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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. 

 

Focus on Fundamentals in Stormy Markets – Part 2 
As the MOMO, YOLO, and BTFD days sink deeper into the past, we remind investors to focus on fundamentals. 
Fundamental research might seem boring, but it is the only way to find companies that generate real profits and 
have stocks that carry less risk. Boring investments can be very rewarding.  

Johnson & Johnson (JNJ: $185/share) is one of this week’s Long Ideas. The other Long Idea is CarMax (KMX: 
$88/share), which we cover in a separate report here. 

 

 

Fundamentals Are as Important as Now as Ever  

In the midst of economic uncertainty and market volatility, investors should make sure – now more than ever – 
their portfolios are filled with companies that generate Core Earnings and trade at cheap valuations. 

After years of pouring easy money into popular growth companies, the market is no longer tolerating bottom-line 
losses no matter how strong the top-line growth.  

Investors should focus on companies with the following characteristics, regardless of the economic outlook:  

• consistent Core Earnings growth 
• high return on invested capital (ROIC) compared to peers 
• rising economic earnings 
• strong free cash flow (FCF) 
• low price-to-economic book value (PEBV) 

JNJ Outperformed Pharmaceuticals ETF by 33% 

We made Johnson & Johnson a Long Idea on February 26, 2020 and since then JNJ is up 30% compared to a 
3% decline for pharmaceutical-focused SPDR S&P Pharmaceuticals ETF (XPH).  

Figure 1: Price Performance: JNJ Vs. XPH Since 2/26/20 
 

 
 

Sources: New Constructs, LLC and company filings 
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Learn more about the best fundamental research 

http://blog.newconstructs.com/
http://www.newconstructs.com
https://www.newconstructs.com/category/stock-plays-of-the-week/
https://www.newconstructs.com/focus-on-fundamentals-in-stormy-markets-part-1/
https://www.newconstructs.com/education-core-earnings-earnings-distortion/
https://www.newconstructs.com/education-return-on-invested-capital/
https://www.newconstructs.com/education-economic-earnings/
https://www.newconstructs.com/education-free-cash-flow/
https://www.newconstructs.com/education-economic-book-value/
https://www.newconstructs.com/long-ideas-finding-gold-in-the-footnotes-2/
https://www.newconstructs.com/email-sign-up-best-fundamental-research/
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History of Strong Core Earnings Growth 

Johnson & Johnson’s scale and diversified business greatly reduce the risk generally involved when investing in 
pharmaceutical stocks heavily dependent on a handful of products and clinical trials. Since 1998 (earliest date of 
our model), Johnson & Johnson has generated positive Core Earnings each year and Core Earnings have grown 
8% compounded annually over the same time.  

Per Figure 2, over the past decade, Johnson & Johnson’s Core Earnings rose from $13.2 billion in 2012 to $22.0 
billion in 2021.  

Figure 2: Johnson & Johnson’s Revenue and Core Earnings Since 2012 
 

 
 

Sources: New Constructs, LLC and company filings 

Johnson & Johnson Generates Strong FCF 

Johnson & Johnson generates significant FCF, which is a critical in the pharmaceutical industry given the need 
to front massive research and development costs. In 2021, Johnson & Johnson’s research and development 
expense rose 20% year-over-year (YoY) to $14.7 billion. Over the past decade, Johnson & Johnson generated 
$110.1 billion (23% of market cap) in FCF. The company’s current FCF yield of 5% dwarfs the 1% FCF yield of 
SPDR S&P Pharmaceuticals ETF and the 2% FCF yield of the S&P 500, as measured by the State Street SPDR 
S&P 500 ETF (SPY). 

Figure 3: Johnson & Johnson’s Cumulative FCF Since 2012  

 

 
 

Sources: New Constructs, LLC and company filings 
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Economic Earnings Are Amongst the Best 

Johnson & Johnson’s ROIC of 15% is higher than XPH’s ROIC of 11%. The company’s high ROIC contributes to 
its strong economic earnings. Over the past five years, Johnson & Johnson generated more economic earnings 
than 20 of 21 publicly traded pharmaceutical, medical device, and consumer health companies in its peer group1.  

Per Figure 4, Johnson & Johnson’s five-year average economic earnings are second only to Roche Holding 
(RHHBY) and are nearly three times higher than the peer group average. 

Figure 4: Johnson & Johnson’s Economic Earnings Vs. Peers: Five-Year Average 
 

Company Ticker 
5-Year Avg Economic 

Earnings ($mm) 

Roche Holding AG RHHBY $14,131 

Johnson & Johnson JNJ $11,919 

AbbVie, Inc. ABBV $9,476 

Novartis AG NVS $8,104 

Procter & Gamble Co. PG $7,855 

GlaxoSmithKline PLC GSK $6,753 

Unilever PLC UL $6,747 

Merck & Co., Inc. MRK $6,727 

Amgen Inc. AMGN $6,649 

Eli Lilly & Company LLY $3,487 

Peer Group Average  $3,969 
 
 

 

Sources: New Constructs, LLC and company filings 
 

Spinoff Creates a More Focused and Profitable Company 

In November of 2021, Johnson & Johnson announced plans to spin off its consumer health segment, which 
raised concerns that the company will become overly concentrated in the remaining lines of business. We view 
the risk from the increase in business concentration as more than offset by the benefits of focusing resources on 
where its competitive advantages – and profits - are greatest. Consumer health accounted for 16% of total 
revenue in 2021, but just 6% of total income before tax. After the segments separate, Johnson & Johnson 
expects pharmaceutical sales to account for ~65% of total revenue compared to 56% in 2021. 

While the company’s reported earnings before tax rose from $17.7 billion in 2017 to $22.8 billion in 2021, 
earnings before tax from the consumer health segment fell from $2.5 billion to $1.3 billion over the same time. By 
separating the consumer health segment from the rest of the business, Johnson & Johnson hopes to become 
even more profitable over the long run. 

After the separation, Johnson & Johnson will remain a highly diversified business. The company’s 
pharmaceutical and medical devices segments are focused on ten different therapeutic and product areas, the 
largest of which, Oncology, accounts for just ~19% of total revenue. 

Long-term Tailwinds Will Drive Pharmaceutical Demand 

Favorable demographic and health insurance coverage trends will drive continued demand for pharmaceuticals 
over the long run. The population in the U.S. is aging, and that trend will drive increased healthcare 
expenditures, including pharmaceuticals, for individuals 65 and over. In the U.S., the number of individuals 65 
and over is expected to grow from 54 million in 2020 to 65 million by 2025.  

 
1 AbbVie, Inc. (ABBV), Amgen Inc. (AMGN), AstraZeneca (AZN), Boston Scientific Corp (BSX), Bristol Myers Squibb Company (BMY), 
Colgate-Palmolive Company (CL), Eli Lilly & Company (LLY), GlaxoSmithKline PLC (GSK), Intuitive Surgical, Inc. (ISRG), Medtronic Plc 
(MDT), Merck & Co. (MRK), Novartis AG (NVS), Pfizer Inc. (PFE), Procter & Gamble Co. (PG), Roche Holding AG (RHHBY), Sanofi S.A. 
(SNY), Smith & Nephew PLC (SNN), Stryker Corporation (SYK), The Cooper Companies, Inc. (COO), Unilever PLC (UL), and Zimmer 
Biomet Holdings, Inc. (ZBH).  

 

http://blog.newconstructs.com/
http://www.newconstructs.com
https://seekingalpha.com/article/4471550-johnson-and-johnson-jnj-investor-presentation-slideshow
https://seekingalpha.com/article/4471550-johnson-and-johnson-jnj-investor-presentation-slideshow
https://www.americashealthrankings.org/learn/reports/2021-senior-report/introduction
https://www.newconstructs.com/supplying-the-growing-pharmaceutical-demand/
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Additionally, the growing number of people covered by health insurance contributes to higher healthcare 
expenditures. The number of people in the U.S. with health insurance rose from 244 million in 2001 to ~301 
million in 2021 and is expected to reach ~319 million2 in 2030.  

A Strong Performer in Multiple Environments 

Though threats of government price controls pressure Johnson & Johnson’s stock, the company has proven to 
profitably operate in a variety of political environments. After Medicare Part D went into effect on January 1, 
2006, Johnson & Johnson received $615 million of revenue from the plan while improving its NOPAT margin 
improved from 19% in 2005 to 20% in 2007.  

Since the Affordable Care Act was passed into law in 2010, Johnson & Johnson’s NOPAT margins rose from 
21% in 2009 to 23% in 2021 as the company’s NOPAT grew 67%. Even if more governmental healthcare 
policies are enacted, it is not a given that they would negatively impact Johnson & Johnson’s profits.  

JNJ Has 32%+ Upside If Consensus Is Correct  

Johnson & Johnson’s PEBV ratio of 0.9 means the stock is priced for profits to permanently fall 10% below 2021 
levels. Such an assumption seems overly pessimistic, given the company grew NOPAT by 5% compounded 
annually over the past decade.  

Below we use our reverse discounted cash flow (DCF) model to analyze two future cash flow scenarios and 
highlight the upside potential in Johnson & Johnson’s current stock price. 

DCF Scenario 1: to Justify the Current Stock Price of $185/share.  

If we assume Johnson & Johnson’s:  

• NOPAT margin falls to 21.7% (five-year average vs. 23.2% in 2021) in 2022 – 2031 and 
• revenue falls by 0.2% (vs. 2022 – 2024 consensus estimate CAGR of +3%) compounded annually from 

2022 – 2031, then 

the stock is worth $185/share today – equal to the current stock price. In this scenario, Johnson & Johnson earns 
$19.5 billion in NOPAT in 2031, which is 10% below its 2021 NOPAT.  

DCF Scenario 2: Shares Are Worth $244+ 

If we assume Johnson & Johnson’s: 

• NOPAT margin falls to 22.3% (three-year average) from 2022 – 2031, and 
• revenue grows at a 3% CAGR from 2022 – 2031 (equal to consensus estimate CAGR from 2022 – 

2024), then 

the stock is worth $244/share today – a 32% upside to the current price. In this scenario, Johnson & Johnson’s 
NOPAT grows just 3% compounded annually for the next decade. For reference, Johnson & Johnson grew 
NOPAT at a 5% CAGR from 2011 – 2021. Should Johnson & Johnson’s NOPAT grow in line with historical 
growth rates, then the stock has even more upside.  

Figure 5 compares Johnson & Johnson’s historical NOPAT to its implied NOPAT in each of the above DCF 
scenarios. 

 

 

 

 

 

 

 

 
2 Derived from the Centers for Medicare & Medicaid Services (CMS) forecasted 2030 insured rate of 89.8% and the Census Bureau’s 2030 
population projection of 355 million. 

http://blog.newconstructs.com/
http://www.newconstructs.com
https://www.statista.com/statistics/200946/americans-with-health-insurance/
https://www.cdc.gov/nchs/data/nhis/earlyrelease/insur202111.pdf
https://www.cdc.gov/nchs/data/nhis/earlyrelease/insur202111.pdf
https://www.commonwealthfund.org/publications/newsletter-article/bill-would-lower-some-prices-medicare-drug-benefit
https://www.newconstructs.com/education-close-the-loopholes-how-our-dcf-works/
https://www.newconstructs.com/wp-content/uploads/2022/04/NewConstructs_DCF_JNJjustificationScenario_2022-4-27.png
https://www.newconstructs.com/wp-content/uploads/2022/04/NewConstructs_DCF_JNJvaluationScenario_2022-4-27.png
https://www.cms.gov/newsroom/press-releases/cms-office-actuary-releases-2021-2030-projections-national-health-expenditures
https://www.census.gov/content/dam/Census/library/publications/2020/demo/p25-1144.pdf
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Figure 5: Johnson & Johnson’s Historical and Implied NOPAT: DCF Valuation Scenarios  

 

 
 

Sources: New Constructs, LLC and company filings 

This article originally published on April 27, 2022. 

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. 
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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/
http://www.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 i t, 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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