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How to Value a Stock, Step 4: Discounted Cash Flow (DCF)

This is the fourth article in a four part series that walks readers through how to rate and value a stock. Chemical
manufacturer DuPont (DD) is our example. We began by calculating NOPAT, next calculating Invested Capital,
and then determining economic earnings.

Our fourth and final step to gauge the value of a stock is to use our dynamic discounted cash flow model to
quantify market expectations for future cash flows of a company. As Warren Buffet has stated many times, the
value of any stock equals the discounted value of the future cash flows available to equity holders. Therefore,
changes in the expected cash flows are the most important driver of changes in a stock price. Having made the
necessary adjustments to derive accurate and complete NOPAT, Invested Capital, economic earnings and free
cash flow (FCF), we have high conviction in our DCF model.

Ever hear the old adage: “buy low and sell high”?

Our research enables clients to execute the “buy low and sell high” strategy with high confidence. Our valuation
models are the best in the business at identifying the stocks with the highest and lowest market expectations.
We are the best implementation of “Expectations Investing” for over 3,000 stocks, 400 ETFs and 7,000 mutual
funds.

For example, when we put Amazon (AMZN) in the Danger Zone back in May 2013, we highlighted that the
current stock price of $267/share embedded the expectation that the company would grow profits by 25%
compounded annually for 25 years. Those are clearly high expectations. On the other hand, when we
recommended PetSmart Inc. (PETM) we highlighted that the current stock price of $57/share implied the
company’s profits would never grow beyond current levels for the remainder of its life. Those are low
expectations. Understanding expectations guides investors through the “noise” in the market. It helps them focus
on what matters most, which in the medium and long term is cash flow.

Details On We Quantify Market Expectations

Figure 1 shows the variables that are required to derive the price of any asset. The key take away of Figure 1 is
that one can value a stock in the same way one values a bond as long as one is flexible with the length of the
forecast period in the DCF model.

Figure 1: Key Value Drivers Are The Same For All Securities

Stocks Bonds
Revenue Growth Coupon Payment
ROIC - WACC Stock Price Agset Bond Price Risk = Interest Rales
> Value <
Growth Appreciation Period Maturity Date

Sources: New Constructs, LLC and company filings.

Because our model focuses on quantifying the market’s expectations for the future financial performance of a
company as embedded in the stock price, we need a more dynamic DCF model than the traditional models that
force the valuation of every stock into a 5 or 10-year forecast horizon. We use a model that analyzes multiple
forecast periods not just one. Accordingly, the key difference between our DCF model and others is that we
calculate the value attributable to equity shareholders over multiple (100) different forecast periods or what we
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call Growth Appreciation Periods (%)1. Consequently, our model assumes no profit growth in the terminal or
residual value calculations for each year of the forecast. If we think the company’s profits will grow more than five
years, then we look at the implied values of a longer (up to 100 years) forecast horizon. Adding perpetual growth
rates to terminal values is reckless and, too often, has a disproportionately large impact on the DCF valuation.

Scenario Analysis

Our models compare and contrast multiple forecast scenarios so clients can assess the valuation impact of
different forecasts for revenue growth, margins and capital allocation strategies. Note that all of our models come
with our default scenario so that there is at least one forecast loaded in every model. Our default scenarios are
not meant to be interpreted as gospel. They are simply a good, reasonable starting point for quantifying
expectations. We encourage clients to make their own forecasts.

Below is a quick review of the forecasting inputs in our models and how we derive our default estimates.
Forecast Driver #1: Revenue Growth

Revenue growth is the easiest of all the estimates. We like to rely on consensus values for the first few years.
Then, we tend to converge back to historical averages. From EY51-100, most of the time we assume a growth
rate of 6% for all companies. We converge most companies to 6% over the long term because that is roughly the
long-term geometric GDP growth rate since1929.

These assumptions are only a baseline, and can be adjusted as needed. Forecasted revenue growth should not
be 6% if a company has never generated 6% growth, and our analysts make this adjustment in our forecasts.
Also, revenue growth is rarely below 3% since the historical average annual inflation rate in the US is 3%.

Forecast Driver #2: Net Operating Profit Before Tax (NOPBT) Margin

Margin forecasts tend to be based on historical averages. WE prefer not to forecast significant deviations from
what the company has done in the past. Also, the NOPBT margin forecasts tend not to change across the entire
forecast period. This consistency makes it easier for clients to assess what the market’s margin expectations
truly are.

We cannot use consensus values for our margin forecasts because our margin calculations take into account a
great deal more data than is used in most analysts’ models. See details on our income statement adjustments.

Forecast Driver #3: Cash Operating Taxes

Tax rate forecasts tend to be based on historical averages also. Like the margin forecast, tax rate forecasts tend
not to change across the entire forecast period in our default scenarios.

Forecast Driver #4: Changes in Invested Capital

Lastly, to measure free cash flow, we must forecast how Invested Capital changes. We break out the invested
Capital forecasts into changes for net working capital and fixed assets.

Adjustments to Shareholder Value

After we calculate the present value of future free cash flows for all forecast periods, we make several
adjustments to shareholder value to account for non-operating assets and liabilities that impact the amount of
cash available to shareholders. Assets such as excess cash, discontinued operations, and unconsolidated
subsidiaries are added to our DCF value as they represent cash that can be returned to shareholders in the
future. Liabilities such as debt, underfunded pensions, and outstanding employee stock options are deducted
from the DCF value, as they are senior claims on cash flows that must be satisfied before existing shareholders
can be paid.

Valuing DuPont

Our model show that the current valuation of ~$67/share implies the company will grow NOPAT at 6.5%
compounded annually for 19 years. These results are based on our default DCF scenario, which can be seen
here. The scenario makes the following assumptions.

1. Revenue growth of 0.8% in year 1, 5.4% in year 2, and 6.5% thereafter.

! The Growth Appreciation Period represents our implementation of the Competitive Advantage Period (CAP) concept, which Michael
Mauboussin and Paul Johnson introduced to Wall Street in January of 1997.
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2. A pre-tax margin of 14.9%.

3. Net working capital increases by 10% of revenue growth while fixed assets increase by 90%, so that an
additional $1 of invested capital is added for every $1 of revenue growth.

These are fairly reasonable assumptions based on DD’s track record of profit growth.

However, a 19 year GAP is on the high end of our Neutral range, which runs from 10-20 years. If we shorten the
GAP to 15 years, the stock is worth $62/share.

Is DuPont a Buy?

We currently have a Neutral rating on DuPont, which means we don'’t see it as a stock to buy, but we also don’t
consider it to be particularly dangerous. DuPont is a high quality company that is expensive based on its recent
track record of growth and profitability.

Of course, not everyone will agree with that assessment. Activist investor Nelson Peltz holds a $1.6 billion stake
in DD and believes a breakup of the company will unlock shareholder value. He could be right. If a breakup of
the company delivers the cost savings that Peltz believes and improves pre-tax margins to 17% and spurs 8%
revenue growth for 15 years, the stock is worth over $90/share.

If you believe in Nelson Peltz's assessment, it would be reasonable to buy shares of DD. Investors can disagree
on the future prospects of a company. What's important is that investors have the tools that enable them to
understand the company’s profitability and the expectations embedded in its valuation.

Kyle Guske Il contributed to this report.
Disclosure: David Trainer and Kyle Guske Il receive no compensation to write about any specific stock, sector, or
theme.
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New Constructs® — Profile

How New Constructs Creates Value for Clients

1. Superior Recommendations — Our stock picks consistently outperform. See our track record
in our stock-picking accolades and Proof Is In Performance reports.

2. More Accurate Research — Our patented Research Platform for reversing accounting
distortions and discounted cash flow analysis leverages better data to deliver smarter research.

3. Time Savings — We check the fine print in thousands of corporate filings so you don't have to.
As reported by Barron’s, our expertise in analyzing SEC filings delivers Hidden Gems and Red
Flags that drive long-term stock-picking success.

4. Transparency — We are proud to share the results of our analysis of over 50,000 10Ks. See
the Corporate Disclosure Transgressions report we provided the SEC. Our reports detail all
data and assumptions. Company Models enable users to change them.

5. Objectivity — New Constructs is an independent research firm, not tied to Wall Street or
investment banking services. Our models are driven by comprehensive high-quality data not
stories. See our presentation to the Senate Banking Committee, the SEC and many others in
DC.

Our Philosophy About Research

Accounting data is not designed for equity investors, but for debt investors. Accounting data must be
translated into economic earnings to understand the profitability and valuation relevant to equity
investors. Respected investors (e.g. Adam Smith, Warren Buffett and Ben Graham) have repeatedly
emphasized that accounting results should not be used to value stocks. Economic earnings are what
matter because they are:

1. Based on the complete set of financial information available.
2. Standard for all companies.
3. A more accurate representation of the true underlying cash flows of the business.

Additional Information

Incorporated in July 2002, New Constructs is an independent publisher of investment research that
provides clients with consulting, advisory and research services. We specialize in quality-of-earnings,
forensic accounting and discounted cash flow valuation analyses for all U.S. public companies. We
translate accounting data from 10Ks into economic financial statements, i.e. NOPAT, Invested Capital,
and WACGC, to create economic earnings models, which are necessary to understand the true
profitability and valuation of companies. Visit the Free Archive to download samples of our research.
New Constructs is a BBB accredited business and a member of the Investorside Research
Association.
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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.

New Constructs is affiliated with Novo Capital Management, LLC, the general partner of a hedge fund. At any particular time, New
Constructs’ research recommendations may not coincide with the hedge fund’s holdings. However, in no event will the hedge fund receive
any research information or recommendations in advance of the information that New Constructs provides to its other clients.

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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