
 
 

STOCK PICKS AND PANS 
11/14/18 

 

Page 1 of 9 
 

Important Disclosure Information is contained on the last page of this report.   
The recipient of this report is directed to read these disclosures. 

 

Keep on Trucking with This Undervalued Stock 
Added to our Focus List – Long Model Portfolio on November 14, 2018. 

Micro-bubbles happen when the media and noise traders fixate on certain trends or narratives and ignore 
underlying fundamentals. The opposite can also be true – below-the-radar economic trends can lead to 
undervalued stocks.  

This company benefits from an unprecedented surge in freight demand, an economic story that has received 
relatively little attention due to the focus on tax cuts and tariffs that have dominated 2018. Understated earnings 
and a recent change to executive compensation plans also make this company a better value than most 
investors realize. Cummins Inc. (CMI: $145/share) is this week’s Long Idea. 

EPS Understate Profits 

Orders for Class 8 trucks (aka semi-trucks) are expected to hit 450,000 thousand in North America in 2018, the 
largest recorded amount since at least 2004. This surge in demand has been a significant boon to Cummins, 
which is the largest supplier of Class 8 truck engines and has a 40% market share. 

However, accounting earnings don’t reflect this improvement in the business. Reported earnings per share are 
down 21% year-over-year for the trailing twelve months (TTM) period. Figure 1 shows how reported earnings, 
which have historically been higher than net operating profit after tax (NOPAT), understate profitability for 2017 
and the TTM period. 

Figure 1: CMI NOPAT and GAAP Net Income Since 2013  

 
 

 

Sources: New Constructs, LLC and company filings 

In contrast to the 21% decline in EPS, NOPAT has grown 34% TTM. Two main items explain this discrepancy: 

1. A $782 million (3% of revenue) one-time charge as a result of tax reform in Q4 2017 
2. Non-recurring expenses in Q1 and Q2 2018 adding up to $368 million (2% of revenue) due to field 

campaigns to repair older engine models that failed emissions tests 

Combined, these two items add up to $1.2 billion, and they explain why Cummins’ TTM reported earnings are 
just $1.3 billion while its TTM NOPAT is $2.2 billion. 

The combination of understated earnings and less media attention lead investors to underrate the strength and 
growth of Cummins’ business. 
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New Compensation Plan Aligns Executives with Shareholders 

Due to Cummins’ rapid growth and its investments in new technologies, such as electric vehicles, the company 
implemented changes to its executive compensation program at the beginning of 2018. Because these new 
investments mean the company may incur more debt in the future, the board decided to replace return on equity 
(ROE) with return on invested capital (ROIC) as the target for its long-term incentives. 

We applaud this shift, as ROE is not a useful metric for investors. It can be influenced by leverage, which is 
Cummins’ reason for making the change, but it also relies on flawed accounting earnings and ignores off-
balance sheet items. ROIC is a superior metric that has a much more significant link to valuation. 

Under the new compensation plan, 80% of long-term executive compensation will be linked to ROIC. This focus 
on improving ROIC will align the interests of executives and shareholders and ensure prudent stewardship of 
capital. There is also a strong correlation between improving ROIC and increasing shareholder value, a fact 
highlighted in our recent article “CEO’s That Focus on ROIC Outperform.” 

Improving ROIC Correlated with Creating Shareholder Value 

Numerous case studies show that getting ROIC right1 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 2, ROIC explains 49% of the difference in valuation for the 32 Auto, Truck, and Motorcycle Parts 
peers under coverage. Despite CMI’s 15% ROIC, which is well above the 9% average of the peer group, the 
firm’s stock trades at a slight discount to peers as shown by its position below the trend line. If the stock were to 
trade at parity with its peers, it would be $155/share – 7% above the current stock price. Given the firm’s rapid 
profit growth and superior corporate governance, one would think the stock would garner a premium valuation.  

Figure 2: ROIC Explains 49% Of Valuation for Auto, Truck and Motorcycle Parts Stocks 
 

 
 

Sources: New Constructs, LLC and company filings 

CMI Leads Peers in Profitability 

As discussed earlier in this piece, Cummins has the leading market share in the Class 8 truck engine market. 
Cummins is the only major independent engine manufacturer remaining in the industry. Its primary competitors 

                                                 
1 Ernst & Young’s recent white paper “Getting ROIC Right” proves the superiority of our holdings research and analytics. 
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are also its main customers – companies such as Daimler, Volvo, Paccar (PCAR), and Navistar (NAV) that have 
to make the choice between building their own engines for their trucks or buying from Cummins. 

To stay competitive, efficiency and profitability are extremely important to Cummins. To retain its most lucrative 
customer base, it needs to demonstrate the ability to make engines more cheaply and profitably than the truck 
manufacturers themselves. As Figure 3 shows, CMI has maintained a consistent ROIC advantage compared to 
the peer group in its proxy statement over the past five years. 

Figure 3: Cummins’ Profitability Significantly Higher Than Peers 
 

 
 

Sources: New Constructs, LLC and company filings.   

With its new emphasis on ROIC, we expect Cummins’ advantage will only grow more significant moving forward.  

Bears’ Cyclical Concerns Are Overstated 

While accounting distortions mask some of the growth in Cummins’ business, some investors that recognize the 
underlying profitability may still be skeptical of the company’s long-term prospects. Trucking is, after all, a cyclical 
industry, and after nearly a decade of economic expansion, many analysts expect a downturn in the near future. 

However, the underlying economic data suggest that the trucking industry may still be a ways away from the 
cyclical peak. The backlog for Class 8 orders is at ~300,000 vehicles – nearly a years’ worth of production – and 
continuing to grow. In addition to economic growth, the rise of e-commerce provides a boost to shipping demand 
that should continue even in a downturn. 

Digging deeper into Cummins’ financials, we see signs that the company’s business has not yet hit the same 
heights as it did in the previous cyclical peaks of 2006 and 2011. Figure 4 shows that the company’s average 
invested capital turns – the amount of annual revenue per dollar invested in the business – remain well below the 
peaks of those previous cycles. 
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Figure 4: Cummins’ Average Invested Capital Turns Since 2003 
 

 
 

Sources: New Constructs, LLC and company filings.   

CMI’s TTM capital turns of 1.5 remain well below the 2.2-2.3 level it has hit at previous cyclical peaks. Part of this 
decrease can be attributed to the company’s long-term investments in EV’s and other technologies that don’t 
generate significant revenue yet. 

However, even if we ignore these long-term investments, CMI’s current working capital turns of 6.3 still lag 
behind previous peaks that have topped 7. In addition, TTM revenue growth of 19% is still well below the 30+% 
annual growth achieved at those previous cyclical peaks.  

Taken together, these numbers all suggest that CMI still has room to grow before the cycle turns.  

Cummins Can Compete on EV’s 

Longer-term, the primary bear case against Cummins revolves around the fear that electric semis will replace 
diesel and natural gas counterparts. Despite its solid profit growth, CMI is down 15% over the past year while the 
S&P 500 is up 6%. Not coincidentally, the Tesla Semi was announced almost exactly a year ago.  

The Tesla Semi was originally announced to begin production in 2019, and its specifications would allow it to 
compete in nearly 2/3 of the Class 8 market, according to analysts. 

However, as with many things involving Tesla (TSLA), there’s a disconnect between the hype and the reality. 
Recently, a prominent investor announced that production on the Semi wouldn’t begin “in earnest” until 2020. 
Battery experts have declared that Tesla would need to “break the laws of batteries” in order to achieve the 
range and recharging times it promises. 

We’ve seen consumers willing to tolerate Tesla’s production delays and overstated marketing claims in the past, 
but it’s doubtful that businesses can be as lenient. Many companies have placed small orders for the Tesla 
Semi, but no one’s going to make a big (capital intensive) commitment until the company can prove its ability to 
produce orders on-time and at scale, not when significant revenues and customer relationships are on the line. 

Meanwhile, Cummins looks set to get an electric semi on the road before Tesla, with a 140 kWh electric power 
train slated to begin production next year. Cummins’ battery-powered engine will be used for Class 7 trucks, 
which typically focus on deliveries within a single city rather than long-haul trips. As e-commerce drives a greater 
focus on “last-mile” delivery, the demand for these trucks should continue to rise. 

These different approaches highlight the difference between a consumer-facing company and a business-facing 
company. Tesla has benefited in the past from lots of free media by making over the top claims. This strategy 
has helped it build a dedicated consumer following. On the other hand, Cummins knows how to build lasting 
relationships with business partners. By sticking to a more modest and achievable goal, Cummins can build trust 
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with its partners and be the go-to choice when battery technology advances to the point of making electrification 
of Class 8 trucks achievable at scale. 

Diversification and Strong Balance Sheet Provide Downside Protection 

People tend to think of Cummins as solely an engine company, but its business is significantly more diversified 
than the market appreciates. In addition to manufacturing engines for semi-trucks, Cummins manufacturers and 
distributes a wide array of automotive and industrial components, as well as power generators. Figure 5 shows 
the breakdown of Cummins’ Q3 revenue by segment. 

 Figure 5: Cummins’ 3Q18 Revenue by Segment 
 

 
 

Sources: New Constructs, LLC and company filings.   

The distribution segment primarily distributes products from the company’s other segments, and the components 
segment often sells to the same customers as the engine segment. Yes, these segments are tightly-linked, but 
there’s no inherent reason these segments have to be linked. If Cummins did lose market share in the engine 
space, the components segment could shift to sell parts that complement other powertrain systems, and the 
distribution segment could partner with other manufacturers. 

As stated above, we don’t think that scenario is likely, and the bull case is that all these segments continue to 
operate as highly complementary and profitable units. However, the diversification of Cummins’ assets does 
provide some measure of protection even in a bearish scenario. 

The company’s solid balance sheet should also reassure investors. Its debt is growing, but remains relatively low 
at $2.9 billion (13% of market cap). Meanwhile, Cummins stands out as one of only a handful of companies with 
a fully funded pension plan. In fact, its pensions are overfunded by $381 million. 

CMI Is Priced for Profit Decline 

Despite the strong fundamentals and solid balance sheet, CMI is cheap, whether analyzed through traditional 
valuation metrics or the expectations baked into the stock price. At its current price of $145/share, CMI has a P/E 
ratio of 18, well below the S&P 500 average of 22. That low P/E ratio is especially notable when we consider the 
accounting distortions that lower CMI’s reported earnings. 

http://blog.newconstructs.com/
http://www.newconstructs.com
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When we analyze the cash flow expectations baked into the stock price, we see that CMI is even cheaper than it 
first appears. At its current price of $145/share, CMI has a price to economic book value (PEBV) of 0.9. This ratio 
means the market expects CMI’s NOPAT to permanently decline by 10%. 

This expectation seems pessimistic given that CMI has grown NOPAT by 8% compounded annually over the 
past decade and 10% compounded annually since 1998. 

Such pessimistic expectations create large upside potential. If CMI can grow NOPAT by just 5% compounded 
annually over the next decade, the stock is worth $186/share today – a 28% upside from the current price. See 
the math behind this dynamic DCF scenario. 

What Noise Traders Miss with CMI 

In general, markets aren’t good at identifying quality capital allocation that creates value and shareholder friendly 
corporate governance. Instead, due to the proliferation of noise traders, markets are great at amplifying volatility, 
and therefore risk, in popular momentum stocks, while high-quality fundamental research is overlooked. Here’s a 
quick summary for what noise traders miss when analyzing CMI: 

• Impressive profit growth masked by accounting distortions 
• Superior executive compensation 
• Investments that allow CMI to compete in the EV market 

Earnings Beats and New Products Could Drive Gains 

Heading into 2019, we see two primary factors that could drive up CMI’s stock price.  

First, the continuation of high demand combined with the favorable comparison set up by the one-time charges 
in 2018 should lead to earnings beats in 2019. Investors are worried about tariffs, but the $250 million in tariff-
related costs that Cummins expects are significantly below the $368 million in one-time costs they incurred this 
year. 

In addition, the debut of the electric semi-truck powertrain should be a boost for shares, especially if it comes at 
the same time as Tesla production issues. Once investors start seeing Cummins investments in EV’s pay off, 
they should reward the stock with a higher valuation. 

Dividends and Share Repurchases Could Offer 8.2% Yield 

Cummins has increased its dividend in each of the past nine years. Its annualized dividend has grown 
$2.50/share in 2013 to $4.56/share in 2018, or 13% compounded annually. The current dividend provides a 
3.2% yield. 

In addition to dividends, Cummins returns capital to shareholders through share repurchases. Through the first 
nine months of 2018, the company has bought back $879 million worth of its own stock. On an annualized basis, 
this comes out to $1.2 billion, or 5% of the market cap. With a recently announced $2 billion buyback 
authorization, there’s no reason to expect this buyback activity to slow in the future. 

Insider Trading and Short Interest Trends 

Recent insider trading trends have been minimal. Over the past 12 months, 56 thousand shares have been 
bought and 52 thousand shares have been sold, for a net impact of 5 thousand shares bought (less than 1% of 
shares outstanding). 

Short interest trends have been similarly minimal. There are currently 3.6 million shares sold short, which 
equates to 2% of shares outstanding and two days to cover. While the market may be pessimistic about CMI’s 
future, investors are not eager to short the stock at this cheap valuation. 

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-
Analyst2 findings in Cummins’ fiscal 2017 10-K: 

                                                 
2 Harvard Business School features the powerful impact of our research automation technology in the case study New Constructs: Disrupting 
Fundamentals Analysis with Robo-Analysts. 
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Income Statement: we made $929 million of adjustments, with a net effect of removing $713 million in non-
operating expense (3% of revenue). We removed $108 million in non-operating income and $821 million in non-
operating expenses. You can see all the adjustments made to CMI’s income statement here. 

Balance Sheet: we made $4.3 billion of adjustments to calculate invested capital with a net increase of $1.9 
billion. The most notable adjustment was $1.5 billion in accumulated other comprehensive loss. This adjustment 
represented 12% of reported net assets. You can see all the adjustments made to CMI’s balance sheet here. 

Valuation: we made $4.8 billion of adjustments with a net effect of decreasing shareholder value by $3.2 billion. 
There were $632 million of adjustments that increased shareholder value and $3.9 billion of adjustments that 
decreased shareholder value. Despite the net decrease in shareholder value, CMI remains undervalued. 

Attractive Funds That Hold CMI 

The following funds receive our Attractive-or-better rating and allocate significantly to Cummins. 

1. Marshfield Concentrated Opportunity Fund (MRFOX) – 4.4% allocation and Attractive rating 
2. Stock Dividend Fund, Inc. (SDIVX) – 3.4% allocation and Very Attractive rating 
3. American Beacon Alpha Quant Dividend Fund (AQDIX) – 3.2% allocation and Very Attractive rating 

This article originally published on November 14, 2018.  

Disclosure: David Trainer, Kyle Guske II, 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 CEO, 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).  

2. 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. 
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