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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. 

 

Danger Zone: Bad Stocks Propped Up by a Good Economy 
Check out this week’s Danger Zone interview with Chuck Jaffe of Money Life. 

A rising tide lifts all boats. When the economy grows rapidly, as it has over the past year, even poorly run 
companies can see a boost in their fundamentals. 

 

 

These two previous Danger Zone picks both fell over 30% before improving macro-economic conditions bailed 
them out and led to big increases in their stock prices. However, the fundamental flaws we originally identified 
remain in place, and these businesses will be extremely vulnerable when economic conditions worsen. SPS 
Commerce (SPSC: $50/share) and Installed Building Products (IBP: $56/share) are in the Danger Zone. 

SPS Commerce (SPSC)  

We first made SPS Commerce (SPSC) a Danger Zone pick on August 29, 2016. As Figure 1 shows, the stock 
fell steadily until the end of 2017, but it has since rebounded, and is now up 50% vs. the S&P 500 up 31%. 

Figure 1: SPSC Performance Vs. S&P 500 
 

 
 

Sources: New Constructs, LLC and company filings 

The increase in the stock price appears to be driven by rising profitability. SPSC’s return on invested capital 
(ROIC) improved from 4% in 2016 to 15% TTM. Accounting earnings have seen a similar rebound, with GAAP 
net income improving from $6 million in 2016 to $29 million TTM. Despite this recent increase in profitability, we 
don’t think SPSC’s core business model is any more sustainable than in the past. 

Cutting Back on Marketing Fuels Profit Growth. SPSC has improved profitability by significantly cutting back 
on sales and marketing expense. Sales and marketing declined from 50% of revenue in 2017 to just 42% TTM. 
In the most recent quarter, SPSC cut its sales and marketing expense to just 26% of revenue. 

As Figure 2 shows, SPSC’s cuts to sales and marketing expenses have led to similar declines in revenue 
growth. In 2011, SPSC spent 60% of revenue on sales and marketing and grew revenue by 30%. Over the 
trailing twelve months, SPSC spent 42% of revenue on sales and marketing and grown revenue by just 12% 
year over year. 
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Figure 2: SPSC Sales and Marketing as a % of Revenue vs. Revenue Growth Since 2011 
 

 
 

Sources: New Constructs, LLC and company filings 

Even the 12% TTM revenue growth rate is inflated by the impact of acquisitions of smaller competitors 
CovalentWorks and EDIAdmin. SPSC’s organic growth is in the single digits, which is below the 11% growth rate 
for the Electronic Data Interchange (EDI) industry as a whole.  

There’s no sign that SPSC has built any sort of sustainable competitive advantage in its industry, and review 
sites tend to rank SPSC behind key competitors like TrueCommerce. In addition, SPSC has a churn rate of 12-
13%, so if the company keeps cutting sales and marketing costs, it could start losing customers. 

A strong economy and a rapidly-growing industry have allowed SPSC to cut its marketing expenses while still 
growing revenue, which drove a short period of high profitability. However, we don’t see any reason to believe 
the company’s business model can sustain this higher profitability. 

Valuation Implies Unrealistic Expectations. SPSC can’t cut marketing costs and achieve profit growth at the 
rate required to justify its valuation. Our reverse DCF model shows the high expectations implied by SPSC’s 
stock price. 

In order to justify its current valuation of $50/share, SPSC must achieve after-tax profit (NOPAT) margins of 
12%, up from 10% TTM, and grow revenue by 20% compounded annually for nine years. See the math behind 
this dynamic DCF scenario. 

It’s hard to see how SPSC can continue to cut sales and marketing costs to expand its margins while 
simultaneously accelerating its revenue growth rate. It’s not as if SPSC has other levers for margin expansion, 
either. The company’s gross margin actually declined from 67% in Q2 2018 to 65% in Q2 2019. 

Even with the recent profit growth, SPSC is still a company with an overvalued stock price, slowing growth, and 
no clear competitive advantage.  

Installed Building Products (IBP)  

We first made Installed Building Products (IBP) a Danger Zone pick on May 21, 2018. From the publication of the 
report to the end of 2018, the stock fell over 45%, and was one of our best Danger Zone picks for the year. 
However, as Figure 3 shows, IBP has rebounded in 2019 and is now down just 10% since the publication of our 
article vs. the S&P 500 up 4%. 
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Figure 3: IBP Performance Vs. S&P 500 
 

 
 

Sources: New Constructs, LLC and company filings 

The recovery in IBP’s stock price is fueled by beats in each of its past three earnings reports. Each of these 
beats led to ~10% increase in the stock price. 

IBP, which derives over 80% of its revenue from residential construction, is benefiting from a housing market that 
has been more durable than expected. Despite constant predictions of a downturn, residential housing starts 
grew 1% year-over-year in July. 

Margins Still Lag Industry Peers. The growth in the housing market is especially good for residential 
construction supply companies like IBP. Since 2017, IBP’s NOPAT margin has improved from 4.6% to 5.4% 
TTM. However, as Figure 4 shows, its peers1 in the industry have improved their margins from 8.7% to 10.5% 
over the same time. 

Figure 4: IBP NOPAT Margin vs. Peers: 2014-TTM 
 

 
 

Sources: New Constructs, LLC and company filings 

 
1
 Peer group consists of American Woodmark (AMWD), Builders FirstSource (BLDR), Gibraltar Industries (ROCK), TopBuild (BLD), and Trex 

Co (TREX). 
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Far from improving its position in the industry, IBP’s margins have fallen even farther behind its peers. 

Still a Broken Roll-Up Scheme. IBP continues to rely heavily on acquisitions to grow its business. The 
company completed 10 acquisitions in 2018, and it has completed four acquisitions through the first six months 
of 2019. The company recently announced another significant acquisition on August 19.  

These acquisitions have caused IBP’s invested capital to increase by 12% over the trailing twelve months, 
roughly the same rate as its revenue growth. As a result, the company’s invested capital turns, a measure of 
balance sheet efficiency, remain flat at 2.1. These acquisitions also contribute to IBP’s -$4 million free cash flow. 

Positive industry tailwinds may be boosting margins, but IBP’s capital efficiency hasn’t improved, and it continues 
to burn through cash. What’s worse, the poor corporate governance that led to this value-destroying acquisition 
strategy remains in place. IBP continues to tie executive compensation to Adjusted EBITDA and highlight the 
metric in its press releases. As we’ve covered before, Adjusted EBITDA is a highly flawed metric that excludes 
real operating expenses and incentivizes executives to pursue overpriced acquisitions to the detriment of 
shareholder value. 

A review of IBP’s peers show that almost all of them have also carried out value-destroying acquisitions and 
have flat or declining capital turns as well – the only exception being recent Long Idea Builders FirstSource 
(BLDR). Poor corporate governance and capital allocation seem to be the norm for this industry. However, IBP’s 
poorer margins and pricier valuation make it especially dangerous. 

Valuation Remains Irrational. Despite its inferior margins, IBP is significantly more expensive than its peers. 
IBP has a price to economic book value (PEBV) of 3.3, while its peer group average is 1.8. 

In order to justify its valuation of $56/share, IBP must expand its NOPAT margin to 6% (up from 5% TTM) and 
grow NOPAT by 11% compounded annually for 14 years. See the math behind this dynamic DCF scenario. This 
scenario assumes IBP will be able to achieve an ROIC of 17%, above its 11% TTM ROIC.  

This expectation seems optimistic for a company that lags its peers in a highly cyclical industry. It assumes that 
IBP can continue to grow through its current strategy of acquisitions, but we think, in a bear market, IBP will 
struggle to find lenders willing to finance its consistent cash burn. 

In a more realistic scenario, where margins stay flat and NOPAT grows by 6% compounded annually for 10 
years, the stock is worth $27/share, a 54% downside to the current stock price. See the math behind this 
dynamic DCF scenario. 

IBP has been propped up by a resilient housing market and industry-wide margin improvement, but it still faces 
significant risks if economic conditions worsen. The company’s acquisition-heavy strategy has led to Goodwill 
and other intangibles accounting for 36% of its total assets. This high balance of intangible assets leads to 
significant risk of a write-down that could be a catalyst to send shares lower. 

This article originally published on August 26, 2019. 

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. 

http://www.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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