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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. 

 

Big Value in Big Tech 
We first made Alphabet (GOOGL: ~$2,300/share) a Long Idea in February 2018. Since then, the stock is up 
110% compared to a 46% gain for the S&P 500. Even after such strong outperformance, the stock has another 
43%+ upside while the index looks weaker by the day. Our last report (April 2021) on Alphabet is here. 

 

 

This report leverages our cutting-edge Robo-Analyst technology to deliver proven-superior1 fundamental 
research and support more cost-effective fulfillment of the fiduciary duty of care.  

Alphabet’s Stock Has Strong Upside Based on: 

• the continuing impact of digital transformation post the COVID-19 pandemic 
• its large free cash flow generating business 
• substantial research and development spending 
• robust growth from cloud business 
• opportunities to develop additional profit-generating segments 
• the current price has 47% upside with only moderate profit growth. 

Figure 1: Long Idea Performance: From Date of Publication Through 5/10/2022 
 

 
 

Sources: New Constructs, LLC 

What’s Working 

The Real Pandemic Winner: Unlike other companies – such as Peloton (PTON), Wayfair (W), and Shopify 
(SHOP) – that have seen their pandemic-driven profits fade over the trailing twelve months (TTM), Alphabet’s 

 
1 Our research utilizes our Core Earnings, a more reliable measure of profits, as proven in Core Earnings: New Data & Evidence, written by 
professors at Harvard Business School (HBS) & MIT Sloan and published in The Journal of Financial Economics. 
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business continues to surpass already elevated pandemic levels. The company’s revenue rose 23% year-over-
year (YoY) in 1Q22, while its Core Earnings rose 24%. 

The pandemic accelerated a digital transformation worldwide in many industries and now fuels continued 
demand for Alphabet’s advertising services, which accounted for ~29% of digital ad revenue in the U.S. market 
in 2021. 

Alphabet Generates Lots of Free Cash Flow: Alphabet’s advertising business enables the company to 
generate strong free cash flow (FCF). Over the past five years, Alphabet generated cumulative FCF of $134.9 
billion (9% of market cap), second only to Apple (AAPL) among companies in the S&P 500.  

Over the TTM, Alphabet’s FCF of $54.6 billion is 1.2x the combined FCF of Microsoft (MSFT) and Meta 
Platforms (FB) and 32x the average TTM FCF of all S&P 500 companies. See Figure 2. 

Figure 2: TTM Free Cash Flow: S&P 500 Top 15 
 

Company Ticker 
Free Cash Flow 

($ billion) 

Apple Inc. AAPL $89.7 

Alphabet, Inc. GOOGL $54.6 

Walmart Inc. WMT $37.3 

Exxon Mobil Corp XOM $35.6 

Pfizer Inc. PFE $34.4 

International Business Machines IBM $28.8 

JPMorgan Chase & Company JPM $27.7 

Bank of America Corp BAC $27.5 

AbbVie, Inc. ABBV $24.9 

Wells Fargo & Company WFC $24.6 

Chevron Corporation CVX $23.9 

Microsoft Corporation MSFT $23.3 

Meta Platforms Inc FB $23.1 

Johnson & Johnson JNJ $23.1 

The Home Depot, Inc. HD $17.7 

S&P 500 Average $1.7 
 

 

Sources: New Constructs, LLC and company filings 

Alphabet leverages its cash-generating advertising business to fund substantial research and development 
(R&D) spending, which creates a significant competitive advantage for the company. Alphabet’s five-year 
cumulative R&D spend is the most of all companies in the S&P 500, per Figure 3. Alphabet’s R&D spending over 
the past five years is 1.5x Microsoft’s, 1.5x Apple’s, and 2x pharmaceutical giant Johnson & Johnson’s (JNJ) 
R&D spending. 

 

 

 

 

 

 

 

 

 

http://blog.newconstructs.com/
https://www.newconstructs.com/education-core-earnings-earnings-distortion/
https://www.statista.com/statistics/242549/digital-ad-market-share-of-major-ad-selling-companies-in-the-us-by-revenue/
https://www.newconstructs.com/education-free-cash-flow/
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Figure 3: 5-Year Cumulative Research and Development: S&P 500 Top 10 
 

 
 

Sources: New Constructs, LLC and company filings 

Profitability Continues to Improve: Alphabet’s Core Earnings have risen from $28.8 billion in 2018 to $70.5 
billion over the TTM. The company’s net operating profit after tax (NOPAT) margin has risen from 20% in 2018 to 
26% TTM, while its invested capital turns have risen from 1.6 to 2.1 over the same time. Rising NOPAT margins 
and invested capital turns have driven Alphabet’s return on invested capital (ROIC) from 33% in 2018 to 55% 
over the TTM. 

Alphabet’s ability to control its traffic acquisition costs (TAC), i.e. the amount it spends to acquire advertising 
revenue, is a key driver of its improved profitability. Over the TTM, advertising revenue accounted for 81% of 
Alphabet’s total revenue. Per Figure 4, Alphabet’s TAC have steadily fallen from 23% of revenue in 2018 to 
below 22% TTM.  

Figure 4: Traffic Acquisition Costs as Percent of Advertising Revenue: 2018 – TTM 
 

 
 

Sources: New Constructs, LLC and company filings 
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Google Cloud Drives Revenue Growth: Alphabet is more than just an advertising business and its cloud 
segment drives further revenue growth. Per Figure 5, cloud revenue rose from $4.1 billion in 2017 to $19.2 billion 
in 2021, or 48% compounded annually. Over the TTM, Google Cloud revenue is $21 billion and accounts for 8% 
of total revenue. 

Figure 5: Google Cloud Revenue: 2017 – TTM 
 

 
 

Sources: New Constructs, LLC and company filings 

What’s Not Working 

Regulatory Concerns Loom Over the Stock: “Big Tech” companies have long lobbied Washington to limit 
legislative and regulatory restrictions. These efforts, coupled with disagreement between political parties, have 
stalled major legislative action against Big Tech.  

However, the real regulatory threat to Alphabet, and the rest of Big Tech, comes from the EUs Digital Markets 
Act (DMA), which Alphabet unsuccessfully lobbied against. The DMA will force large companies to open up their 
ecosystems, share data with competitors, and stop using personal data for targeted advertising without explicit 
consent. Repeated violations of the DMA could bring fines of up to 10% of global annual revenue. 

It’s not all bad news for Big Tech, though. The DMA prohibits member states from passing their own laws, which 
removes the risk of even more extreme country-specific regulation or an impossible patchwork of regulations.  

Over the long run, Alphabet is likely to navigate regulatory challenges and deliver profits. Indeed, its business 
has proven to be more resilient to privacy-related changes than Meta’s (FB). Large incumbent companies are 
often best equipped to navigate highly regulated industries. Alphabet is armed with the cash, political savvy, and 
services that deliver a social good which could help the company widen its moat as it positions its business to 
comply with regulatory complexities. Examples of other companies we have written on that deliver exceptionally 
profitable operations in highly regulated environments include JPMorgan (JPM), Shell (SHEL), Johnson & 
Johnson (JNJ), Verizon (VZ), and Ford (F).  

Reliance on Advertising: While Alphabet’s large advertising business is very profitable, the company’s 
concentration in advertising means a fundamental shift in the digital advertising industry could have a very 
adverse effect on the company’s profitability. However, Alphabet’s 92% share of the global search market, 
provides the company’s advertising business with a large moat that new forms of digital advertising will have 
trouble replicating.  

Furthermore, the company’s growing cloud and subscription-based service business help offset some of its 
exposure to advertising, and Alphabet invests in several initiatives that could help the company transition away 
from its reliance on advertising. Some of these initiatives include Deep Mind artificial intelligence, Waymo self-
driving, and Verily data-driven health solutions. 
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Diversifying Away from Advertising Will Lower Margins: As the company grows other segments of its 
business, those segments are not likely to match the high margins Alphabet’s advertising segment achieves, 
which could lower the company’s overall ROIC. Nonetheless, as long as other segments generate an ROIC 
above its weighted average cost of capital (WACC), the company will create more shareholder value as it grows 
economic earnings through these additional segments. 

Stock Is Priced for Limited Profit Growth 

Concerns over political and regulatory risks have helped drive the stock down 21% year-to-date. However, given 
the resiliency of Alphabet’s business model, this decline provides investors with an attractive entry point. The 
stock’s price-to-economic book value (PEBV) ratio is 1.1 is at its cheapest level since 2012, when the stock 
traded at just $354/share. A PEBV ratio of 1.1 means the market expects Alphabet’s NOPAT to grow to no more 
than 10% above TTM levels, which seems overly pessimistic. Below, we use our reverse discounted cash flow 
(DCF) model to analyze the expectations for future growth in cash flows baked into a couple of stock price 
scenarios for Alphabet.  

In the first scenario, we quantify the expectations baked into the current price. We assume,  

• NOPAT margin falls to 23% (below TTM margin of 26%) from 2022 – 2036, and  
• revenue grows 3% (vs. 2022 – 2026 consensus estimate CAGR of 14%) compounded annually from 

2022 to 2036. 

In this scenario, Alphabet’s grows NOPAT by just 2% compounded annually through 2036, and the stock is 
worth ~$2,300/share today – equal to the current price.   

Shares Could Reach $3,300+ 

If we assume Google’s: 

• NOPAT margin remains at TTM levels of 26% from 2022 – 2036,  
• revenue grows at a 7% CAGR from 2022 – 2026 (half the consensus estimate CAGR from 2022 – 

2026), and  
• revenue grows by just 5% (vs. 21% CAGR over the past decade) compounded annually from 2027 – 

2036, then 

the stock is worth ~$3,300/share today – 43% above the current price. In this scenario, Alphabet’s NOPAT grows 
6% compounded annually over the next 15 years. For reference, Alphabet has grown NOPAT by 28% 
compounded annually over the past five years and 35% compounded annually since 2004 (earliest available 
data). Should Alphabet grow NOPAT more in line with historical levels, the stock has even more upside. 

Figure 6: Alphabet’s Historical and Implied NOPAT: DCF Valuation Scenarios 
 

 
 

Sources: New Constructs, LLC and company filings 
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This article originally published on May 11, 2022.  

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. 
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It’s Official: We Offer the Best Fundamental Data in the World 

Many firms claim their research is superior, but none of them can prove it with independent studies from highly-
respected institutions as we can. Three different papers from both the public and private sectors show: 

1. Legacy fundamental datasets suffer from significant inaccuracies, omissions and biases.  
2. Only our “novel database” enables investors to overcome these flaws and apply reliable fundamental 

data in their research. 
3. Our proprietary measures of Core Earnings and Earnings Distortion materially improve stock picking and 

forecasting of profits. 

Best Fundamental Data in the World 

Forthcoming in The Journal of Financial Economics, a top peer-reviewed journal, Core Earnings: New Data & 
Evidence proves our Robo-Analyst technology overcomes material shortcomings in legacy firms’ data collection 
processes to provide superior fundamental data, earnings models, and research. More details. 

Key quotes from the paper: 

• “[New Constructs’] Total Adjustments differs significantly from the items identified and excluded from 
Compustat’s adjusted earnings measures. For example… 50% to 70% of the variation in Total 
Adjustments is not explained by S&P Global’s (SPGI) Adjustments individually.” – pp. 14, 1st para. 

• “A final source of differences [between New Constructs’ and S&P Global’s data] is due to data collection 
oversights…we identified cases where Compustat did not collect information relating to firms’ income 
that is useful in assessing core earnings.” – pp. 16, 2nd para. 

Superior Models 

A top accounting firm features the superiority of our ROIC, NOPAT and Invested Capital research to Capital IQ & 
Bloomberg’s in Getting ROIC Right. See the Appendix for direct comparison details.  

Key quotes from the paper: 

• “…an accurate calculation of ROIC requires more diligence than often occurs in some of the common, 
off-the-shelf ROIC calculations. Only by scouring the footnotes and the MD&A [ as New Constructs 
does] can investors get an accurate calculation of ROIC.” – pp. 8, 5th para. 

• “The majority of the difference…comes from New Constructs’ machine learning approach, which 
leverages technology to calculate ROIC by applying accounting adjustments that may be buried deeply 
in the footnotes across thousands of companies.” – pp. 4, 2nd para. 

Superior Stock Ratings 

Robo-Analysts’ stock ratings outperform those from human analysts as shown in this paper from Indiana’s Kelley 
School of Business. Bloomberg features the paper here. 

Key quotes from the paper: 

• “the portfolios formed following the buy recommendations of Robo-Analysts earn abnormal returns that 
are statistically and economically significant.” – pp. 6, 3rd para. 

• “Our results ultimately suggest that Robo-Analysts are a valuable, alternative information intermediary to 
traditional sell-side analysts.” – pp. 20, 3rd para. 

Our mission is to provide the best fundamental analysis of public and private businesses in the world and make it 
affordable for all investors, not just Wall Street insiders. 

We believe every investor deserves to know the whole truth about the profitability and valuation of any company 
they consider for investment. More details on our cutting-edge technology and how we use it are here. 

http://blog.newconstructs.com/
https://www.newconstructs.com/evidence-on-the-superiority-of-our-earnings-data/
https://www.newconstructs.com/education-core-earnings-earnings-distortion/
https://www.newconstructs.com/earnings-distortion-score-methodology/
http://jfe.rochester.edu/
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3467814
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3467814
https://www.newconstructs.com/data/
https://www.newconstructs.com/education-core-earnings-earnings-distortion/
https://www.newconstructs.com/blog/
https://www.newconstructs.com/evidence-on-the-superiority-of-our-earnings-data/
https://www.newconstructs.com/getting-roic-right/
https://www.newconstructs.com/wp-content/uploads/2019/06/Getting-ROIC-Right.pdf
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3514879
https://www.bloomberg.com/news/articles/2020-02-11/robot-analysts-outwit-humans-in-study-of-profit-from-stock-calls?sref=zw7RLDfe
https://www.youtube.com/watch?v=wRUr5w4zDVA
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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 two 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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