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INVESTMENT RETURNS..

= Crass and mercantile though this may sound, the end game for
a business is to make money, and a business that fails this
simple test cannot survive for long, no matter how noble its
social mission, how great its products are and how much its
customers and employees love it.

= In this session, I look at business profitability, relative to
revenues, and why profit margins vary across businesses and
sectors.

= I then raise the ante and argue that making money is too low a
standard to hold companies to, since the capital invested in
these companies can generate returns elsewhere, opening the
door to bringing in the opportunity costs (costs of equity and
capital) that I
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THE BUSINESS END GAME: THE FRIEDMAN
PROPOSITION

= In 1970,
that the social responsibility of a business is to deliver
(and increase) profits.

= That view has come under attack in recent decades, but even in
the immediate aftermath of the article’s appearance, there was
some push back.

= Some came from people who argued that Friedman was missing
details, with a few noting that it is cashflows, not earnings, that
businesses should focus on, and others arguing that it is profits over
the long term, not just immediate profits, that should be the focus of
a business.

= My guess is that Professor Friedman would have agreed on both
fronts, arguing that he was talking about economic, not accounting,
profits, and that there was nothing that foreclosed a focus on long
term profits.
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A MORE FUNDAMENTAL CRITIQUE..

In the decades since, there has been a more fundamental critique of the
Friedman business end game, coming from those who believe that his
view is far too cramped and narrow a vision of what a business should do,
and that businesses have obligations to society and the planet that
need to be incorporated into decision-making.

Later, though, these critics decided to go for the jugular, arguing that the
business objective itself be reframed to include these broader
responsibilities, with some arguing for stakeholder wealth
maximization, where businesses seek to maximize value to their
different stakeholders (employees, lenders, customers).

About two decades ago, stakeholder wealth maximization was
supplemented by ESG, an acronym that quickly got buy-in from the
establishment.

In the last five years, ESG has fallen out of favor, largely undone by its own
internal inconsistencies, but the gravy train that lived off its largesse has

moved on, and taken much of what filled the ESG space, repackaged it,
and renamed it sustainability.



THE THEOCRATIC TRIFECTA!

Lenders and bondholders lend
money to the company in return for
contractual claims on cash flows.

Shareholders invest in equity and
have a residual claim on cash flows.

Suppliers & Employees make
uppliers the products and
vendors provide Maximize stakeholder wealth Sewﬁ’ces in return
key services in for wages and
return for payment. benefits.

Society sets rules and collects Customers pay for company's

taxes, and receives side benefits ang products and services and receive

costs (externalities) of business. utility from using them.

Being good requires sacrifice,

"Goodness" is inherently ealth comes Scoring & disc
] JIY VN T L WESVS Y W SIVT Al 2t the expense of other stakeholders are a
around it will reflect value - create "better' behavi

judgments by the measurers. The Theseratic Trfesta

and someone has to bear the

The Promise: Create a sustainable business, making The Promise: A company's sustainability (E,S &G) can

sustainable products for a sustainable planet, and be be measured with score, and once measured, it can

more profitable and valuable at the same time. be monitored, with rewards & punishments to follow.
Sustainability < ESG

The Problem: Measurement metrics will be flawed
and gamed, and refining them will only cause more
gaming. At the end, eve if ESG measures what it
claims to measure, higher scores will come at a cost
to both businesses and investors.

The Problem: Planet, product and corporate
sustainability often do not go together, and
delivering on them will require sacrifice on the part
of one or more stakeholders.




THE BUSINESS END GAME (UPDATED)

= After decades of pushback from critics of the Friedman
business end game, it is time that we acknowledge that Milton
Friedman was right, and to follow up and ask the question of
what can be done, given that businesses are profit-seekers, to
advance social good and curb externalities.
= I don't believe that the disclosure route, which seems to have

become the fallback for some seeking better business behavior,
will accomplish much, and it

= While laws and regulations can provide a partial fix, they are blunt
instruments, and in a setting where businesses can move easily
across borders, they may not be effective.

= Ultimately, we (as consumers and voter) get the businesses we
deserve, and if after paying lip service to social causes, we buy
products and vote for governments hat undercut those causes, no
acronym or neat-sounding words will repair the breach.
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PROFITABILITY IN BUSINESSES: ECONOMIC
VS ACCOUNTING EARNINGS

Item Explanation
Start with [Revenues Account?nt s estimate of the revenfjes/sales gfenerated by any
transactions made the business during the period
Netout |Cost of Goods Sold Estimated co.sts that are directly associated with producing the
product/service sold by the company
Toget Gross Profit Unit profitability, before covering other indirect costs and financial

expenses

Include all expenses associated with operations this year, with no

Net out |Operating Expenses . o _
benefits spilling over into future years
To get Operating Profit Profitability of business/ operations
Net out [Financial Expenses Expenses associated with non-equity financing (debt, for instance)
. . . Income earned on cash balance and on financial investments (in
Add in Financial Income _ .
companies and securties)
Toget Pretax Profit Income to equity investors, prior to taxes
Net out [Taxes Taxes, based upon taxable income (may not equate to cash taxes paid)
Toget Net Profit Income to equity investors, after taxes




EARNINGS IN 2025: US & GLOBAL

Global firms (in $§ millions

Communicati| Consumer | Consumer Information
on Services | Discretionary| Staples | Energy | Financials | Health Care | Industrials | Technology | Materials |Real Estate | Utiliies | Al firms

mm b

US firms (in $ millions

Communicati| Consumer | Consumer Information
anar Sector on Services | Discretionar Stales Ener Financials Health Care Industnals echnolo Matena Heal Estate Ut:lmes Alfi lrms

umberofflrms 315 | 18 796 706 273
$1.553,169 83,918,774
Traling Operating Income
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Capital intensity

In capital intensive
businesses, EBITDA
margins will be higher, but
that is illusory, since much

or all of the DA will have to
be reinvested to maintain
assets.

EBITDA Margin =
EBITDA/ Sales

| Add back depreciation I

PROFIT MARGINS

Growth

Revenue growth is the
cleanest proxy for growth
potential in the model, since

you either have to sell more
units or charge a higher
price.

Revenues

- Cost of Goods Sold

= Gross Profit

- SG&A

| Net out taxes (1 - t) |

v

After-tax Operating
Margin = Operating
Income(1 - t)/Sales

!

Tax Drag

The afer-tax operating
income will reflect the
drag on earnings created

by taxes due on the
income.

= Operating Profit

- Interest Expenses

= Taxable Income

= Taxes

= Net Income

Unit Economics
High gross margins
indicate favorable
unit economics, i.e.,

that it costs you little
to sell your next unit.

Gross Margin =

—*1 Gross Profit/ Sales

—”| Operating Margin =
Operating Income/
Sales

Net Margin = Net
Income/Sales

Economies of scale
As economies of scale
become greater,
operating margins will

increase as revenues
increase.

Debt and Non-
operating items

The net margin will be
lower for companies that

pay more in taxes.




MARGINS IN 2023

| | | AggregateVawes |  GrossMargn |  OperatingMargin | NetProftMargin |
Operating Margin
m
m_
______
Information Technolog MI
Materials
Utiies | 902 | 31.88%
| | | AggregateVawes |  GrossMargn |  OperatingMargn | NetProftMargin |
| Primary Sector | count | Gross Margin | Operating Margin
Eil
m_
______
Heath Care | 1178 2635% | 7.74% | 369% | 1991% [6328%| 7476% | NA  [-2080%| 650% | NA  |-34.21% 284% |
6
Information Technology | 706 | 4951% |  24.70% | 19.45% | 3056% [5030%| 73.26% | -3587% |-
Utiies | 89 | 44.16% | 2198% | 12.04% | 3556% [4579%| 67.80% | 1465% [20.90%| 2550% | 863% [12.27%| 1648% |

()



INDUSTRY MARGINS: HIGHEST AND
LOWEST

ndustry Group Third Quartile
obacco 40.24%
Precious Metals | 56 | 55.02% |  4043% | 2859% | 3.26% | 28.43% | 43.54%
Retail (REITs | 26 | 7861% |  3864% | 23.00% | 22.44% | 31.65% | 42.07%
Transportation (Railroads 4 | 5096% | 37.43% | 24.73% | 33.42% | 3541% | 41.29%
emiconductor | 66 | 5897% |  3531% | 3045% | -38.67% | 091% | 14.87%
Software (Entertainment 13.31%
Utility (Water 31.59%
Software (System & Application) | 309 | 71.72% | 33.21% | 2549% | -59.28% | -522% | 10.11%
Drugs (Pharmaceutical | 228 | 71.73% |  29.54% | 18.54% | -472.34% |-23.70% | 10.33%
emiconductor Equip 21.32% 18.26%

Businesses with lowest operating margins

Aggregated Values Company-level operating margins

ndustry Group Third Quartile
Electronics (Consumer & Office) | 8 | 38.77% | -425% | -9.42% | -42.89% |-1021%| -1.35%
Coal & Related Energ -0.13%
Retail (Grocery and Food 4.08%
Auto & Truck | 33 | 1041% |  238% | 1.29% | -851.22% |-57.92% | 2.54%
ood Wholesalers 3.48%
Rubber& Tires 2.61%
Real Estate (Operations & Services) | 54 | 3221% | 276% | 1.19% | -13.87% | -1.00% | 11.09%
Chemical (Basic | 29 | 931% | 28% | -373% | -253% | 2.00% | 4.59%
Healthcare Support Services 6.16%
Chemical (Diversified 4 | 1532% |  341% | -535% | 048% | 575% | 6.12%

()



THE AI THREAT!

= While high margins are a desirable feature for a
business, having high margins can make a business
vulnerable to disruption, and the Al sell off that we have seen
play out in the last few months in software reflects the
concerns that investors have of Al putting significant downward
pressure on software margins.

= If your pushback is that the drop off in revenues and margins
has not happened yet, and that it is unfair to software firms
to mark their market pricing down preemptively, this is exactly
what markets are supposed to do, and these software
companies benefited earlier in their lives, when market prices
were marked up well ahead of the run-up in margins.

= You live by the sword (expectations of growth and high
margins), you die by it (expectations that growth rates will hit
a cliff and margins will decline)!



TIME TRENDS IN MARGINS

Net Margin for the S&P 500
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REASONS FOR RISING MARGINS. ..

= The most cynical explanation is that this increase in margins is all
sleight-of-hand, where accountants are pushing through changes,
alded and abetted by accounting rule-writers, to make companies
look more profitable

= A second explanation is that the macroeconomic
environment makes it easier for companies to deliver profits, and
this explanation had resonance when interest rates were at historic
lows in the last decade.

= A third explanation, and this one has been eagerly adopted by
many on the political left, is that that this reflects the increase in
bargaining power for capital, relative especially to labor, implyin
that the increase in profits are coming primarily at the expense o
worker wages.

= The fourth, and in my view the most salient rationale for margin
increases, is that the composition of the market has changed, as
technology companies supplant old-economy companies,
bringing superior unit economics and economies of scale to play.



FROM MARGINS TO RETURNS. ..

earnings generated prior to debt payments (interest expenses), i.e.,
operating income on invested capital (debt + equity — cash).

Assets Liabilities
( ) ) (" Includes long-term and
Operating Assets Qapltal /”YeSted Debt | short-term interest-bearing . _ _

L ) in Operations L debt ) Equity investors get whatevgr income is left over
after lenders have been paid interest and taxes

I & N have been paid, i.e., net income, on book

Cash and Marketable Capital Hel y :n_cluges cumulqte?h equity.
Sacurtties apital Held Bquity | retained earnings in the
\_ ) asCash \_ company )
Return on Equity = l Net Income |
The firm, composed of both equity investors and lenders, gets the | Book Valle o Eqully

I
| Operating Income | X | (1 — Tax Rate) |

Return on Invested Capital =

| Book Value of Equity + Book Value of Debt — Cash & Marketable Securities




AND THE LIMITS OF ACCOUNTING

RETURNS..

Abnormal earnings
Last 12 months
might have been
unusally good or bad

Accounting Issues
Operating income can be skewed by accounting
misclassification (leases and R&D) and by
unusual expenses/income.

Computed as operating income in most recent 12
months, net of the effective tax rate paid during
those 12 months

Return on Invested Capital =

After-tax Operating Income

Life Cycle Effect
Current earnings are not
indicative of long term earnings
potential for young &
infrastructure firms

Accounting Write offs
Writing off mistakes can reduce
invested capital & make it look
better than it should.

Capital Invested in existing assets

This is your proxy for returns
made on existing assets and
for continuing returns from
those assets

Invested Capital = Book value of equity +
Book value of debt - Cash & Cross holdings

Accounting misclassification

When capital expenses (R&D) and financial expenses
(leases) are miscategorized as operating expenses,
invested capital will be understated.

Inflation
If asset book value is not
adjusted for inflation, capital
invested in older assets will be
understated.




ACCOUNTING RETURNS, BY SECTOR

Global firms

[ | Aggregated Values Return on Equit Return on Invested Capital
ROIC 1st Quarter 3rd Quarter | 1st Quarter 3rd Quarter

Materials [ 6457 | 671% | 9.84% | -1597% | 1.14% | 887% | -1040% | 140% | 8.08% |
Utilities [ 902 | 9.84% | 849% | 197% | 801% | 1328% | 233% | 581% | 10.19% |
US firms
| | AggregatedValues |  ReturnonEquity |  Returnon Invested Capital |
[Communication Services | 315 | 22.82% | 22.04% | -3917% | -422% | 914% | -2537% | 1.02% | 12.15% |
Consumer Discretionary | 581 | 2258% | 1588% | -2153% | 472% | 1818% | -346% | 6.39% | 16.76% |
-18.97%
Energy [ 282 | 10.92% | 1321% | -8.94%
5.37%
NA
-13.67%
-29.73%
Materials | 278 | 657% | 1492% [ -21.92% | -0.26% | -7.00%
8.97% 3.27%
Utilities [ 89 | 11.46% | 757% | 819% | 9.73% | 5.22%

()




RETURNS T0 EXCESS RETURNS...

Generic

Business

Equity

Expected Return on

Risk of Investments of
Investment Equivalent Risk
=

Actual Return on the Investment

A

\J

ROIC = Operating Income (after taxes)

Invested Capital

Net Income

ROE = BV of Equity

[

v

_ Required Return on the
Investments (Given Risk)

Cost of Capital

Cost of Equity o=

Excess Return

A

ROIC - Cost of Capital

ROE - Cost of Equity




THE LINK TO MOATS. ..

Type of competitive advantage (\moat)

Switching Network Cost Legal
Costs Benefis | Advantages | Protection

Top brand Infinite Global Permanent Full

m Name brand High Local Temporary Partial
m Generic None None None None

Place in Marains Customer Market Profit Pricing
valuation story g Retention Share margins Power

Moat Width




EXCESS RETURNS, BY SECTOR

Global firms
] Return on Equity - Cost of Equit, Return on Invested Ca Cost of C. /
Aggregated spread Aggregated spread

2,193 5.87% 25.81% 74.19% 17.92% 82.08% 5.30% 31.55% 68.45% 22.34% 77.66%
Consumer Discretionar 6,358 28.52% 71.48% 18.72% 81.28% 1.64% 31.50% 68.50% 20.02% 79.98%
[Consumer Staples | 3,202 | 6.25% 38.60% 61.40% 25.77% 74.23% 7.86% 41.63% 58.37% 26.17% 73.83%

80.09% 34.61%
Information Technology | 6,234 |  807% | 23.84% [ 76.16% [ 1586% |
Materials | 6457 |  -3.00% [ 17.84% | 8216% | 10.66% | 89.34% |  -016% | 19.05% | 8095% | 10.90% | 89.10% |
Utiities | 902 |  181% | 4335% | 56.65% | 2395% | 76.05% |  0.70% | 41.80% | 5820% | 18.74% | 81.26% |
00O o RetumonEquity-CostofEquity [ Returnonlnvested Capital - Costof Capital |
% >5%
Consumer Staples
[Energy | 282 |  332% | 2695% | 73.05% | 18.09% | 81.91% |  503% | 30.14% | 69.86% | 17.38% | 8262% |
s

| .

5,278 5.43% 43.65% 56.35% 29.01% 70.99% -4.50% 18.34% 81.66% 13.93% 86.07%
1
1

) 2.0

1,402 2.74% 27.96% 72.04% 17.90% 82.10% 6.98% 30.39% 69.61% 17.83% 82.17%
1.3
1

Health Care IREE) 11.80% 88.20% 9.34% 90.66% 14.43% 14.52% 85.48% 11.63% 88.37%

8.84% 31.41% 68.59% 24.50% 75.50% 10.73% 39.70% 60.30% 31.03% 68.97%

2
7! .
Materials [ 278 |  -286% | 19.05% | 80.95% | 1356% | 8645% |  509% | 24.18% | 7582% | 16.48% | 83.52% |
Utiities | 89 |  463% [ 6517% | 3483% | 2247% | 77.58% |  105% | 5955% | 4045% | 11.24% | 88.76% |
Afirms | 5994 | __844% | 2746% | 7254% | 19.01% | _8099% | 1.81% | 2418% | 7582% | 17.28% | 82.72% |

0
nformation Technolog 23.14% 18.98% 81.02% 14.87% 85.13% 36.52% 22.52% 77.48% 17.56% 82.44%
6




EXCESS RETURNS, BY REGION...

[ Pemonuy-Costolfly | RetmonhvestdCopiel-CostofCopil |
8 Wi | ht

EUBEwios | 5649 | 20 | oMo [ 68A0% | 0% | et [ 0% | 016 | 6Ot | 2008% | 7075%
nde |5t | 42% [ %6 [ 6% | 6% | Todme | 242 | G6Me | G743 | OI% | 7088%

()



A LIFE CYCLE VIEW OF EXCESS RETURNS..

\ Revenues

The Product Test

\\ The Bar Mitzvah
\The ling Up Test
x MAQrisis

'IB Endlame

Earnings

The Lightbulb (Idea) Moment

——]

d
. Start-Up Young High Growth | Mature Mature Decline
Life Cycle Stage Growth Growth Stable
Operating Large Operating Operating Operating Operating Operating
Profits operating losses narrow profits turn profits grow | profits level profits
losses positive quickly off decline
) Rapid ramping up of capital Capital grows | Slowing of Stabilizaton in | Capital
Invested equity as business is built as business | growth in capital invested
& capital scales capital invested shrinks
Returns on Negative earnings + Growing Turns positive, | Improvement | Peak ROIC, Declining
equity & capital = Negative Returns but low as profits with
capital grow faster | competitive
than capital | threats
Negative and not reflective of Low & Increase but level and stability | Declining

Excess Returns

business quali

ty

underestimate
business quality

competition.

depend on business and

Moat
Assessment

Moat Search

Moat Build

Moat depth

Moat
sustainability

Moat fade




EXCESS RETURNS, BY CORPORATE AGE...

0 | PRetwmonFquiy-Costofluy [ RetimoninesledCapial-CostofCaptl |
6% | %<5 % 5%
B1.81%
31.06%
2151%
Odest | 4665 | a76% | 443%% | G667 | 2662% | 733%% | 217% | 95% | 6040% | 2437% | 7563%
0 | Femonfquiy-Costoffquly | Reumonlnvested Capil-CostofCaptad |
6>6% | %<5
Gthdecle | 566 | 1668% | 20M5% | 7085% | 2120% | 7880 | 128% | 2774% | 7226% | 1908% | 8092%
Thdecle | 640 | 62 | 3074% | 6926% | 2010% | 7981% | 740% | O426% | 6574% | 2352% | 7648%

()



R WRAP. ..

= It seems to me that over the last four decades, moats have started
to crumble, partly as a result of global competition and partly
because of disruption (which upends businesses, turning good to
bad), and the business landscape has tilted more decisively to
1af<gerlflirms, as more and more businesses become winner-
ake-all.

= It is in this context that I take a more jaundiced view of what Al
will do for company profitability and value.

= [ believe that as a disruptor, it will cause downward pressure on
margins at most firms and increase the advantages that larger firms
have in each business.

= Even if you buy into the Al will increase productivity argument, unless
the Al tools that you are talkinq about are exclusive to the companies
in question, these Al tools will lower costs across the board, and
competition will then kick in on the pricing front, lowering profitability.

= I do think that the Al disruption will be more akin to a slow-motion
car wreck, in terms of its effect of overall profitability, and that the
margin slippage will be gradual, but over time, damaging.



