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Advertising & Marketing Firm Positioned to Thrive, Not Just
Survive

Fears that the economic slowdown will permanently and drastically reduce advertising spend lead investors to
overlook this highly profitable industry leader. We suggest investors look past the current economic downturn
and set their sights on the opportunity that awaits this best-in-class business when the economy recovers.
Omnicom Group, Inc. (OMC: $54/share) is this week’s Long Idea.

Don’t Throw the Baby Out with the Bathwater

We first made OMC a Long Idea in May 2018 and it has since underperformed the market (down 27% vs S&P
500 up 6%). We noted at the time of our report that OMC’s list of loyal clients, many of whom had been with the
firm for decades, and its leading profitability positioned the firm to capitalize on industry growth.

With an even cheaper valuation, OMC looks even more attractive today. Before COVID-19, advertising and
marketing firms were increasing their growth forecasts for 2020. While those forecasts have certainly changed in
the short term, businesses will still need to manage their brands and attract customers, both during and after the
crisis. Longer term, we believe there will be pent up demand for advertising, public relations, and brand building,
even if some business operations are different in a post COVID-19 world.

OMC'’s History of Profit Growth

OMC has a strong history of profit growth. Over the past decade, OMC has grown revenue by 2% compounded
annually and core earnings1 by 5% compounded annually, per Figure 1. Longer term, OMC has grown core
earnings by 7% compounded annually over the past two decades. The firm increased its core earnings margin
from 7% in 2009 to 9% in the TTM period.

Figure 1: OMC’s Core Earnings & Revenue Growth Since 2009
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Sources: New Constructs, LLC and company filings.

OMC'’s rising profitability helps the business generate significant free cash flow (FCF). The company generated
positive FCF in each of the past ten years and a cumulative $8 billion (61% of market cap) over the past five

1 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 “Income Before Special ltems” from
Compustat, owned by S&P Global (SPGI).
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years. OMC’s $1.1 billion in FCF over the TTM period equates to a 6% FCF yield, which is significantly higher
than the Consumer Cyclicals sector average of 1%.

Omnicom’s Balance Sheet Provides Ample Liquidity to Survive the Crisis

Companies with strong cash balances are better positioned to survive macro-economic uncertainty. OMC has
the cash to survive the current disruption to operations, with $2.7 billion in cash and equivalents on its balance
sheet at the end of 1Q20. Additionally, the firm has a $2.5 billion revolving credit facility and recently announced
a $600 million senior note offering and an additional $400 million revolving credit agreement. This capital, along
with cash on hand at the end of March 2020, gives the firm over $6 billion of liquidity with no notes maturing until
May 2022.

According to OMC'’s latest quarterly filing, the firm spent $3 billion ($1 billion/month) on operating expenses in
1Q20. In a worst-case scenario where OMC generates no revenue, and continues to cover its full operating
expenses, OMC could operate for over six months before needing additional capital.

However, it is very unlikely that OMC’s revenue will ever go to zero since the firm recently stated that it was
preparing for a “double digit” decline in the second quarter of 2020, not a complete shutdown of its operations.
Additionally, 83% of OMC’s operating expenses in 1Q20 were salary and service costs, which the firm is
reducing through furloughs and layoffs. Should a worst-case scenario emerge, OMC would be able to further cut
expenses and prolong its survival.

OMC'’s Profitability Ranks Highest Among Competitors

OMC'’s profitability was trending higher at a faster pace than its competitors before the crisis. In our initial report,
we mentioned how OMC'’s high client-retention rate creates a competitive advantage for the firm, which
continues today. With leading profitability, consistent cash flows, and a strong balance sheet, OMC can not only
survive the downturn, but continue to thrive once the economy recovers.

OMC’s invested capital turns, have remained at 1.3 from 2015 to the TTM period, which is well above the
market-cap-weighted average of peers, which sits at 0.8. The peer group in this analysis includes the 20
Advertising and Marketing firms under coverage, including Interpublic Group of Companies (IPG), WPP, PLC
(WPP), Nielsen Holdings (NLSN), and Clear Channel Outdoor Holdings (CCO) among others.

OMC’s net operating profit after-tax (NOPAT) margin, while lower than the market-cap-weighted peer average,
has increased ~200 basis points from 9% in 2015 to 11% TTM. Meanwhile, the market-cap-weighted average
NOPAT margin of peers has increased by just 30 basis points, from 11.5% to 11.8% over the same time.

The combination of rising margins and steady invested capital turns drives OMC’s ROIC higher. OMC has
improved its ROIC from 12% in 2015 to 14% TTM. Per Figure 2, the market-cap-weighted average ROIC of
OMC’s peers has declined from 7% to 6% over the same time.

Figure 2: OMC’s ROIC vs. Competitors
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Sources: New Constructs, LLC and company filings.
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Omnicom’s Opportunity After the Dip

Before the COVID-19 pandemic, PricewaterhouseCoopers projected the Global Entertainment & Media (E&M)
industry, which includes internet and TV advertising, to grow by 4.3% compounded annually through 2023.
Figure 3 illustrates the projected industry growth, from $2.1 trillion in 2018 to $2.6 trillion in 2023. Once economic
activity rebounds, we expect advertising spending to resume the growth trajectory forecasted before the crisis.

Figure 3: Pre-Covid-19 Global E&M Revenue Forecast
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Sources: New Constructs, LLC and PWC Global Entertainment & Media Outlook 2019-2023.

While the COVID-19 pandemic will cause advertising spend to drop significantly in 2020, the International
Monetary Fund (IMF) and nearly every economist in the world believe the global economy (which would include
advertising) will grow strongly in 2021. In fact, Alphabet (GOOGL) and Facebook (FB) each recently reported
that advertising revenue seemed to stabilize in April, which could indicate ad spending is already on the rebound.

It is believed that Henry Ford once said, “the man who stops advertising to save money is like the man who
stops the clock to save time.” Though the present dip in economic activity will tempt many businesses to reduce
their spending on advertising, they will soon find out that they can’t “stop time”.

In other words, while marketing and advertising appear to be discretionary expenses in the short term, they,
along with public relations strategies, are essential to the operations for nearly all businesses over the long term.
Economic downturns can present unique opportunities for companies that remain committed to advertising
spend. Once businesses get beyond immediate cash concerns, firms will seize the opportunity to market and
advertise to consumers with pent up demand. OMC is well-positioned to provide these clients with content
creation, ad placement, and more as the economy moves past the initial shock of the COVID-19 pandemic.

OMC Trades at Cheapest Level in History of Our Model

After falling 32% YTD to $54/share, OMC now trades at its cheapest price-to-economic book value (PEBV), 0.4,
in the history of our model. This ratio means the market expects OMC’s NOPAT to permanently decline by 60%.
This expectation seems overly pessimistic over the long term.

OMC’s current economic book value, or no-growth value, is $130/share — a 140% upside to the current price.
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Figure 4: OMC’s Stock Price vs. Economic Book Value (EBV)
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Sources: New Constructs, LLC and company filings.

OMC’s Current Price Implies Doomsday Scenario

Below, we use our reverse DCF model to quantify the cash flow expectations baked into OMC’s current stock
price. Then, we analyze the implied value of the stock based on different assumptions about COVID-19’s impact
on the advertising and marketing industry and OMC'’s future growth in cash flows.

Scenario 1: Using historical revenue declines and margins, as well as average historical GDP growth rates, we
can model the worst-case scenario already implied by OMC’s current stock price. In this scenario, we assume:

e NOPAT margins fall to 8% (all-time company low in 2001) in 2020-2022 before rebounding to 9% (10-
year average) in 2023 and each year thereafter

e Revenue falls 26% in 2020, (double the YoY decline from 2008 to 2009) and 13% in 2021 and 2022

e Sales begin growing again in 2023, but only at 3.5% a year, which equals the average global GDP
growth rate since 1961

In this scenario, where OMC’s NOPAT declines 25% compounded annually from 2019 to 2022 and 6%
compounded annually over nine years, the stock is worth $54/share today — nearly equal to the current stock
price. This scenario also accounts for the debt issuance since the end of 1Q20 noted earlier. We conservatively
assume this capital will be used to cover operating expenses and do not treat it as excess cash. See the math
behind thi DCE i,

For reference, OMC’s NOPAT declined by 2% compounded annually from 2008 to 2011 before growing by 4%
compounded annually the next eight years.

Figure 5 compares the stock’s implied future NOPAT to the firm’s historical NOPAT in this scenario. This worst-
case scenario implies OMC’s NOPAT nine years from now will be 61% below its 2019 NOPAT. In other words,
this scenario implies that nine years after the COVID-19 pandemic, OMC’s profits will have only recovered to
2004-2005 levels. In any scenario better than this one, OMC holds significant upside potential, as we’ll show
below.
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Figure 5: Current Valuation Implies Severe, Long-Term Decline in Profits: Scenario 1

$54/share Means Profits Never Reach 2005 Levels
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Sources: New Constructs, LLC and company filings.

Scenario 2: Big Upside Without a Full Recovery

If we assume, as does the IMF and nearly every economist in the world, that the global economy grows strongly
in 2021, OMC looks even more undervalued.

In this scenario, we assume:

e NOPAT margins fall to 8% (all-time company low) in 2020 and rebound to 9% (all-time company
average) in 2021 and each year thereafter

¢ Revenue falls 26% in 2020 — twice the year-over-year revenue decline from 2008 to 2009

e Revenue growth returns in 2021 at the IMF’s global base-case GDP growth rate of 5.8%

¢ Revenue grows at 3.5% a year thereafter, which equals the average global GDP growth rate since 1961

In this scenario, OMC’s NOPAT falls 45% in 2020 and declines by 1% compounded annually over the next
decade, and the stock is worth $93/share today — a 72% upside to the current price. This scenario also accounts
for the debt issuance since the end of 1Q20 noted earlier. We conservatively assume this capital will be used to
cover operating expenses and do not treat it as excess cash. See the math behind this reverse DCFE scenario.

For comparison, OMC has grown NOPAT by 5% compounded annually over the past decade and 7%
compounded annually over the past two decades. It's not often investors get the opportunity to buy an industry
leader at such a discounted price. There’s upside to $93/share as well given that it implies that profits only
rebound to 2015-16 levels.

Figure 6 compares the stock’s implied future NOPAT to the firm’s historical NOPAT in scenario 2.
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Figure 6: Implied Profits with Moderate Global Recovery: Scenario 2

OMC is Worth $93/share with Moderate Economic Rebound
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Sustainable Competitive Advantages Will Drive Shareholder Value Creation

Here’s a summary of why we think the moat around OMC'’s business will enable it to continue to generate higher
NOPAT than the current market valuation implies. The following competitive advantages help OMC survive the
downturn and return to growth as the economy grows again:

e Ample liquidity to survive the dip
e Loyal clientele with multi-year relationships
e  Superior profitability to peers

What Noise Traders Miss with OMC

These days, fewer investors focus on finding quality capital allocators with shareholder friendly corporate
governance. Instead, due to the proliferation of noise traders, the focus is on short-term technical trading trends
while high-quality fundamental research is overlooked. Here’s a quick summary of what noise traders are
missing:

e Consistent core earnings growth over the past decade

e Long-term demand for marketing and advertising
e Valuation implies the marketing and advertising industry never recovers from COVID-19

Executive Compensation Plan Could Be Improved

OMC'’s incentive awards include a short-term cash portion and long-term equity portion paid in restricted stock
units. The awards are tied to meeting target EPS growth, EBITA margin, organic growth, return on equity,
operating profit margin, and organic growth plus operating profit margin goals.

We would prefer OMC tie performance compensation to improvement in ROIC, as there is a strong correlation
between improving ROIC and increasing shareholder value. Tying executive compensation to ROIC also

ensures that executives’ interests are properly aligned with shareholders’ interests.

Despite using flawed metrics for measuring performance, OMC’s plan has not compensated executives while
destroying shareholder value. OMC grew economic earnings by 8% compounded annually over the past decade.
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Dividend Provides Nearly 5% Yield

OMC increased its dividend in eight of the last 10 years and has grown its annual dividend by 7% compounded
annually since 2015. OMC'’s present annualized dividend of $2.60/share provides a 4.8% yield. In its 1Q20
earnings call, management noted the firm has “no plans to change” its dividend policy. Best of all, in the past five
years, OMC generated far more in free cash flow ($8.0 billion) than it has paid out in dividends ($3.2 billion), or
an average $959 million surplus each year.

In addition to dividends, OMC regularly returned capital to shareholders through share repurchases. However,
the firm chose to suspend its repurchase program to strengthen its liquidity position for the present crisis. Before
the suspension, OMC repurchased $200 million worth of shares in the first quarter of 2020. In 2019, the firm
repurchased $610 million worth of shares. Should the firm resume share repurchases once the crisis is over, the
yield for investors will only increase.

A Consensus Beat or Signs of Recovery Could Send Shares Higher

According to Zacks, consensus estimates at the end of February pegged OMC’s 2020 EPS at $6.43/share. Jump
forward to May 4, and consensus estimates for OMC’s 2020 EPS have fallen to $4.41/share.

Though the COVID shutdowns are crushing near-term profits, these lowered expectations provide a great
opportunity for a strong business, such as OMC, to beat consensus, if not this quarter, then maybe the next.
Though our current Earnings Distortion Score for OMC is “In-Line”, OMC beat EPS estimates in each of the past
12 quarters, and doing so again, in the midst of such market turmoil, could send shares higher.

Additionally, any signs of the anticipated recovery in advertising spending this year would send shares higher.
Insider Trading and Short Interest Trends

Over the past three months, insiders have bought a total of 84 thousand shares and sold three thousand shares
for a net effect of 81 thousand shares purchased. These purchases represent less than 1% of shares
outstanding.

There are currently 21 million shares sold short, which equates to 10% of shares outstanding and nearly 8 days
to cover. Short interest is up 4% from the prior month. The high short interest increases the chances of a short
squeeze should OMC report good guidance and/or an earnings beat.

Critical Details Found in Financial Filings by Our Robo-Analyst Technology

As investors focus more on fundamental research, research automation technology is needed to analyze all the

critical financial details in financial filings as shown in the Harvard Business School and MIT Sloan paper, "Core
Below are specifics on the adjustments we make based on Robo-Analyst findings in Omnicom Group’s 2019 10-
K:

Income Statement: we made $577 million of adjustments with a net effect of removing $257 million in non-
operating expenses (2% of revenue). See all adjustments made to OMC'’s income statement here.

Balance Sheet: we made $7.3 billion of adjustments to calculate invested capital with a net increase of $9
million. One of the most notable adjustments was $1.2 billion (11% of reported net assets) in goodwill. See all
adjustments to OMC’s balance sheet here.

Valuation: we made $10.1 billion of adjustments with a net effect of decreasing shareholder value by $6.2 billion.
Apart from total debt, the most notable adjustment to shareholder value was $2.3 billion in minority interests.
This adjustment represents 6% of OMC’s market cap. See all adjustments to OMC’s valuation here.

Attractive Funds That Hold OMC
The following funds receive our Attractive-or-better rating and allocate significantly to Omnicom Group.
1. Brown Advisory — Beutel Goodman Large Cap Value Fund (BVALX) — 5.2% allocation and Attractive
rating.
2. FMI Large Cap Fund (FMIQX) — 3.4% allocation and Attractive rating.

3. Jensen Quality Value Fund (JNVYX) — 3.2% allocation and Attractive rating.
4. Alpha Architect U.S. Quantitative Value ETF (QVAL) — 2.7% allocation and Attractive rating.
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5. WisdomTree Dynamic Long/Short U.S. Equity Fund (DYLS) — 2.6% allocation and Attractive rating.

6. AIG ESG Dividend Fund (EDFWX) — 2.5% allocation and Attractive rating.
7. Arrow QVM Equity Factor ETF (QVM) — 2.2% allocation and Very Attractive rating.

This article originally published on May 6, 2020.
Disclosure: David Trainer, Kyle Guske Il, and Matt Shuler 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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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.

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

Combining human expertise with NLP/ML/AIl 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

Page 9 of 10


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

-~

S %

¢ New Constructs®
STOCK PICKS AND PANS 56120

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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