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GM’s Governance Drives Restructuring That Creates Value

General Motors (GM: $36/share) announced on Monday that it will idle five factories, cut its North American

workforce by 15%, and cease production of six underperforming models. The auto giant will use a portion of the
savings from this move — estimated at $6 billion — to further investment in electric vehicles and self-driving cars.

Get the best fundamental research

This announcement shows why corporate governance — the “G” in ESG — is the most important, yet overlooked,
element of sustainability. In particular, we are referring to the governance of shareholder capital. Without
intelligent capital allocation, businesses, no matter how good their environmental and social impact, may not
survive. GM’s high-quality corporate governance played a critical role in driving a capital allocation decision that
not only creates value for shareholders but also makes the underlying business more sustainable.

Attention To ROIC Drives Sustainability

Regular readers know that GM is one of our top stock picks due in large part to its executive compensation plan
that links 50% of long-term stock grants to return on invested capital (ROIC). ROIC should be a part of every
executive compensation plan because it is the primary driver of shareholder value.

Crucially, a business is only sustainable in the long-term if it earns an ROIC higher than its weighted average
cost of capital (WACC). A company can grow revenue and reported earnings in the short-term through low-return
investments and acquisitions — i.e. Valeant — but that strategy will eventually drive a company under.

As Figure 1 shows, GM’s cuts to production are a response to shifts in demand and cost structures that are
driving down ROIC’s in the North American car market.

Figure 1: GM and F ROIC Since 2013
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Simply put, the factories that GM is idling and the models it is discontinuing are no longer worth further
investment. The rule of thumb in the auto industry is that a factory has to operate at 80% of production capacity
to make money, and the factories GM is closing were operating at as low as 31% of capacity. Closing these
factories and discontinuing those models is the better option not just for shareholders, but ultimately also
employees. If GM continued to invest in underperforming operations, it might have to lay off all workers, not just
the ones in underperforming operations.
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Exec Comp Drives Transformation

Notably, many analysts expected Ford (F) to be the first to make these sort of dramatic cuts, given its inferior
profitability as shown in Figure 1. Instead, Ford appears to be delaying the needed transformation of its
business.

In this respect, the two companies have switched places. In 2006, Ford made dramatic changes that allowed it to
survive the coming recession while GM foundered into bankruptcy. Now just over a decade later, GM has
definitively surpassed Ford as the more profitable U.S. auto company. As Figure 1 shows, that shift dates back
to 2014, the same year GM added ROIC to its exec comp plan.

By emphasizing ROIC, GM’s board incentivized CEO Mary Barra to make this aggressive transformation that
may hurt metrics such as EPS or market share in the short term, but will be a boon to long-term value creation.
On top of the $6 billion savings (4% of revenue), GM’s upcoming transformation will have a number of beneficial
effects for the company, including:

¢ Consolidating its production so that 75% of sales volume will come from just five vehicle architectures.
Fewer vehicle architectures gives the company more flexibility to shift production between different
models to accommodate changes in demand.

e Focusing product development on more successful and profitable models.

¢ Allowing the company to double the amount of resources committed to electric vehicles and self-driving
cars by 2020.

This last point is the most important. Investments in EV’s and self-driving cars may not be producing profits
today, but developments such as Softbank’s $2.25 billion investment in GM’s self-driving unit validate the long-
term potential of these efforts. As Figure 2 shows, GM is already a recognized leader in the self-driving space.

Figure 2: GM’s Self-Driving Superiority
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GM’s management recognizes that the auto industry is in the midst of a major transformation, and the company
is taking the necessary steps to get out in front of that change rather than attempting to milk every dollar of profit
out of its legacy and, in some cases, declining business.

Ignore the Myopic Naysayers

The market has responded positively to GM’s announcement, sending shares up ~7% on Monday, but there
have been some prominent critics. Most notably, President Trump tweeted on Tuesday that he was looking at
cutting GM’s subsidies for electric vehicles in response to the factory closings.

GM shareholders should not be too worried about this threat, as the president would need congressional
approval to remove these subsidies, which is unlikely to happen.

More directly, the criticism that GM is facing for closing factories and cutting its workforce ignores economic
realities. As we saw in 08, keeping unproductive factories open during good economic times just means the cuts
will be even more dramatic and painful when the next recession begins. By taking proactive measures, GM can
limit the pain, free up resources, and invest in future growth opportunities that will create even more jobs over the
long-term.

GM Remains Cheap

Even after the positive market reaction to this announcement, GM remains cheap. At its current price of
$36/share, GM has a price to economic book value ratio (PEBV) of just 0.6, which means the market expects the
company’s net operating profit after tax (NOPAT) to permanently decline by 40%.

We think this is an overly pessimistic expectation, especially considering the cost savings and future growth in
self-driving cars and EV’s that this transformation should bring about.

Even if GM’s NOPAT declines by 2% compounded annually for the next five years, the stock is worth $67/share
today, an 82% upside from the current price. See the math behind this dynamic DCF scenario.

The market still significantly undervalues the impact of GM’s excellent leadership and superior corporate
governance. By focusing on ROIC, GM has put itself on a path to survive the transformation of the auto industry
and come out the other side a more sustainable and profitable business.

This article originally published on November 28, 2018.

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