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Long-Term Trends Revealed by Our Research on Sector ROIC’s

Our analysis of return on invested capital (ROIC) by sector reveals few surprises. Technology leads the way while Utilities bring up the rear. Cyclical
and commodity-driven industries like Basic Materials, Energy, and Consumer Cyclicals tend to have more volatile ROIC’s while Industrials, Utilities,
Telecom, and Consumer Non-Cyclicals have less variance. Finally, cap-weighted ROIC is higher than aggregate ROIC (based on dividing the total
NOPAT by the total Average Invested Capital) in every sector, which shows that the market rewards higher ROIC companies with higher valuations.
Figure 1 shows cap-weighted average ROIC by sector dating back to 2000."

Figure 1: Weighted Average ROIC by Sector Since 2000
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Sources: New Constructs, LLC and company filings.

' This analysis includes every company we have a model for in a given year. We have an average of ~2,200 companies/year in this dataset.
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The Technology sector’'s high ROIC makes it hard to see much detail for the other sectors, so we exclude Technology and break out the sectors by
high and low variance in Figures 2 and 3.

High vs. Low Variance Sectors: Weighted Average ROIC

Figure 2: Weighted Average ROIC by Sector Since 2000: High Variance excluding the Tech Sector
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Sources: New Constructs, LLC and company filings.

The Consumer Cyclicals sector stands out in Figure 2. It has gone from an ROIC of 6% in 2000 — the lowest of the sectors in Figure 3 and third-
lowest overall — to 14% TTM, second-highest overall behind Technology.

Real Estate has been consistently among the worst sectors by ROIC, except for a brief spell of high profitability in the early 2000’s. Real Estate is
also our worst-rated sector.

Page 2 of 30


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

% § New Constructs®

STOCK PICKS AND PANS e&/17/19

Figure 3: Weighted Average ROIC by Sector Since 2000: Low Variance
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Sources: New Constructs, LLC and company filings.

The Industrials sector stands out for its unusually high and stable ROIC. The sector's ROIC of 9.8% in 2009 was the only year since 2000 where its

weighted average ROIC fell below 10%.

Currently, our model is bullish on low-variance sectors. Telecom, Financials, and Consumer Non-Cyclicals all earn Attractive-or-better ratings
according to our sector rating methodology.

Meanwhile, Utilities is both the least volatile and the least profitable sector over time.
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Aggregate ROIC by Sector

Figure 4 shows aggregate ROIC by sector dating back to 1998. The gap between Technology and the rest of the market is not as pronounced here,
which speaks to the outsized impact the mega-cap tech companies like Apple (AAPL) and Microsoft (MSFT) have on the sector.

Figure 4: Aggregate ROIC by Sector Since 1998
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Sources: New Constructs, LLC and company filings.

Aggregate ROIC also displays more volatility than weighted ROIC. While weighted ROIC never fell below 0% for any sector, aggregate ROIC for the
Basic Materials sector turned negative in 2003, and it fell below 0% for Financials in 2008.
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High Vs. Low Variance Sectors: Aggregate ROIC
Figures 5 and 6 show more detail by breaking out aggregate ROIC for high-variance and low-variance sectors (excluding Technology).
Figure 5: Aggregate ROIC by Sector Since 1998: High Variance
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Sources: New Constructs, LLC and company filings.
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Figure 6: Weighted Average ROIC by Sector Since 2000: Low Variance
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Sources: New Constructs, LLC and company filings.

Figures 7-29 will show cap-weighted ROIC for each sector, as well as aggregate NOPAT and Invested Capital. For each graph of NOPAT vs.
Invested Capital, the Invested Capital axis is 10x the NOPAT axis, meaning that if the two lines are even that equates to a 10% ROIC.
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Basic Materials

Figure 7: Weighted Average ROIC: Basic Materials
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As you'd expect with a commodity-driven sector, Basic Materials exhibits high levels of variance in its ROIC over time. The sector appears to be
recovering along with commodity prices over the past two years.
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Figure 8: NOPAT vs. Average Invested Capital: Basic Materials
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Sources: New Constructs, LLC and company filings.

Figure 8 shows that Basic Materials companies continued to invest from 2011-2015 even as their NOPAT steadily declined. Unlike previous declines
in 2003 and 2009, which were v-shaped declines and recoveries, the recent cycle in this sector has been much smoother and more prolonged.
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Consumer Cyclicals

Figure 9: Weighted Average ROIC: Consumer Cyclicals
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Sources: New Constructs, LLC and company filings.

As noted above, Consumer Cyclicals has shown an impressive improvement in ROIC since 2000. Notably, the Retail sub-sector has been a big part
of this trend, with its ROIC improving from 9% in 2000 to 14% TTM.
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Figure 10: NOPAT vs. Average Invested Capital: Consumer Cyclicals
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Sources: New Constructs, LLC and company filings.

Despite the steady increase in ROIC, Consumer Cyclicals companies decreased their Invested Capital in 2018. However, Invested Capital has ticked
back up TTM, so it’s difficult to tell if this is a sign of pessimism or a short-term blip.
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Consumer Non-Cyclicals

Figure 11: Weighted Average ROIC: Consumer Non-Cyclicals
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Sources: New Constructs, LLC and company filings.

Consumer Non-Cyclicals has been a historically stable sector, but ROIC has dipped in the past few years. Part of this decline can be attributed to a
wave of overpriced acquisitions in the sector, with giants like Kraft Heinz (KHC) and Anheuser Busch InBev (BUD) adding huge amounts of Goodwill
to their balance sheets.
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Figure 12: NOPAT vs. Average Invested Capital: Consumer Non-Cyclicals
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Sources: New Constructs, LLC and company filings.

Companies in this sector have been significantly decreasing their Invested Capital in the past two years, perhaps as an acknowledgement of their
previous overinvestment.
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Energy

Figure 13: Weighted Average ROIC: Energy
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The Energy sector hit its lowest ROIC this century in 2016 after the oil price rout, but profitability has rebounded nicely over the past two years.
There’s been a wave of activists pushing Energy companies to tie executive compensation to Return on Capital Employed (ROCE), which has likely
contributed to the strength of the rebound, along with rising oil prices.

Page 13 of 30


http://blog.newconstructs.com/
http://www.newconstructs.com
https://www.wsj.com/articles/activist-takes-aim-at-shale-company-ceos-pay-11551954600?mod=hp_lead_pos4

% § New Constructs®

STOCK PICKS AND PANS e&/17/19

Figure 14: NOPAT vs. Average Invested Capital: Energy
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Sources: New Constructs, LLC and company filings.

Figure 14 backs up the idea that there’s been increased focus on capital discipline in the past two years as Invested Capital has levelled off after a
dramatic rise in the previous decade.
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Financials

Figure 15: Weighted Average ROIC: Financials
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Sources: New Constructs, LLC and company filings.

After a great deal of volatility in the first decade of the 2000’s, the Financials sector has levelled off and maintained a steady 8-9% ROIC in recent
years. Perhaps regulators have succeeded in their goal of making the sector more like Utilities.
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Figure 16: NOPAT vs. Average Invested Capital: Financials
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Sources: New Constructs, LLC and company filings.

Figure 16 also suggests that companies in the sector have responded to the lower but more stable ROIC by decreasing their rate of new investment.
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Healthcare

Figure 17: Weighted Average ROIC: Healthcare
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Sources: New Constructs, LLC and company filings.

While Healthcare remains a highly profitable sector with a 12% ROIC, its profitability has steadily declined over the past decade plus. The potential for
more regulation in the sector and pricing pressure on drug companies suggests this trend could continue.
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Figure 18: NOPAT vs. Average Invested Capital: Healthcare
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Sources: New Constructs, LLC and company filings.

Figure 18 shows that the decline in ROIC recently is driven more by a rapid increase in Invested Capital rather than a decline in NOPAT.
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Industrials

Figure 19: Weighted Average ROIC: Industrials

Industrials Weighted Average ROIC

16%
14%
12% - ‘/\
10% o
8%
6%
4%
2%
0%

2000 2003 2006 2009 2012 2015 2018
e \WAVG ROIC

Sources: New Constructs, LLC and company filings.

As noted above, the Industrials sector has been both fairly stable and highly profitable since 2000, and there’s nothing to suggest that investors
should expect this trend to change in the near future.
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Figure 20: NOPAT vs. Average Invested Capital: Industrials
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Sources: New Constructs, LLC and company filings.

Again, we don't see any notable change here from the long-term trend of steady profitability.
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Real Estate

Figure 21: Weighted Average ROIC: Real Estate
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Sources: New Constructs, LLC and company filings.

Ever since the end of early 2000’s housing boom, Real Estate has been a consistently low ROIC sector, which is partly why it is our worst-rated
sector overall.
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Figure 22: NOPAT vs. Average Invested Capital: Real Estate
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Sources: New Constructs, LLC and company filings.

Invested Capital in the Real Estate sector more than doubled between 2008-2018. It appears that companies in the sector anticipated an early

2000’s-like boom but have instead gotten a slower recovery.
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Technology

Figure 23: Weighted Average ROIC: Technology
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Sources: New Constructs, LLC and company filings.

A significant portion of the decline in weighted average ROIC for the Technology sector in recent years can be attributed to Apple, whose ROIC
declined from 272% in 2012 to 106% TTM.
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Figure 24: NOPAT vs. Average Invested Capital: Technology
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Sources: New Constructs, LLC and company filings.

Aggregate NOPAT and IC tell a more encouraging story. However, the dramatic rise in NOPAT in 2018 has still been highly concentrated in just a
handful of big Technology companies.
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Telecom

Figure 25: Weighted Average ROIC: Telecom
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Sources: New Constructs, LLC and company filings.

Aside from an unusual blip in 2013, Telecom ROIC has been in a slow but steady uptrend since the early 2000’s.
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Figure 26: NOPAT vs. Average Invested Capital: Telecom
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Sources: New Constructs, LLC and company filings.

Both NOPAT and Invested Capital have levelled out in recent years after the sharp spike in the early part of this decade.
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Utilities
Figure 27: Weighted Average ROIC: Utilities
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ROIC has been in a steady decline in the Utilities sector for years. Some of this can likely be attributed to declining interest rates, but Figure 28
suggests there are other factors at work as well.
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Figure 28: NOPAT vs. Average Invested Capital: Utilities
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Aggregate NOPAT actually declined in 2018, for the first time since 2003, despite rising interest rates. This decline in both NOPAT and ROIC
suggests that structural issues, perhaps the rise of alternative energy sources, may be negatively impacting profitability in the sector.

To see our Sector ratings and reports, click here.
This article originally published on June 17, 2019.

Disclosure: David Trainer 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.

2.
3.
4.

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.
Transparent - Advisors should be able to show how the analysis was performed and the data behind it.
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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