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Free Cash Flow and FCF Yield

Free cash flow (FCF) equals the amount of cash free for distribution to all stakeholders. Think of free cash flow
as the real dividend that a company could pay investors as well as a truer proxy for the profitability of a business.
Not surprisingly, many of the world's top investors focus on free cash flow when picking stocks.

There are many ways to calculate free cash flow. Most approaches are short cuts to a more comprehensive
approach to the calculation. Our formula for FCF is in Figure 1.

Figure 1: How to Calculate Free Cash Flow

NOPAT - Change In Invested Capital

Or

NOPAT
- Change In Net Working Capital (excludes Excess Cash)

— Change In Fixed Assets
= Free Cash Flow

Sources: New Constructs, LLC and company filings

As with all things in life, building a solid investment strategy around Free Cash Flow (FCF) is not as simple as it
may seem. While it is obvious that companies with larger and growing FCF should fetch higher valuations,
making money with that strategy requires a bit more work.

Here are 3 Rules to follow when building an investment strategy that uses FCF.

Get the best fundamental research

Rule #1: Cash is (not always) King

If you remember one thing from Accounting 101, it should be: Cash is King. Companies need cash to make,
market, or distribute products and services.

However, not all cash flow metrics are made the same. Getting an accurate FCF takes lots of work so almost
nothing you see on free websites is accurate. Be particularly wary of the FCF numbers that come from Wall
Street, companies or anyone trying to sell you stock (See 3 Reasons Why Amazon’s “Cash Flow” Is A Trap).
This paper, especially the Appendix, and these white papers show how much diligence goes into getting NOPAT
and Invested Capital, the variables used to calculate FCF, right.

Make sure you can audit any cash flow numbers on which you based investment decisions. Otherwise, you
could be making bets on bad information — more details below.

Rule #2: Cash may be King, but FCF yield is an Ace

Free Cash Flow is an important metric, but the level of FCF, by itself, does not provide enough information for an
investment strategy. Per Valuation 101, smart investing is about buying low expectations and selling high
expectations. We need a metric that tells how highly the market is valuing FCF. FCF Yield is the answer: the
ratio of Free Cash Flow to a company’s enterprise value (FCF/Enterprise Value).

We can use the FCF Yield to rank all stocks on an apples-to-apples basis. We can also compare the FCF Yields
to bond yields.

Rule #3: FCF yields > P/E multiples

Although they are beloved by the financial media, P/E multiples (price-to-earnings multiples) tell us little about a
company. They are an oversimplified metric used to quickly estimate future performance.
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FCF yield is an accurate measure of future company and stock performance because it is derived from two
calculated accurate values: free cash flow and enterprise value.

Take the case of Hertz (HTZ). In early 2018, Hertz had a P/E multiple of just 6, well below the S&P 500 average
of 22. However, as our article, “No Light at the End of the Tunnel for This Stock”, pointed out, this low P/E was

based on overstated GAAP net income due to the impact of tax reform. HTZ's negative free cash flow yield gave
a more accurate picture of the true economics of the business.

In order to sustain its various business operations, Hertz must invest higher rates of its profits back into its
business. In 2018, Hertz spent $12.5 billion on additions to its rental fleet, while depreciation and sales of its
vehicle totaled $11 billion. The high capital cost of maintaining its rental fleet explains why Hertz's total debt
increased from $15.3 billion in 2015 to $20.7 billion in 2019.

In the 18 months after we published our Hertz article, the stock dropped 39% while the S&P 500 was up 7%.
But a P/E multiple wouldn’t have told you that, would it?

Companies with the Most Positive/Negative Free Cash Flow

Figure 2 contains the S&P 500 companies with the highest and lowest level of FCF and their FCF yields.

Figure 2: Companies with Most Positive/Negative FCF: Trailing Twelve Months as of September 2019

Ticker Name ($m'?ﬁ'}§ns) FCF Yield
Highest Free Cash Flow
AAPL Apple $44,144 5.0%
GE General Electric $39,546 27.5%
WFC Wells Fargo $36,571 14.7%
T AT&T $31,400 5.8%
JPM JPMorgan $28,215 71%
Lowest Free Cash Flow
CMCSA Comcast ($46,303) -12.9%
LIN Linde ($56,418) -45.0%
CVS CVS Health ($61,394) -36.7%
o] Cigna ($68,541) -80.9%
DIS Disney ($76,948) -23.8%

Sources: New Constructs, LLC and company filings

Carter’'s has increased its annual dividend in each of the past five years. The annual dividend has grown from
$0.76/share in 2014 to $1.80/share in 2018, or 24% compounded annually. Carter’'s TTM dividend has totaled
$1.90/share. CRI easily generates the cash flow needed to continue paying and growing its dividend. Since
2014, CRI has generated cumulative FCF of $938 million (22% of market cap) while paying $307 million in
dividends.

Companies with FCF well in excess of dividend payments provide higher quality dividend growth opportunities
because we know the firm generates the cash to support a higher dividend. On the other hand, the dividend of a
company where FCF falls short of the dividend payment over time cannot be trusted to grow or even stay the
same because of inadequate free cash flow.

Per Figure 2, Apple (AAPL) has the most free cash flow out of all companies under coverage over the trailing
twelve months as of September. See Apple’s historical free cash flow, dating back to 2008, in_our model here.
You can see that each of the past 10 years, Apple has generated positive free cash flow, totaling to a cumulative
$321 billion. As a company that generates massive profits and has relatively low capital requirements, Apple is
one of the most consistent free cash flow generators around. The adjustments page in our model shows all the
adjustments we make to get NOPAT and Invested Capital right for AAPL’s FCF calculation.
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General Electric (GE), Wells Fargo (WFC), AT&T (T), and JPMorgan (JPM) round out the list of companies that
generate the most FCF. Additionally, these companies earn a high free cash flow yield.

Disney (DIS) generates the least, or most negative, free cash flow of all companies under coverage over the
trailing twelve months as of September. You can see DIS’s FCF dating back to 2007 here. Disney is a great
example of why investors should not always rely on free cash flow in any given year to evaluate a stock. Over
most of its history, Disney has generated lots of FCF. Over the trailing twelve months, the company has a
negative free cash flow due to its ~$70 billion acquisition of 21st Century Fox. However, as we outlined in our
article, “Too Many Pasitive Catalysts to Count for This Media Giant”, Disney has a solid track record of creating
value for shareholders through acquisitions, and we think the company will eventually generate an ROIC >
WACC on the capital invested in buying Fox. Accordingly, negative free cash flow can be good as long as the
company can generate a return on invested capital (ROIC) above its cost of capital (WACC) on its investments.

The adjustments page in our model shows all the adjustments we make to get NOPAT and Invested Capital right
for DIS’s FCF calculation.

Cigna (Cl), CVS Health (CVS), Linde (LIN) and Comcast (CMCSA) round out the list of companies generating
the least free cash flow.

Below, we show how our approach to free cash flow compares with traditional approaches. You can download a
copy of this exhibit here.

Figure 3: The New Constructs Approach to Free Cash Flow

% j New Constructs® :
e R R More Insight: Lower Costs
Free Cash Flow: NOPAT minus Change in Invested Capital
How We Compare to traditional approaches to FCF
Traditional >
Approach New Constructs Approach
Quick and Dirty More Comprehensive
Cash Flow
from Ops | EBIT-taxes [ ° EBIT - taxes 2 NOPAT
- Change in Net - - Change in Net Working
Working Capital Capital (excludes excess
cash)
- Capex —> | -Capexless > - Capex less _s | - Changein Fixed Assets
depreciation depreciation
- Acquisitions
. D
5 Divestitures 5
= Free Cash = Free Cash = Free Cash Flow = Free Cash Flow
Flow Flow
Page 1 confidential New Constructs, LLC

Sources: New Constructs, LLC and company filings

It is important to note, that the level of FCF does not always reflect the health of a business or its prospects. For
example, a large amount of FCF can be a sign that a company has limited investment opportunities and, hence,
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limited growth prospects. On the other hand, negative FCF can be an attractive indication that a company has
more investment opportunities than it can fund with internal cash flows. Zero FCF could mean that the company
generates just enough cash to internally fund its growth opportunities.

Whatever the level of free cash flows, investors benefit from (1) an accurate measure of free cash flow and (2)
knowing the drivers of free cash flow. Figure 4 comes from our detailed reports on the i

valuation. Nearly every single activity within a for-profit business can be linked back to free cash flow, which
drives valuation as explained in ’

Figure 4: Drivers of Free Cash Flow — Linking Strategy to Valuation
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Sources: New Constructs, LLC and company filings

Whatever your opinion about the level of free cash flow, it is important that your calculation of it be as accurate
as possible.

This article originally published on September 9, 2019.

Disclosure: David Trainer and Kyle Guske Il 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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New Constructse - Research to Fulfill the Fiduciary Duty of Care

Ratings & screeners on 3000 stocks, 450 ETFs and 7000 mutual funds help you make prudent
investment decisions.

New Constructs leverages the latest in machine learning to analyze structured and unstructured
financial data with unrivaled speed and accuracy. The firm's forensic accounting experts work
alongside engineers to develop proprietary NLP libraries and financial models. Our investment ratings
are based on the best fundamental data in the business for stocks, ETFs and mutual funds. Clients
include many of the top hedge funds, mutual funds and wealth management firms. David Trainer, the
firm's CEQ, is regularly featured in the media as a thought leader on the fiduciary duty of care,
earnings quality, valuation and investment strategy.

To fulfill the Duty of Care, research should be:

1. Comprehensive - All relevant publicly-available (e.g. 10-Ks and 10-Qs) information has been
diligently reviewed, including footnotes and the management discussion & analysis (MD&A).

Un-conflicted - Clients deserve unbiased research.

3. Transparent - Advisors should be able to show how the analysis was performed and the data
behind it.

4. Relevant - Empirical evidence must provide tangible, quantifiable correlation to stock, ETF or

mutual fund performance.
Value Investing 2.0: Diligence Matters: Technology is Key to Value Investing With Scale

Accounting data is only the beginning of fundamental research. It must be translated into economic
earnings to truly understand profitability and valuation. This translation requires deep analysis of
footnotes and the MD&A, a process that our robo-analyst technology empowers us to perform for
thousands of stocks, ETFs and mutual funds.
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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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