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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. 

 

Our Best Sector ETF 
The Consumer Non-cyclicals sector is the top-ranked sector in our 1Q21 Best & Worst ETFs & Mutual Funds by 
Sector report. In fact, Consumer Non-cyclicals is the only sector to earn our Very Attractive rating. The  
Consumer Staples Select Sector SPDR Fund (XLP) is one of the best ETFs in its sector and is this week’s Long 
Idea. 

Our Research Looks Forward, Not Backward 

XLP has annualized returns of ~9% over the past five years compared to ~14% for the market, as measured by 
State Street SPDR S&P 500 ETF (SPY). This underperformance drives Morningstar’s backward-looking rating 
system to rate XLP below SPY. 

Looking forward instead of backward, we assign XLP our highest rating: Very Attractive. We base our forward-
looking Predictive Fund Ratings on in-depth analysis of the holdings of funds. Figure 1 shows that Morningstar’s 
3-star ratings is much lower than our Very Attractive (equivalent to 5 stars) XLP. Relying only on backward-
looking ratings could mislead investors into choosing SPY when more in-depth, holdings-based research shows 
XLP has superior risk/reward. 

Figure 1: Consumer Staples Select Sector SPDR Fund Rating 
 

Ticker Morningstar Rating New Constructs Rating 

XLP 3 Star Very Attractive (i.e. 5 Stars) 
 

Sources: New Constructs, LLC, company filings, and Morningstar 

To properly evaluate any ETF, including XLP, one must analyze the filings, including the footnotes and MD&A, of 
each of the ETF’s holdings. This diligence takes an enormous amount of time and is unavailable to most without 
the aid of technology as featured in Core Earnings: New Data & Evidence, a forthcoming paper in The Journal of 
Financial Economics.  

Sector Research Reveals Opportunity for Investors in Consumer Non-cyclicals 

The valuation of the S&P 500 is at an all-time high, as we pointed out in our report S&P 500 Valuation Is Over Its 
Skis. However, not all sectors in the S&P 500 are expensive.  

The Consumer Non-cyclicals sector is one of just three S&P 500 sectors that improved Core Earnings1 through 
3Q20 last year (full-year 2020 results available once companies file 10-K’s) and one of only two sectors with a 
rising return on invested capital (ROIC) over the same time. In other words, with a price-to-economic book value 
(PEBV) ratio of just 1.1, this sector has a low valuation along with quality earnings. 

Figure 2 shows that XLP allocates a significantly higher percentage of its assets to Attractive-or-better rated 
stocks and a significantly lower percentage to Neutral-or-worse rated stocks than its market benchmark, SPY. 

 

 

 

 

 

 
 

 
1
 Core Earnings are a superior measure of profits, as demonstrated in Core Earnings: New Data & Evidence, a paper by professors at 

Harvard Business School (HBS) & MIT Sloan. Recently accepted by the Journal of Financial Economics, the paper proves that our data is 
superior to all the metrics offered elsewhere. 

http://blog.newconstructs.com/
http://www.newconstructs.com
https://www.newconstructs.com/sector-ratings-for-etfs-mutual-funds-1q21/
https://www.newconstructs.com/category/sector/
https://www.newconstructs.com/category/sector/
https://www.newconstructs.com/category/stock-plays-of-the-week/
https://www.newconstructs.com/category/stock-plays-of-the-week/
https://www.sectorspdr.com/sectorspdr/Pdf/Sector%20Documents/XLP%20-%20Consumer%20Staples%20Documents/Fact%20Sheet
https://www.ssga.com/library-content/products/factsheets/etfs/apac/factsheet-au-en_gb-spy.pdf
https://www.newconstructs.com/education-etf-mutual-fund-rating/
https://www.morningstar.com/etfs/bats/qval/performance
https://www.newconstructs.com/its-official-we-offer-the-best-fundamental-data-in-the-world/
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3467814
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3467814
https://www.newconstructs.com/sp-500-valuation-remains-over-its-skis/
https://www.newconstructs.com/sp-500-valuation-remains-over-its-skis/
https://www.newconstructs.com/only-three-sp-500-sectors-core-earnings-improved-in-2020/
https://www.newconstructs.com/only-two-sp-500-sectors-have-a-rising-roic-through-3q20/
https://www.newconstructs.com/only-two-sp-500-sectors-have-a-rising-roic-through-3q20/
https://www.newconstructs.com/education-return-on-invested-capital/
https://www.newconstructs.com/only-one-sp-500-sector-trades-below-its-economic-book-value/
https://www.newconstructs.com/education-economic-book-value/
https://www.newconstructs.com/evidence-on-the-superiority-of-our-earnings-data/
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Figure 2: XLP Allocates Capital to Superior Holdings 
 

 
 

Sources: New Constructs, LLC and company filings 

Per Figure 2, XLP allocates 61% of its assets to Attractive-or-better rated stocks compared to just 27% for SPY. 
On the flip side, XLP allocates just 3% of its assets to Unattractive-or-worse rated stocks compared to 25% for 
SPY.  

Given this favorable allocation relative to the benchmark, XLP appears well-positioned to capture more upside 
with lower risk. Compared to the average ETF, XLP has a much better chance of generating the outperformance 
required to justify its already minimal fees. 

Superior Stock Selection Drives Superior Risk/Reward 

Figure 3 contains our detailed rating for XLP, which includes each of the criteria we use to rate all ETFs under 
coverage. These criteria are the same for our Stock Rating Methodology, because the performance of an ETF’s 
holdings equals the performance of the ETF after fees.   

Figure 3: Consumer Staples Select Sector SPDR Fund (XLP) Rating Breakdown 
 

 
 

Sources: New Constructs, LLC and company filings 

Out of all of XLP’s 32 holdings:  

• Only two receive a Risk/Reward rating below Neutral 
• 26 have a PEBV ratio of 1.6 or less 

http://www.newconstructs.com
https://www.newconstructs.com/stock-rating-methodology/
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• 26 have a growth appreciation period (GAP) of ten years or less 

Given its focus on quality and valuation, it’s no wonder that 34% of the ETF’s funds are allocated to stocks we’ve 
featured as Long Ideas. Figure 4 shows the eight holdings that are open Long Ideas.  

Figure 4: Open Long Ideas That XLP Holds 
 

Company Ticker 

Walmart Inc.  WMT 

PepsiCo Inc.  PEP 

Colgate-Palmolive Company  CL 

Kimberly-Clark Corp  KMB 

SYSCO Corporation  SYY 

General Mills, Inc.  GIS 

Walgreens Boots Alliance, Inc.  WBA 

The Hershey Company  HSY 
 

Sources: New Constructs, LLC  

XLP Finds Cheap Stocks, Too 

XLP’s holdings are superior to SPY (click here for our report on SPY) in all three valuation categories: 

• XLP’s free cash flow yield of 3% is higher than SPY (1%). 
• The PEBV ratio for XLP is 1.1, which is less than the 3.1 for SPY. 
• Our discounted cash flow analysis reveals an average market implied GAP of just three years for XLP’s 

holdings compared to 24 years for SPY. 

In other words, the stocks held by XLP generate quality cash flows and have lower valuations compared to SPY. 
The market expectations for stocks held by XLP imply profits will only grow by 10% (measured by PEBV ratio) 
while the expectations embedded in SPY’s holdings imply a more than tripling of profits. High historical profits 
and low expectations for future profits are an attractive combination. 

XLP Has Low Costs, Too 

XLP’s 0.14% total annual costs (TAC) are below the weighted average of the 12 other Consumer Non-cyclicals 
ETFs under coverage, which sits at 0.21%. 

Figure 5 shows our breakdown of XLP’s total annual costs, which is available for all of the nearly 7,000 mutual 
funds and 700+ ETFs under coverage. 

Figure 5: XLP’s Annual Costs  

 

 
 

Sources: New Constructs, LLC and company filings 

 

 

http://www.newconstructs.com
https://www.newconstructs.com/education-growth-appreciation-period/
https://www.newconstructs.com/category/stock-plays-of-the-week/
https://www.sectorspdr.com/sectorspdr/sector/xlp/portfolio
https://www.newconstructs.com/micro-bubble-winners-continue-to-outperform/
https://www.newconstructs.com/long-ideas-finding-gold-in-the-footnotes-2/
https://www.newconstructs.com/the-value-stock-that-traditional-value-investors-cant-see/
https://www.newconstructs.com/ignore-the-noise-and-stick-with-this-undervalued-stock/
https://www.newconstructs.com/industry-leader-with-strong-cash-flows-trading-at-a-big-discount/
https://www.newconstructs.com/earnings-distortion-analysis-reveals-opportunity-in-defensive-sectors/
https://www.newconstructs.com/earnings-distortion-alert-this-pharmacy-giant-has-understated-earnings/
https://www.newconstructs.com/competitive-advantages-drive-sweet-growth-opportunities/
https://www.newconstructs.com/wp-content/uploads/2021/01/SPY-Predictive-ETF-Rating-2021-01-19.pdf
https://www.newconstructs.com/education-valuestep4/
https://www.newconstructs.com/education-total-annual-costs/
https://www.newconstructs.com/more-mutual-fund-research-now-in-your-portfolio/
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A Closer Look at a Quality Holding 

We first made Walmart Inc. (WMT: $143/share) a Long Idea in June 2011. We wrote about it again in August 
2018, December 2018, and July 2019. Since our last report in July 2019, the stock is up 29% while the S&P 500 
up 28%. Today, the stock earns an Attractive rating and remains on our Focus List - Long.  

Since 2017, Walmart has grown Core Earnings by 2% compounded annually. The firm improved its ROIC from 
9.8% in 2017 to 10.1% TTM. Walmart has also generated $52.5 billion (13% of market cap) in free cash flow 
(FCF) since 2017 and generated $13.9 billion in FCF over the TTM. 

Figure 6: Revenue & Core Earnings Since 2017  

  

 
 

Sources: New Constructs, LLC and company filings 

At its current price of $143/share, Walmart has a PEBV ratio of 0.7. This ratio means the market expects 
Walmart’s net operating profit after tax (NOPAT) to permanently decline by 30%. This expectation seems overly 
pessimistic for a firm that has grown NOPAT by 3% compounded annually over the past three years and by 5% 
compounded annually over the past two decades.  

The current stock price implies Walmart’s NOPAT margin falls to 3.0% (vs. 3.4% TTM) and NOPAT falls by 1% 
compounded annually for the next decade. See the math behind this reverse DCF scenario. In this scenario 
NOPAT in 2030 would fall to 2007 levels and still be 25% below TTM levels. 
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http://www.newconstructs.com
http://blog.newconstructs.com/2011/06/28/wal-mart%E2%80%99s-stock-is-a-terrific-bargain/
https://www.newconstructs.com/micro-bubble-winners/
https://www.newconstructs.com/micro-bubble-winners/
https://www.newconstructs.com/three-safe-stocks-in-a-bear-market/
https://www.newconstructs.com/micro-bubble-winners-continue-to-outperform/
https://www.newconstructs.com/category/focus-list-long/
https://www.newconstructs.com/education-core-earnings-earnings-distortion/
https://www.newconstructs.com/education-free-cash-flow/
https://www.newconstructs.com/education-net-operating-profit/
https://www.newconstructs.com/wp-content/uploads/2021/01/NewConstructs_DCF_WMTjustification_2020-1-20.png
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Figure 7: Current Price Implies NOPAT Falls 25% Below TTM Levels  

 

 
 

Sources: New Constructs, LLC and company filings 

Big Upside If Walmart Grows Profits by Just 2% Compounded Annually 

In a more optimistic scenario, where Walmart maintains its TTM NOPAT margin of 3.4% (vs. 10-year average of 
3.8%) and the firm grows NOPAT by just 2% compounded annually for the next decade, the stock is worth 
$224/share today – a 57% upside. See the math behind this reverse DCF scenario. 

Figure 8: WMT Holds 57% Upside If 2030 Profits Are Just 13% Above TTM Levels  

 

 
 

Sources: New Constructs, LLC and company filings 
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Even Quality Funds Can Have Some Bad Holdings 

Given that only 3% of XLP’s assets are allocated to stocks with an Unattractive-or-worse rating, it is more difficult 
to find a stock that does not offer good risk/reward. However, not all stocks, such as Campbell Soup Company 
(CPB: $46/share) are as profitable as their reported earnings would have you believe.  

Figure 9 shows that since 2018, Campbell’s GAAP net income and Core Earnings have been heading in 
opposite directions. This disconnect means Campbell’s earns our Strong Miss Earnings Distortion Score. 

Over the TTM, Campbell’s had over $1.8 billion in net earnings distortion that cause earnings to be overstated by 
$5.95/share, or 102% of EPS. Majority of the unusual income hidden and reported in Campbell’s filings include: 

• $1.1 billion in net gain (pre-tax) on sale of businesses – 2Q20 10-Q 
• $1.0 billion in earnings from discontinued operations – 2020 10-K 

This unusual income is partially offset by non-operating expenses such as: 

• $64 million in loss on sale of business – 2020 10-K 
• $60 million in non-operating expense related to cost transformations in the 2020 10-K, which includes: 

o $48 million in administrative expenses  
o $9 million in cost of products sold 
o $2 million in marketing and selling expenses 
o $1 million in research and development expenses 

• $49 million in investment losses – 2020 10-K 
• $43 million in pension settlement charges – 2020 10-K 
• $30 million in net periodic benefit expense other than the service cost – 2020 10-K 

In addition, we made a $216 million adjustment for income tax distortion. This adjustment normalizes reported 
income taxes by removing the impact of unusual items. 

After removing earnings distortion, we find that Campbell’s TTM Core Earnings of -$39 million are significantly 
lower than GAAP net income of $1.8 billion, per Figure 9. 

Figure 9: GAAP Net Income vs. Core Earnings Since 2018  

  

 
 

Sources: New Constructs, LLC and company filings 

With misleading earnings, a bottom quintile ROIC, and a PEBV ratio of 9.1, there are better stocks, from an 
earnings quality and valuation perspective, available in the market.  

The Importance of Sector and Holdings Based Fund Analysis 

ETF Investors can make better-informed decisions by combining rigorous sector analysis with in depth analysis 
of the holdings of each ETF. Simply buying a mutual fund or ETF based on past performance does not 
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http://www.newconstructs.com
https://www.newconstructs.com/earnings-distortion-score-methodology/
https://www.newconstructs.com/education-core-earnings-earnings-distortion/
https://www.newconstructs.com/the-difference-between-reported-and-hidden-items-in-core-earnings/
https://www.newconstructs.com/wp-content/uploads/2021/01/NewConstructs_Models_CPB_NetGainOnSaleOfBusinesses_2Q20_10-Q-2.png
https://www.newconstructs.com/wp-content/uploads/2021/01/NewConstructs_Models_CPB_EarningsFromDiscontinuedOps_2020_10-K.png
https://www.newconstructs.com/wp-content/uploads/2021/01/NewConstructs_Models_CPB_LossOnSaleOfBusiness_2020_10-K.png
https://www.newconstructs.com/wp-content/uploads/2021/01/NewConstructs_Models_CPB_HiddenNonOp_AdministrativeExpenses_2020_10-K.png
https://www.newconstructs.com/wp-content/uploads/2021/01/NewConstructs_Models_CPB_HiddenNonOp_CostOfProductsSold_2020_10-K.png
https://www.newconstructs.com/wp-content/uploads/2021/01/NewConstructs_Models_CPB_HiddenNonOp_MarketingAndSelling_2020_10-K.png
https://www.newconstructs.com/wp-content/uploads/2021/01/NewConstructs_Models_CPB_HiddenNonOp_ResearchAndDevelopment_2020_10-K.png
https://www.newconstructs.com/wp-content/uploads/2021/01/NewConstructs_Models_CPB_InvestmentlLosses_2020_10-K.png
https://www.newconstructs.com/wp-content/uploads/2021/01/NewConstructs_Models_CPB_PensionSettlementCharges_2020_10-K.png
https://www.newconstructs.com/wp-content/uploads/2021/01/NewConstructs_Models_CPB_PeriodicBenefitExpense_2020_10-K.png
https://www.newconstructs.com/wall-street-journal-reveals-the-dangerously-outsized-role-morningstar-plays-in-the-mutual-fund-industry/
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necessarily lead to outperformance. Only through holdings-based analysis can one determine if an ETF is 
allocating to undervalued, high-quality stocks, as XLP does. 

However, most investors don’t realize they can already get the sophisticated fundamental research2 that corrects 
market inefficiencies and generates alpha. Our Robo-Analyst technology analyzes the holdings of all 7,700+ 
ETFs and mutual funds under coverage to avoid “the danger within.” For reference, the number of holdings in 
these Consumer Non-cyclicals sector ETFs and mutual funds varies from just 24 stocks to 125 stocks in a given 
fund. Our diligence on holdings allows us to cut through the noise and find ETFs, like Consumer Staples Select 
Sector SPDR Fund, with a portfolio that suggests future performance will be strong. 

This article originally published on January 20, 2021. 

Disclosure: David Trainer, Kyle Guske II, 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.  

  

 
2 Three independent studies from respected institutions prove the superiority of our data, models, and ratings. Learn more here.  

http://www.newconstructs.com
https://www.newconstructs.com/wall-street-journal-reveals-the-dangerously-outsized-role-morningstar-plays-in-the-mutual-fund-industry/
https://www.newconstructs.com/leveling-the-playing-field-for-investors-td-ameritrade-integrates-new-constructs-research/
https://www.newconstructs.com/evidence-on-the-superiority-of-our-earnings-data/
https://www.newconstructs.com/evidence-on-the-superiority-of-our-earnings-data/
https://www.newconstructs.com/technology/
https://www.newconstructs.com/wp-content/uploads/2014/11/402880a82dd6e460012dd754baf60001.pdf
https://www.newconstructs.com/danger-zone-rise-of-the-noise-traders/
https://www.newconstructs.com/our-best-sector-etf/
https://twitter.com/NewConstructs
https://www.facebook.com/newconstructsllc/
https://www.linkedin.com/company/new-constructs
https://stocktwits.com/dtrainer_NewConstructs
https://www.newconstructs.com/proof-of-the-superiority-of-our-data-models-ratings/
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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. 

The Journal of Financial Economics reveals that: 

• Markets are inefficiently assessing earnings because no one reads the footnotes. 

• Corporate managers hide gains/losses in footnotes to manage earnings. 

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

Combining human expertise with NLP/ML/AI 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.  

Forthcoming in The Journal of Financial Economics, the HBS & MIT Sloan paper, Core Earnings: New Data and 
Evidence, proves 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 against Bloomberg & Capital IQ. 

Learn more. 

Quotes from HBS & MIT Sloan professors on our research: 

Superior data: 

 “[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 IBSPI Adjustments, OIADP Adjustments, or OPE Adjustments individually.” -– pp. 14, 1st para. 

Pick better stocks: 

“Trading strategies that exploit non-core earnings produce abnormal returns of 8% per year.” – Abstract, 5th 
sentence 

Risks of using legacy data providers: 

“we identified cases where Compustat did not collect information relating to firms’ income that is useful in 
assessing core earnings.” – pp. 16, 2nd para. 

Build better models: 

“… the machine [NC’s Robo-Analyst technology] learned and replicated human analysts’ judgements based on 
their prior decisions. It did so with greater speed and scale to produce a database covering a broad cross-section 
of firms.” – pp. 9, 2nd para. 

Exploit market inefficiencies: 

“…analysts and other market participants are slow to impound the implications of the distinction between core 
and non-core earnings, especially those disclosed from the footnotes section of the 10-K” – pp. 35, 1st para. 

Fulfill fiduciary duties: 

“These costs [of analyzing footnotes] point to the potential for increasing inequities in the usefulness of financial 
statements for sophisticated versus unsophisticated investors who differ in their technological capabilities for 
processing 10-K information” – pp. 35, 2nd para. 

 

 

 

 

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://papers.ssrn.com/sol3/papers.cfm?abstract_id=3467814
https://www.newconstructs.com/compare-our-data-roic-to-other-providers/
https://www.newconstructs.com/
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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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