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Guest Post: The Importance of Going into The Model on The New
Constructs Platform To Get the Full Picture of Business Quality
By: Guest writer, John Rotonti, Host of The JRo Show

“The hallmarks of increasing returns for a business are rising ROICs and a high market share.” - Michael
Mauboussin

“These results are consistent with our analysis that shows that rising ROICs over a three-year period are
associated with attractive TSRs and falling ROICs are related to poor TSRs.” - Michael Mauboussin

“The simple answer is that | like to see it [ROIC] calculated both ways [with goodwill and intangibles left in and
taken out]... The longer answer is if a company has been acquisitive and | would expect them to remain so, |
would lean toward leaving in goodwill. If the company did a huge deal, is saddled with a lot of gooadwill, and is not
active in M&A, | would lean toward removing it. The basic idea behind excluding it is that you get a better sense
of the underlying economics of the business.” - Michael Mauboussin

“I don't see it as an either/or selection [either ROIC or ROTIC]. If you are assessing how well the company
allocated its capital when it made acquisitions, of course you want the denominator to include the full cost of
those acquisitions, not just the tangible assets that were acquired. If, however, you are making projections about
returns from future investment for organic growth, then you would not want the denominator to include the
acquisition premium.” - Bill Nygren

A friend of mine who is new to the New Constructs platform recently emailed me saying that he was surprised
CME Group (Nasdag: CME) was of such low quality with a trailing twelve month (TTM) return on invested capital
(ROIC) of only 8%. He was getting this information from the top of the ratings page...

Figure 1: CME Rating Details
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| explained to him that CME Group was anything but low quality, and then walked him through where to find
additional quality metrics on the New Constructs platform. | thought now would be a good time to share how to
more fully assess business quality on the platform.

To be clear this is not a recommendation to Buy CME Group. In fact, I'm not even going to mention what the
company does or spend any time discussing growth opportunities, risks, or valuation. | don’t touch on
management or capital allocation either (although one of the first things you’ll notice in your own research is that
the company pays a big and growing dividend that yields about 5%). The focus of this article is only to explain
some basic accounting and financial statement analysis and to show you how to get more from the New
Constructs platform when measuring business quality.

CME is an interesting case study and shows how basic screens can miss obvious business quality and/or
improving quality. While it’s true that CME has a low ROIC of 8% (because of large goodwill and intangibles from
past acquisitions) notice that its ROIC has increased each of the past 5 years, and a DuPont analysis shows the
increase in ROIC is driven by BOTH rising net operating profit after tax (NOPAT) margins (which are incredibly
high with 5-year average NOPAT margins of 48%) AND somewhat higher invested capital turnover.

So even though ROIC is low, it is improving (and rising ROIC is a main driver of intrinsic value growth, especially
when ROIC is starting from a low base), and that improvement is being driven by BOTH higher NOPAT margins
(profitability on the income statement) and higher capital velocity (balance sheet efficiency). So, CME Group
seems to really be firing on all cylinders right now despite low market volatility (CME Group’s business should
benefit from higher volatility in the future). Please reference the quotes above from Michael Mauboussin showing
that improving ROIC is a major driver of stock returns!

Figure 2: CME Dupont Analysis

~ Return on Invested Capital (ROIC)

T T T
2019 2020 2021 2022 2023 T™™

ROIC 5.7% 6.1% B.4% 7.2% 8.1% 8.3%
WACC 4.2% 2.9% 3.2% 5.3% 6.3% 6.5%
0IC 2-Yea
ROIC 2= Yoar 6.19 5.9% 5.3% 5.8 8
Average
o
RO 6.2% 6.1% 6.1 5.6% 7.3% 7.4
Average
IC 4-Ye. ; o o S
ROIC 4-Year 5.9% 6.2% 6.2% 8.4% 7.0% 7.0%
Average
5. Ve
ROIC o-Year 5.6% 6.0% 6.2% B.4% 6.7% 6.9%

Average

Page 2 of 9


https://www.newconstructs.com/category/dont-take-my-word-for-it/
https://www.fool.com/investing/2022/05/25/why-return-on-invested-capital-is-the-most-importa/
https://www.newconstructs.com/education-roic-drivers-dupont-analysis/

0

hiii

; New Constructs®

=+ ROIC Drivers: DuPont Model Analysis

Braaking ROIC into NOPAT Margin and Average Investad Capital Turms provides insights into the operating vs capital sfficiency of
businesses,
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Sources: New Constructs, LLC and company filings

Then when | scrolled down the ratings page a little further, | see that CME Group has 5-year average free cash
flow (FCF) margins of 58%, which are some of the highest FCF margins I've ever come across. This means that
CME Group is turning 58 cents of every dollar of revenue into no-strings-attached free cash flow that can be
returned to shareholders through (1) paying down debt, (2) paying a growing dividend, or (3) buying back stock

(hopefully at discounted prices).
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Just for perspective, Visa (NYSE: V), which is arguably the highest-quality business on earth, has four-year
average FCF margins through 2023 of also exactly 58%. | used a four-year average for Visa because 2019 was
an outlier for Visa where its FCF margins were abnormally low at 16%. If | had included 2019, then Visa’s 5-year
average FCF margin drops to 50% (which is still incredibly high, but less than CME Group). | hope this gives you
a sense for just how high-quality and FCF-generative CME Group is!

Figure 3: CME Free Cash Flow Margin Analysis
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Sources: New Constructs, LLC and company filings

Then, if | leave the ratings page and go into the “company model” tab and click on “metrics” | find that its return
on tangible invested capital (ROTIC) has averaged a whopping 60% over the past 5 years and was 62% over the
TTM (a delta that is 54 points higher than its ROIC). Why do | think ROTIC is a better metric of the underlying
economics of CME Group’s business? Because CME Group hasn’t made an acquisition of size in six years (its
last large acquisition was 2018) and the most recent acquisition prior to 2018 came all the way back in 2012
(once again about six years prior).

While in the metrics tab of the model | also see that CME Group’s FCF conversion (or FCF as a percent of
GAAP net income) has averaged 116% over the past five years. High FCF conversion above 100% not only
shows the company’s FCF generation prowess, but also indicates high earnings quality.

So, despite (optically) low ROIC, CME generated 5-yr average FCF margins of a whopping 58% because of high
NOPAT margins (in the 50% range), high returns on capital for the underlying business, and low capex with 5-
year average capex/sales of only 3%.
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Figure 4: CME ROIC & FCF Analysis from New Constructs’ Company Model
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Finally, no analysis of business quality would be complete without analyzing the balance sheet. The balance
sheet is the structural foundation of a strong business, and | don’t think a resilient business can be built on top of
a weak foundation. New Construct’s platform allows you to check the health of the balance sheet by clicking
“switch to credit rating” on the ratings page. As you can see, New Constructs gives CME Group its highest credit
rating of “very attractive” because it has an interest coverage ratio (EBIT divided by interest expense) of 21.5x
and a three-year average FCF-to-debt of 0.59x. An interest coverage of 21.5 indicates that one year’s worth of
operating income (EBIT) could pay almost 22 year’s worth of interest expense, and an average FCF-to-debt of
0.59 means that CME Group could pay off all its debt with less than two year’s worth of FCF. Also note how its
interest coverage ratio improved from 14x in 2019, another indication that its fundamentals (quality) are
improving over time.
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Figure 5: CME Credit Rating Details

CME Group, Inc. (CM

Related Articles

Credit Rating Group : Financials Large Cap

Analyst Notes : None

Closing Price: $201.75 (Jun 03, 2024)
Market Value: $72.6 Billion

Dividend Yield: 2.3%

Sector: Financials

Latest Filing: 10-Q for period ending Mar 31, 2024
Next Expected Filing: 10-Q on August 02, 2024

e Take the Tour

Switch to Stock Rating

Leverage @ Liquidity @ Coverage @
Overall Credit Free Cash Flow (3 yr
. Debt to Capital @ | EBITDA to Debt @ CashtoDebt @  Interest Goverage @
Rating © Avg.) to Debt @
Very Unattractive >0.98 < 0.0 <=0.1 <0.01 <-2.0
Unattractive 0.98=>09 0.0 < 0.05 -0.1 <-0.05 0.01 < 0.08 -20<1.0
Neutral 0.9=0.75 0.05 <041 -0.05 < 0.06 0.09 < 0.12 1.0<180rEBIT <0
Attractive 0.75>0.45 0.1 <025 0.06 <0.2 18<3.0
Clii<odsl 0 | Cisoes ) @seD >0.8 [ >300rEBIT=0
Actual Values 0.05 1.07 0.59 I 0.40 21.47

Company Model Download Report Marked-Up Filings

* Interest Coverage - Traditional v. Adjusted

2233+

21.09 -

19.85

18.61+

17.37 4

1613+

14.89

13.65

201e

2020

2021 2022

2023

M Inerest Goverage Ratio (Traditional) [ Interest Coverage Ratio (Adjusted)

$ Values in

Current/TTM thru
2024 01 10-Q

Interest

Coverage Ratio 13.70 14.97 15,34 18.29 21.18 21.54
(Traditional)

Interest

Coverage Ratio 13.65 15.04 15.28 18.18 21.1 21.47
{Adjusted)

EBIT {Traditional) 32,764.60 $2,828.00 $2,891,00 $3,317.00 $3,732.60 $3,767.50
EBIT {Adjusted) $2,753.80 $2,841.60 $2,875.00 $3.297 .50 $3,720.00 $3,775.00
Interest Expense

(Traditianal) $201.77 $188.81 $188.42 3181.39 $176.22 $175.83
it B $201.77 $188.91 $188.42 $181.39 $176.22 $175.83

{Adjusted)

Adjusted Interest Coverage Ratio is -

Sources: New Constructs, LLC and company filings

Page 6 of 9



https://www.newconstructs.com/category/dont-take-my-word-for-it/

>~

S %k

¢ New Constructs®
DILIGENCE PAYS 62024

To conclude, | have no doubt that CME Group is a very high-quality business. The lesson is not that ROTIC is
more important than ROIC. It's not. The lesson is that you need to be aware of both, especially when there is a
large delta between the two. The lesson is that when you see a company on the ratings page with low ROIC but
extremely high NOPAT margins and FCF margins, the vast majority of time it's because of high goodwill and
intangibles from past acquisitions, which results in a much higher ROTIC. In the case of a company like CME
Group it may pay to look at both ROIC and ROTIC and understand what'’s driving the delta, and that a low ROIC
(that is at least above the company’s cost of capital) in and of itself does not always indicate low quality. The
other lesson is that basic screens for TTM ROIC on a free website tell you very little, if anything at all. As an
analyst, the quality of the data matters dearly, and it helps to look at the long-term trend lines and inflection
points in ROIC, understand what’s driving the increase or decrease in ROIC, connect the numbers to the
narrative, and then determine where you think ROIC will go in the future (and why). New Construct’s model helps
with this.

| hope this helps and encourages you all to study the ratings page and then go into the model for additional,
powerful data and tools.

By the way, CME Group is not alone. Fiserv (NYSE: Fl), Broadcom (Nasdaqg: AVGO), and CDW (Nasdagq:
CDW) are all high-quality businesses with ROTIC much higher than ROIC. Go into the New Constructs model
and check it out!

Disclaimer: John owns shares of CDW, CME Group, and Visa.
This article was originally published on June 20, 2024.

Disclosure: David Trainer, Kyle Guske I, and Hakan Salt, receive no compensation to write about any specific
stock, sector, style, or theme.

Questions on this report or others? Join our Society of Intelligent Investors and connect with us directly.
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It’s Official: We Deliver 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. The stock market is missing footnotes — and only we have that critical data.

2. Legacy fundamental datasets suffer from significant inaccuracies, omissions, and biases.

3. Our proprietary drives novel alpha. Our measures of Core Earnings and Earnings Distortion materially
improve stock picking and forecasting of profits.

Best Fundamental Data in the World

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:

o “[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, 15! para.

o “Afinal 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, 2" para.

Superior Models

Ernst & Young features the superiority of our ROIC, NOPAT and Invested Capital research to Capital 1Q &
Bloomberg’s in Getting ROIC Right. See the Appendix for direct comparison details.

Key quotes from the paper:

e “...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, 5" para.

e “The maijority 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, 2" para.

Superior Stock Ratings

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

Key quotes from the paper:

o ‘“the portfolios formed following the buy recommendations of Robo-Analysts earn abnormal returns that
are statistically and economically significant.” — pp. 6, 3" para.

e “Our results ultimately suggest that Robo-Analysts are a valuable, alternative information intermediary to
traditional sell-side analysts.” — pp. 20, 3 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.
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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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	Guest Post: The Importance of Going into The Model on The New Constructs Platform To Get the Full Picture of Business Quality
	By: Guest writer, John Rotonti, Host of The JRo Show
	“The hallmarks of increasing returns for a business are rising ROICs and a high market share.” - Michael Mauboussin
	“These results are consistent with our analysis that shows that rising ROICs over a three-year period are associated with attractive TSRs and falling ROICs are related to poor TSRs.” - Michael Mauboussin
	“The simple answer is that I like to see it [ROIC] calculated both ways [with goodwill and intangibles left in and taken out]...The longer answer is if a company has been acquisitive and I would expect them to remain so, I would lean toward leaving in...
	“I don't see it as an either/or selection [either ROIC or ROTIC]. If you are assessing how well the company allocated its capital when it made acquisitions, of course you want the denominator to include the full cost of those acquisitions, not just th...
	A friend of mine who is new to the New Constructs platform recently emailed me saying that he was surprised CME Group (Nasdaq: CME) was of such low quality with a trailing twelve month (TTM) return on invested capital (ROIC) of only 8%. He was getting...
	Figure 1: CME Rating Details
	Image Source: New Constructs, LLC and company filings
	I explained to him that CME Group was anything but low quality, and then walked him through where to find additional quality metrics on the New Constructs platform. I thought now would be a good time to share how to more fully assess business quality ...
	To be clear this is not a recommendation to Buy CME Group. In fact, I’m not even going to mention what the company does or spend any time discussing growth opportunities, risks, or valuation. I don’t touch on management or capital allocation either (a...
	CME is an interesting case study and shows how basic screens can miss obvious business quality and/or improving quality. While it’s true that CME has a low ROIC of 8% (because of large goodwill and intangibles from past acquisitions) notice that its R...
	So even though ROIC is low, it is improving (and rising ROIC is a main driver of intrinsic value growth, especially when ROIC is starting from a low base), and that improvement is being driven by BOTH higher NOPAT margins (profitability on the income ...
	Figure 2: CME Dupont Analysis
	Sources: New Constructs, LLC and company filings
	Then when I scrolled down the ratings page a little further, I see that CME Group has 5-year average free cash flow (FCF) margins of 58%, which are some of the highest FCF margins I’ve ever come across. This means that CME Group is turning 58 cents of...
	Just for perspective, Visa (NYSE: V), which is arguably the highest-quality business on earth, has four-year average FCF margins through 2023 of also exactly 58%. I used a four-year average for Visa because 2019 was an outlier for Visa where its FCF m...
	Figure 3: CME Free Cash Flow Margin Analysis
	Sources: New Constructs, LLC and company filings
	Then, if I leave the ratings page and go into the “company model” tab and click on “metrics” I find that its return on tangible invested capital (ROTIC) has averaged a whopping 60% over the past 5 years and was 62% over the TTM (a delta that is 54 poi...
	While in the metrics tab of the model I also see that CME Group’s FCF conversion (or FCF as a percent of GAAP net income) has averaged 116% over the past five years. High FCF conversion above 100% not only shows the company’s FCF generation prowess, b...
	So, despite (optically) low ROIC, CME generated 5-yr average FCF margins of a whopping 58% because of high NOPAT margins (in the 50% range), high returns on capital for the underlying business, and low capex with 5-year average capex/sales of only 3%.
	Figure 4: CME ROIC & FCF Analysis from New Constructs’ Company Model
	Sources: New Constructs, LLC and company filings
	Finally, no analysis of business quality would be complete without analyzing the balance sheet. The balance sheet is the structural foundation of a strong business, and I don’t think a resilient business can be built on top of a weak foundation. New C...
	Figure 5: CME Credit Rating Details
	Sources: New Constructs, LLC and company filings
	To conclude, I have no doubt that CME Group is a very high-quality business. The lesson is not that ROTIC is more important than ROIC. It’s not. The lesson is that you need to be aware of both, especially when there is a large delta between the two. T...
	I hope this helps and encourages you all to study the ratings page and then go into the model for additional, powerful data and tools.
	By the way, CME Group is not alone. Fiserv (NYSE: FI), Broadcom (Nasdaq: AVGO), and CDW (Nasdaq: CDW) are all high-quality businesses with ROTIC much higher than ROIC. Go into the New Constructs model and check it out!
	Disclaimer: John owns shares of CDW, CME Group, and Visa.
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