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

 

Using ROIC To Find Dangerous Stocks in a Volatile Market  

Check out this week’s Danger Zone interview with Chuck Jaffe of Money Life 

After a tumultuous end to 2018, the market (S&P 500) has rebounded nicely, rising over 17% since its late 
December lows. However, the volatility and entrance into bear market territory has many arguing that stocks 
remain overvalued.   

 

 

Our message to investors remains the same: there are pockets of both undervalued stocks and overvalued – or 
Micro-Bubble – stocks. In order to avoid these high risk bubbles, investors need to look beyond the widely-
available and misleading accounting results (noise) on which most people focus. Investors need to “get back to 
the basics” of reading footnotes and focusing on economic earnings and return on invested capital (ROIC), the 
true drivers of valuation.  

To that end, we leveraged Robo-Analyst1 technology to scour the S&P 500 to find companies with deteriorating 
cash flows, low returns on invested capital (ROIC), and overvalued stock prices. Under Armour (UAA: $22/share) 
and Keysight Technologies (KEYS: $79/share) are in the Danger Zone. 

Using ROIC to Identify Risk 

We’ve long argued (and proven empirically) that there is a strong correlation between ROIC and shareholder 
value. Figure 1 shows that differences in ROIC explain 54% of the differences in enterprise value divided by 
invested capital (a cleaner version of price-to-book) for the S&P 500. It highlights two stocks trading well above 
their fair value based on ROIC. It also highlights Netflix (NFLX) and Amazon (AMZN), both of which we’ve 
covered in the past, as two of the most overvalued stocks in the S&P 500.  

Figure 1: Three Overvalued S&P 500 Stocks 
 

 
 

Sources: New Constructs, LLC and company filings.   

                                                 
1 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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http://blog.newconstructs.com/
http://moneylifeshow.com/SaveFiles1/Upload_Files/190218%20-%20Danger%20Zone.mp3
http://moneylifeshow.com/
https://markets.businessinsider.com/news/stocks/stock-market-news-on-track-worst-december-since-great-depression-2018-12-1027837251
https://www.cnbc.com/2018/12/24/whats-a-bear-market-and-how-long-do-they-usually-last-.html
https://www.marketwatch.com/story/6-reasons-why-stocks-are-still-overvalued-even-after-this-recent-correction-2019-01-14
https://www.marketwatch.com/story/6-reasons-why-stocks-are-still-overvalued-even-after-this-recent-correction-2019-01-14
https://www.newconstructs.com/bursting-the-micro-bubble-part-1/
https://www.newconstructs.com/education/accounting-loopholes/
http://www.marketwatch.com/story/this-is-the-earnings-metric-stock-market-investors-should-focus-on-2016-10-12
https://www.newconstructs.com/roic-paradigm-linking-corporate-performance-valuation/
https://www.newconstructs.com/technology/
https://www.newconstructs.com/education-return-on-invested-capital/
https://www.newconstructs.com/category/danger-zone/
https://www.newconstructs.com/roic-paradigm-linking-corporate-performance-valuation/
https://www.newconstructs.com/how-price-to-book-misleads-investors/
https://www.newconstructs.com/reality-is-closing-in-on-netflix/
https://www.newconstructs.com/winner-losers-from-amazons-proposed-purchase-of-whole-foods/
https://hbr.org/product/new-constructs-disrupting-fundamental-analysis-with-robo-analysts/118068-PDF-ENG
https://hbr.org/product/new-constructs-disrupting-fundamental-analysis-with-robo-analysts/118068-PDF-ENG
https://www.newconstructs.com/membership/
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UAA and KEYS are not only overvalued relative to the S&P 500, but they also share a few other traits, such as: 

• ROIC in a downward trend 

• Negative or declining economic earnings 

• An Unattractive or Very Unattractive rating 

Under Armour (UAA) 

We first noted that Under Armour provided poor risk/reward in June 2016 in an interview on CNBC. Since then, 
the stock is down 42% while the S&P 500 is up over 31%. Despite the underperformance, UAA once again looks 
overvalued, especially given the 24% year-to-date (YTD) rise while the firm’s fundamentals have worsened.  

Deteriorating Fundamentals: From 2014-2017, Under Armour grew revenue an impressive 17% compounded 
annually. However, trailing twelve months (TTM), revenue is up just 5% over the prior period. In addition to this 
slowing growth, economic earnings, the true cash flows of the business, have fallen from $123 million in 2014 to 
-$208 million TTM, per Figure 2. 

Figure 2: UAA’s Revenue & Economic Earnings Since 2014 
 

 
 

Sources: New Constructs, LLC and company filings.   

UAA’s profitability has fallen due to margin contraction and poor capital allocation. NOPAT margins have 
declined from 7% in 2014 to 3% TTM. Average invested capital turns, a measure of balance sheet efficiency, 
have fallen from 2.3 in 2014 to 1.2 TTM. Invested capital has more than doubled since 2014, largely due to long-
term debt and off-balance sheet operating leases more than tripling. Meanwhile, after-tax operating profit 
(NOPAT) has almost halved since 2014.  

Falling margins, inefficient capital use, and lack of NOPAT growth have driven UAA’s ROIC from a once 
impressive 17% in 2014 to a bottom-quintile 3% TTM. 

Making matters worse, Under Armour appears to be losing market share, not only from the industry leading Nike 
(NKE), but also from smaller brands such as Puma and New Balance. In mid 2018, Wedbush estimated that 
Puma had surpassed Under Armour as the third largest athletic brand (by sales). More recently, UAA reported 
that North American sales, which represent nearly three fourths of total sales, fell 2% in 2018. Meanwhile, Nike 
saw its North American sales rise 3% over the prior TTM period.  

Overvalued Shares: Given the issues above, one would expect UAA to have significantly underperformed the 
market instead of rising 24% YTD (S&P up 9%) and 23% over the past year (S&P up 1%). This rise in UAA has 
left shares significantly overvalued when assessing the cash flow expectations baked into the stock price.  

To justify its current price of $22/share, UAA must achieve NOPAT margins equal to Nike (11% vs 3% TTM) and 
grow NOPAT by 20% compounded annually for the next 11 years. See the math behind this dynamic DCF 
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http://blog.newconstructs.com/
https://www.newconstructs.com/stock-rating-methodology/
https://www.newconstructs.com/david-trainer-cnbcs-closing-bell-nike-vs-armour/
https://www.newconstructs.com/education/education-close-the-loopholes/education-economic-earnings/
https://www.newconstructs.com/invested-capital-turns/
https://www.newconstructs.com/education-invested-capital/
https://www.newconstructs.com/off-balance-sheet-debt/
https://www.newconstructs.com/education-net-operating-profit/
https://markets.businessinsider.com/news/stocks/under-armour-stock-price-market-share-risks-losing-new-balance-2018-4-1021521315
https://markets.businessinsider.com/news/stocks/under-armour-stock-price-market-share-risks-losing-new-balance-2018-4-1021521315
https://www.newconstructs.com/wp-content/uploads/2019/02/NewConstructs_DCF_UAAjustification_2019-02-13.png
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scenario. Such an optimistic expectation seems unlikely for a firm that has failed to improve margins or profits in 
recent years.  

Even if UAA more than doubles it NOPAT margin to 7% (average of last decade) and grows NOPAT by 15% 
compounded annually for the next decade, the stock is worth just $11/share today – a 50% downside. See the 
math behind this dynamic DCF scenario.  

If UAA traded at the level implied by the trend line in Figure 1, it would be worth $5/share today, 78% below its 
current price.  

Keysight Technologies (KEYS) 

Keysight Technologies, a provider of electronic testing equipment and software, has seen its stock soar recently. 
KEYS is up 27% YTD (S&P +9%) and up 74% over the past year (S&P +1%). This price appreciation has come 
on the back of impressive non-GAAP profit growth. We’ve warned in the past about the dangers of non-GAAP 
earnings. When we remove accounting loopholes, we see that KEYS’ fundamentals are actually in decline, 
which leaves its stock significantly overvalued.  

Deteriorating Fundamentals: Since 2015, Keysight Technologies’ non-GAAP net income has grown an 
impressive 13% compounded annually. In 2018, KEYS removed net $453 million in expenses from GAAP net 
income to calculate its non-GAAP net income. Expenses removed included $709 million (over 4x GAAP net 
income) in goodwill impairment and $59 million (36% of GAAP net income) in share-based compensation 
expense.  

While non-GAAP portrays rising profits, economic earnings have fallen from $331 million in 2015 to -$124 million 
in 2018, per Figure 3.  

Figure 3: KEY’s Non-GAAP Net Income Masks True Losses 
 
 

 

Sources: New Constructs, LLC and company filings.   

KEYS’ profitability remains depressed since its overpriced acquisition of Ixia in 2017. For a purchase price of 
$1.6 billion, KEYS acquired just $13 million in NOPAT, which means the deal earned a <1% ROIC. Any deal that 
does not earn an ROIC greater than a firm’s weighted average cost of capital (6% for KEYS in 2017) can be 
considered a destruction of shareholder value.  

In addition to poor capital allocation, margin contraction has also weighed on KEYS’ profitability. NOPAT margins 
have declined from 16% in 2014 to 6% in 2018, thereby causing NOPAT to fall by 55% since 2014.  

Falling margins and poor use of capital have driven KEYS’ ROIC from 28% in 2014 to a bottom-quintile 5% in 
2018. 
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http://blog.newconstructs.com/
https://www.newconstructs.com/wp-content/uploads/2019/02/NewConstructs_DCF_UAAjustification_2019-02-13.png
https://www.newconstructs.com/wp-content/uploads/2019/02/NewConstructs_DCF_UAAjustification_2019-02-13.png
https://www.newconstructs.com/wp-content/uploads/2019/02/NewConstructs_DCF_UAAjustification_2019-02-13.png
https://www.newconstructs.com/dangers-non-gaap-earnings-2/
https://www.newconstructs.com/dangers-non-gaap-earnings-2/
https://www.newconstructs.com/education/accounting-loopholes/
https://www.newconstructs.com/education-weighted-avg-cost-capital/


   DILIGENCE PAYS 2/18/19 

 

Page 4 of 6 
 

Overvalued Shares: Companies can only hide behind misleading non-GAAP income growth for so long. As 
volatility returns to the market, and stocks stop moving straight up or down in lockstep, fundamentals matter 
more. Unfortunately, KEYS’ fundamentals simply cannot justify the expectations baked into the stock price.  

To justify its current price of $79/share, KEYS must achieve 11% NOPAT margins (average since 2014 vs. 6% in 
2018) and grow NOPAT by 15% compounded annually for the next 15 years. See the math behind this dynamic 
DCF scenario. In this scenario, KEYS would be generating over $16 billion in revenue. For reference, KEYS 
management estimates the total addressable market for their products is worth ~$15.5 billion. Essentially, to 
even justify the expectations baked into the current stock price, KEYS must control >100% of its current 
addressable market. 

Even if KEYS more than doubles it NOPAT margin to 11% and grows NOPAT by 13% compounded annually for 
the next decade, the stock is worth just $40/share today – a 49% downside. See the math behind this dynamic 
DCF scenario.  

If KEYS traded at the level implied by the trend line in Figure 1, it would be worth $25/share today, 68% below its 
current price.  

This article originally published on February 19, 2019. 

Disclosure: David Trainer, Kyle Guske II, 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 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. 

http://blog.newconstructs.com/
https://www.newconstructs.com/roic-paradigm-linking-corporate-performance-valuation/
https://www.newconstructs.com/technology/
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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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