconstructs.com

	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 f...
	To fulfill the Duty of Care, research should be:
	Value Investing 2.0: Diligence Matters: Technology is Key to Value Investing With Scale
	DISCLOSURES
	DISCLAIMERS

