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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. 

 

Avoid Bad ROIC Stocks in Risk-Off Markets 
Check out this week’s Danger Zone interview with Chuck Jaffe of Money Life. 

Just as stocks for companies with higher returns on invested capital (ROIC) performed the best during and after 
the financial crisis, we see stocks for companies with low ROICs performing worse in the current crisis.  

Investors should avoid stocks for companies with low (and falling) ROICs.  

 

 

Our Robo-Analyst1 warns against owning these companies with falling ROICs, declining economic earnings, and 
overvalued stock prices: Nutanix (NTNX: $15/share), Lyft (LYFT: $24/share), Eventbrite (EB: $9/share), Wayfair 
(W: $39/share), and Uber (UBER: $23/share). We focus on Nutanix and Wayfair as this week’s Danger Zone 
picks.  

Risk-Off Leaves Weak Firms Exposed 

Strong top-line or subscriber growth doesn’t seem to satisfy markets anymore. When the markets get dicey, the 
only reliable metrics are consistent core earnings and high ROICs. Stocks for companies with poor fundamentals 
suffer more because, too often, their valuations were built on hope or hype. See our Danger Zone picks from the 
last two years for proof of how FOMO stocks perform in tough markets.  

64% of our open Danger Zone picks from the past two years (excluding those that were published after the 
recent market crash began on February 12) have fallen more than the S&P in 2020 (based on closing prices 
from March 13, 2020). 87% of these picks have negative year-to-date (YTD) returns. Figure 1 shows our best-
performing Danger Zone picks. 

Figure 1: Danger Zone Picks Outperform as Shorts in Falling Markets 
 

Company Name Ticker 
YTD 

Performance  
YTD Performance 

Vs. S&P 500 

Casper Sleep Inc. CSPR -60% -44% 

Nutanix Inc. NTNX -53% -37% 

Eventbrite Inc. EB -53% -37% 

Under Armour Inc. UAA -50% -34% 

Hertz Global Holdings HTZ -48% -32% 

S&P 500 -16% n/a 

Danger Zone Pick Average* -22% -6% 
 

* Includes open Danger Zone picks published from the beginning of 2018 through February 12, 2020. 
Sources: New Constructs, LLC and company filings.   

We raised many of the same red flags for these Danger Zone picks:  

• Negative and falling core earnings2 and economic earnings 
• Low/negative and declining ROICs 
• Declining and/or negative economic earnings  

 

1 Harvard Business School features the powerful impact of our research automation technology in the case New Constructs: Disrupting 
Fundamental Analysis with Robo-Analysts. 
2 Our core earnings are a superior measure of profits, as demonstrated in In Core Earnings: New Data & Evidence a paper by professors at 
Harvard Business School (HBS) & MIT Sloan. The paper empirically shows that our data is superior to IBES “Street Earnings”, owned by 
Blackstone (BX) and Thomson Reuters (TRI), and “Income Before Special Items” from Compustat, owned by S&P Global (SPGI). 

 

Get the best fundamental research 

http://blog.newconstructs.com/
https://www.newconstructs.com/wp-content/uploads/2020/03/200316-Danger-Zone-with-Kyle-Guske.mp3
http://moneylifeshow.com/
https://www.newconstructs.com/high-roic-stocks-outperformed-2008/
https://www.newconstructs.com/education-return-on-invested-capital/
https://www.newconstructs.com/technology/
https://www.newconstructs.com/education/education-close-the-loopholes/education-economic-earnings/
https://www.newconstructs.com/category/danger-zone/
https://www.newconstructs.com/education-core-earnings-earnings-distortion/
https://www.newconstructs.com/education-core-earnings-earnings-distortion/
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/evidence-on-the-superiority-of-our-earnings-data/
https://www.newconstructs.com/membership/
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• Unattractive or Very Unattractive ratings 

Despite falling significantly more than the overall market, many of these Danger Zone picks remain overvalued. 
Investors trying to protect their portfolio from further downside should avoid NTNX and W. 

Nutanix (NTNX) – Unattractive Rating 

We first made Nutanix a Danger Zone pick in February 2018 and since then, the stock is down 68% (S&P +2%). 
This underperformance is warranted, as the firm’s fundamentals have only worsened. As investors bail on 
profitless tech stocks, NTNX could fall much further.  

NTNX has grown revenue by 50% compounded annually since 2015. Core earnings have fallen from -$119 
million in 2015 to -$814 million over the trailing twelve months (TTM), per Figure 2. The firm’s core earnings 
margin fell from -24% in 2018 to -65% TTM while its ROIC declined from -31% to -60% over the same time. The 
firm is also burning through cash in a big way with -$2.6 billion in free cash flow (92% of market cap) over the 
past four years.  

Figure 2: NTNX’s Revenue & Core Earnings Since 2015 
 

 
 

Sources: New Constructs, LLC and company filings 

Economic Earnings Are Even Worse 

Core earnings account for unusual gains and expenses included in GAAP net income. To get the full picture of a 
company’s operations and hold management accountable for capital allocation, we also analyze balance sheets 
to calculate an accurate ROIC and economic earnings. 

Some notable adjustments to NTNX’s balance sheet include:  

• Added $171 million in operating leases 
• Added $2 million in accumulated asset write-downs 

After all adjustments, we find that NTNX’s economic earnings have fallen from -$135 million in 2015 to -$947 
million TTM. NTNX has failed to create true shareholder value despite impressive revenue growth.  
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http://blog.newconstructs.com/
https://www.newconstructs.com/stock-rating-methodology/
https://www.newconstructs.com/competition-taking-market-share-could-sink-this-stock/
https://www.newconstructs.com/education-free-cash-flow/
https://www.newconstructs.com/off-balance-sheet-debt/
https://www.newconstructs.com/asset-write-downs/
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Figure 3: NTNX’s Economic Earnings & ROIC Since 2015  
 

 
 

Sources: New Constructs, LLC and company filings 

Profitability Significantly Lags Competitors  

As noted in our original article, Nutanix faces competition from some of the most profitable tech firms in the 
world, such as Microsoft (MSFT), Alphabet (GOOGL), VMWare (VMW), Cisco Systems (CSCO), and more. Per 
Figure 4, Nutanix’s core earnings margin and ROIC rank well below all competitors.  

Figure 4: NTNX’s Profitability Ranks Last Among Competition  
 

Company Name Ticker 
Core Earnings 

Margin 
Return on Invested 

Capital (ROIC) 

NetApp Inc. NTAP 14% 41% 

Microsoft Corporation MSFT 30% 38% 

Alphabet, Inc. GOOGL 21% 35% 

VMware Inc. VMW 19% 27% 

Cisco Systems, Inc. CSCO 23% 16% 

Amazon.com Inc. AMZN 4% 12% 

International Business Machines IBM 11% 7% 

Hewlett Packard Enterprise HPE 6% 5% 

Nutanix Inc. NTNX -65% -60% 
 

Sources: New Constructs, LLC and company filings 

Worse yet, NTNX is also losing market share according to International Data Corporation’s (IDC) Worldwide 
Quarterly Converged Systems tracker. In 3Q19, Nutanix held (as measured by revenue attributed to the owner of 
the software) 27% of the Hyperconverged Systems market, which was down from 34% in 3Q18. VMware grew 
its market share from 35% to 38% while Dell Technologies grew from 4% to 6%.   

Shares Look Significantly Overvalued 

With declining market share, negative profitability, and a more risk-off market, we think shares can fall much 
further. When we use our reverse discounted cash flow (DCF) model to analyze the expectations implied by the 
stock price, NTNX still appears significantly overvalued.  

To justify its current price of $15/share, NTNX must immediately improve its NOPAT margin to 6% (compared to 
-65% in 2019), which equals HPE’s TTM NOPAT margin, and grow revenue by 16% compounded annually for 
the next 14 years. See the math behind this reverse DCF scenario. In this scenario, NTNX would be generating 
over $10.3 billion in revenue, which is over five times the entire hyperconverged systems market size in 2Q19. 
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NTNX's Deteriorating Fundamentals

Economic Earnings Return on Invested Capital (ROIC)

http://blog.newconstructs.com/
https://www.businesswire.com/news/home/20191212005595/en/Worldwide-Converged-Systems-Market-Grows-3.5-Year
https://www.businesswire.com/news/home/20191212005595/en/Worldwide-Converged-Systems-Market-Grows-3.5-Year
https://www.newconstructs.com/education-close-the-loopholes-how-our-dcf-works/
https://www.newconstructs.com/wp-content/uploads/2020/03/NewConstructs_DCF_NTNXjustification_2020-03-16.png
https://www.idc.com/getdoc.jsp?containerId=prUS45548719
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Furthermore, Mordor Intelligence, a market research provider, expects the HCI market to grow by 13% 
compounded annually through 2025.   

For comparison, here’s another scenario. If we assume NTNX achieves a 6% NOPAT margin and grows 
revenue by 15% compounded annually for the next decade, the stock is worth only $9/share today– a 40% 
downside. See the math behind this reverse DCF scenario. 

Each of the above scenarios also assumes NTNX is able to grow revenue, NOPAT and FCF without increasing 
working capital or fixed assets. This assumption is unlikely but allows us to create best-case scenarios that 
demonstrate how high expectations embedded in the current valuation are. For reference, NTNX’s invested 
capital has increased by an average of $294 million (24% of TTM revenue) a year since 2016. 

Compensation Plan Doesn’t Properly Incentivize Executives 

Compounding the issues above, NTNX’s executive compensation plan allows management to earn bonuses and 
stock options with no accountability to shareholders. In its latest proxy statement, NTNX disclosed executives’ 
annual bonuses are awarded based on software value on bookings, new customer adds, the “rule of 40” (which 
is based on revenue growth and free cash flow), and personal performance. 

Long-term incentives are provided in the form of restricted stock units, and, in some cases, performance 
restricted stock units. In 2019, NTNX awarded its CEO performance RSU’s that will vest based on the 
achievement of an average stock price of $80/share over a four and a half year period.  

The bottom line is that executives are incentivized by metrics that have allowed them to earn bonuses while 
destroying shareholder value. We’ve demonstrated through numerous case studies that ROIC, not non-GAAP 
net income or similar metrics, is the primary driver of shareholder value creation. Without a change in executive 
compensation, investors should expect more of the same value destruction. 

Wayfair (W) – Unattractive Rating 

We first put Wayfair in the Danger Zone in March 2015, and since then, the stock is up 7% (S&P +25%). The 
firm’s fundamentals look worse today than then, and despite the large cut to valuation so far in 2020, W remains 
overvalued.  

W has grown revenue by 47% compounded annually since 2012. Core earnings have fallen from -$21 million in 
2012 to -$984 million in 2019, per Figure 5. The firm’s core earnings margin fell from -4% in 2012 to -11% in 
2019 while its ROIC declined from -41% to -59% over the same time. The firm has burned $3.1 billion (83% of 
market cap) in free cash flow over the past five years.  

Figure 5: W’s Revenue & Core Earnings Since 2012 
 

 
 

Sources: New Constructs, LLC and company filings 
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http://blog.newconstructs.com/
https://www.mordorintelligence.com/industry-reports/hyper-converged-infrastructure-market
https://www.newconstructs.com/wp-content/uploads/2020/03/NewConstructs_DCF_NTNXvaluation_2020-03-16.png
https://www.sec.gov/Archives/edgar/data/1618732/000114036119019362/nc10005464x1_def14a.htm#tEC
https://www.newconstructs.com/category/roic-drives-valuation/
https://www.newconstructs.com/danger-zone-wayfair/
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Economic Earnings Look Just as Bad 

Some notable adjustments to W’s balance sheet to calculate an accurate ROIC and economic earnings include: 

• Added $977 million in operating leases 
• Added $1 million in accumulated other comprehensive loss 

After all adjustments, we find W’s economic earnings fell from -$23 million in 2012 to -$1.0 billion in 2019.  

Figure 6: W’s Economic Earnings Since 2012 
 

 
 

Sources: New Constructs, LLC and company filings 

Profitability Is Only Getting Worse  

In our original article we noted Wayfair faced competition from other online home goods firms, such as Overstock 
(OSTK), a prior Danger Zone pick3, and the e-commerce giant Amazon (AMZN). Now, competition is even more 
abundant. Unfortunately for W, its lack of profitability represents a key competitive disadvantage. While others 
have proven a hybrid brick & mortar and e-commerce model can generate consistent profits, e-commerce-only 
success is much more limited.  

Per Figure 7, W’s core earnings margin and ROIC rank significantly below competitors, which include AMZN, 
Williams-Sonoma (WSM), Target (TGT), Walmart (WMT), and more. It’s worth noting that the only other firm with 
a negative core earnings margin and ROIC is fellow online-only competitor Overstock.com.  

Figure 7: W’s Profitability Is Significantly Lower Than Competition  
 

Company Name Ticker 
Core Earnings 

Margin 
Return on Invested 

Capital (ROIC) 

Amazon.com Inc. AMZN 4% 12% 

Williams-Sonoma Inc. WSM 6% 12% 

Lowe's Companies LOW 5% 12% 

Target Corporation TGT 4% 11% 

Walmart Inc. WMT 3% 10% 

Haverty Furniture Companies HVT 3% 7% 

At Home Group Inc HOME 3% 4% 

Bed Bath & Beyond BBBY 0% 2% 

Overstock.com Inc. OSTK -6% -42% 

Wayfair, Inc. W -11% -59% 
 

Sources: New Constructs, LLC and company filings 

 
3 We put Overstock in the Danger Zone in October 2016 and since then, the stock is down 78% while the S&P is up 28%. 
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http://blog.newconstructs.com/
https://www.newconstructs.com/accumulated-other-comprehensive-income-removed-from-invested-capital/
https://www.newconstructs.com/danger-zone-overstock-ostk/
https://www.newconstructs.com/danger-zone-overstock-ostk/
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W isn’t achieving any economies of scale as it grows. Since 2015, W’s revenue has grown 42% compounded 
annually. Meanwhile, its customer service and merchant fees and selling, operations, technology, general and 
administrative expenses have grown by a combined 55% compounded annually. Overall, total operating 
expenses have grown 49% compounded annually since 2015.  

In other words, despite impressive top-line growth, W is actually getting further from profitability as profitable 
competitors enter the market and expand their offerings. Such a “growth with no regards to cost” mentality may 
work in a bull market, but when investors begin to care about actual cash flows, W is in trouble.   

Shares Still Hold Downside Risk 

Below, we use our reverse DCF model to quantify the expectations for future profit growth baked into W. 

To justify its current price of $39/share, W must immediately improve its NOPAT margin to 2% (compared to       
-10% in 2019), which is below e-commerce giant Amazon but still above the highest margin online peer 
Overstock ever achieved, and grow revenue by 18% compounded annually for the next nine years. See the math 
behind this reverse DCF scenario. In this scenario, W would be generating nearly $42 billion in revenue, which is 
greater than The TJX Companies’s (TJX) TTM revenue and one-fourth of Amazon’s 2019 product sales revenue.  

Even if we assume W achieves a 2% NOPAT margin and grows revenue by 14% compounded annually (nearly 
three times expected industry growth) for the next decade, the stock is worth only $23/share today – a 41% 
downside. See the math behind this reverse DCF scenario. 

Executives Get Paid to Destroy Value 

W’s executive compensation plan allows management to destroy shareholder value and still earn bonuses and 
stock awards. In its latest proxy statement, W notes that annual cash bonuses are “discretionary” and range from 
0-25% of base salary.  

Equity awards are given through restricted stock units at the time of hire, promotion, or “at other times at the 
discretion of the compensation committee.” These stock units vest over a four or five year period, subject to the 
executives continued employment.  

Essentially, executives are incentivized to increase W’s stock price, rather than create actual shareholder value 
through prudent capital stewardship. Without a change in executive compensation, investors should expect more 
of the same value destruction. 

The Importance of Fundamentals & Quantifying Expectations 

In volatile markets, it pays to incorporate fundamentals into investment decision making. Fundamentals need not 
be 100% of your process, but they should not be 0%. And, if you’re relying on fundamentals at any level, it pays 
to make sure you have accurate fundamentals. Investors should not make decisions based on incomplete or less 
accurate data than what is available. Our Company Valuation Models incorporate all the data from financial 
filings to truly assess whether a firm is under or overvalued and get an accurate representation of the risk/reward 
of a stock. For NTNX and W, the risk/reward does not look good.  

This article originally published on March 16, 2020.  

Disclosure: David Trainer, Kyle Guske II, and Matt Shuler 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. 

http://blog.newconstructs.com/
https://www.newconstructs.com/wp-content/uploads/2020/03/NewConstructs_DCF_Wjustification_2020-03-16.png
https://www.newconstructs.com/wp-content/uploads/2020/03/NewConstructs_DCF_Wjustification_2020-03-16.png
https://www.prnewswire.com/news-releases/the-global-home-decor-market-size-is-expected-to-reach-792-6-billion-by-2025--rising-at-a-market-growth-of-4-9-cagr-during-the-forecast-period-300869523.html
https://www.newconstructs.com/wp-content/uploads/2020/03/NewConstructs_DCF_Wjustification_2020-03-16.png
https://www.sec.gov/Archives/edgar/data/1616707/000161670719000079/a2019def-14aproxy.htm#s39E2A1FE169D5061B20F77D14067E7AA
https://www.newconstructs.com/education/models/
https://www.newconstructs.com/avoid-low-roic-stocks-in-falling-markets/
https://twitter.com/NewConstructs
https://www.facebook.com/newconstructsllc/
https://www.linkedin.com/company/new-constructs
https://stocktwits.com/dtrainer_NewConstructs
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Footnotes adjustments matter. We are the ONLY source. 

We provide ratings, models, reports & screeners on U.S. 3,000 stocks, 700 ETFs and 7,000 mutual funds. 

HBS & MIT Sloan research reveals that: 

• Markets are inefficiently assessing earnings because no one reads the footnotes. 

• Corporate managers hide gains/losses in footnotes to manage earnings. 

• Our technology brings the material footnotes data to market for the first time ever. 

Combining human expertise with NLP/ML/AI technologies (featured by Harvard Business School), we shine a 
light in the dark corners (e.g. footnotes) of hundreds of thousands of financial filings to unearth critical details.  

The HBS & MIT Sloan paper, Core Earnings: New Data and Evidence, shows how our superior data drives 
uniquely comprehensive and independent debt and equity research. 

This paper compares our analytics on a mega cap company to other major providers. The Appendix details 
exactly how we stack up. 

Learn more. 

Quotes from HBS & MIT Sloan professors on our research: 

Get better research: 

 “…the NC dataset provides a novel opportunity to study the properties of non-operating items disclosed in 10-
Ks, and to examine the extent to which the market impounds their implications.” – page 20 

Pick better stocks: 

“Trading strategies that exploit cross-sectional differences in firms’ transitory earnings produce abnormal returns 
of 7-to-10% per year.” – Abstract 

Avoid losses from using other firms’ data: 
“…many of the income-statement-relevant quantitative disclosures collected by NC do not appear to be easily 
identifiable in Compustat…” – page 14 

Build better models: 

“Core Earnings [calculated using New Constructs’ novel dataset] provides predictive power for various measures 
of one-year-ahead performance…that is incremental to their current-period counterparts.” – page 4 

Exploit market inefficiencies: 

“These results … suggest that the adjustments made by analysts and Compustat to better capture core earnings 
are incomplete. Moreover, the non-core items identified by NC produce a measure of core earnings that is 
incremental to alternative measures of operating performance in predicting an array of future income 
measures.”  – page 26 

Fulfill fiduciary duties: 

“An appropriate measure of accounting performance for purposes of forecasting future performance requires 
detailed analysis of all quantitative performance disclosures detailed in the annual report, including those 
reported only in the footnotes and in the MD&A.” – page 33-34 

 

 

 

 

http://blog.newconstructs.com/
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3467814
https://www.newconstructs.com/harvard-publishes-case-study-on-our-robo-analyst-technology/
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3467814
https://www.newconstructs.com/compare-our-data-roic-to-other-providers/
https://www.newconstructs.com/
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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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