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Executive Summary

Investors have an abundance of investment philosophies and styles from which to choose. Many of these
approaches are focused on valuation metrics such as Price/Earnings, Price/Book, Price/Sales, and PE/
Growth-Rate that serve as the basis for investment decisions. These valuation metrics are often driven by
a near-term focus, both on the part of investors and company management, with limited attention paid to
longer-term value creation for shareholders. This paper will discuss the potential benefits of one business
analysis metric, which we contend has proven very useful in determining stock performance over the long
term: a company's trend in Returns On Invested Capital (ROIC).

This paper asserts that ROIC is an essential measure of the intrinsic value-creating capability of a
company. We focus on structural change — inflection points in a company's strategy, new leadership,
new compensation systems, asset dispositions, or other circumstances — that lead to significant
improvements in a company’'s ROIC. These company-specific changes can have a profound long-term
impact on cash flows, often allowing a company to improve financial performance irrespective of what is
happening in the general economy, within the sector, or among the company’s competitors.

This study also makes a clear distinction between companies with already high ROIC and those with
improving ROIC. In fact, the data indicates that it is the degree of change in a company’s ROIC that is
the key predictor of long-term stock price outperformance. After all, many companies with strong and
consistent ROIC have already been recognized and are highly valued by the market. We contend that
investors who can consistently identify companies that are both improving their ROIC and trading at a
deep discount to intrinsic value will generate superior risk-adjusted returns over longer time periods.

Key points:
* ROIC is a critical factor in quantifying the intrinsic value of an enterprise.
» Stock performance is highly correlated to changes in ROIC over longer time periods.

* Companies undergoing structural change leading to improved ROIC can often drive shareholder value
irrespective of underlying market or economic conditions.

* |dentifying companies with improving ROIC requires a deep research team with experienced investors.

* An ROIC-focused investor tends to invest over a longer time horizon, taking positions in businesses
where intrinsic value may not be currently reflected. This approach often requires patience and a
willingness to take a contrarian view.
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The Correlation Between Improving ROIC and Company Performance

As evidenced in the charts below, the relationship between the change in a company’s ROIC and the

change in its stock price is striking. Even more compelling is the consistency of the relationship, regardless

of company size, market environment, and time period over the last 5-, 10-, and 20-year periods. The chart
illustrates that those companies that experienced the greatest improvement in their return on invested capital
are also those that achieved the best stock performance and, conversely, those that exhibited the worst trends
in returns had the worst stock performance.

We would also point out that this relationship applies irrespective of valuation, as this analysis includes all
companies in the index. We believe a disciplined valuation overlay (i.e. buying the proverbial 50-cent dollars)
greatly enhances this already compelling investment case.

Value Investment Process: Stock Performance is Highly Correlated to Changes in ROIC
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Performance quoted represents past performance and does not guarantee future results.

Note: The charts above depict a high correlation between a company’s stock performance and changes in return on invested capital for the constituents of
the S&P 1500® Index. A similar correlation exists for the constituents of the S&P 500 Index. Please contact us if you are interested in viewing the data for
the S&P 500” Index.

Source: This analysis looks at the current constituents of the S&P 1500 Index, which were sorted by total returns for the 5-, 10-, and 20-year periods ended
December 31, 2010 and medians were calculated for each quartile. Only companies that had data for both measures were used (1,287 companies — 5-year
figures; 1,143 companies — 10-year figures; 622 companies — 20-year figures). Data was sourced from FactSet.

Calculating ROIC and Understanding Its Value

The concept of ROIC is fairly simple: it compares a company’s after tax cash flow with the amount of capital it
has invested. Once ROIC is determined, it can be compared with the Cost of Capital (CoC), which represents
the return expectations of a company’s debt and equity investors. If the result of this comparison is positive,
then the company is creating shareholder value — if negative, then it is destroying value with every incremental
dollar it invests. The importance of this comparison is difficult to overestimate. As Dr. Aswath Damodaran of
the Stern School of Business has noted, “In effect, the value of a business can be simply stated as a function
of the “excess returns” that it generates from both existing and new investments."
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“Time is your friend when you buy a structurally improving
business as intrinsic value is increasing over time.
Conversely, time works against you in a value trap because
the business is deteriorating.”

First, to understand how an improving ROIC investment approach leads to long-term value creation, it's
important to understand the mechanics of discounted cash flow valuation.

—F:ash Flow _ _ Intrinsic Value
Discount Rate
When you buy a structurally improving business — with improving ROIC — you have both parts of the above
equation working in your favor. Cash flow increases as a company improves its financial performance, and the
discount rate (valuation) improves as the market tends to place higher multiples on better, higher return businesses.

Improving ROIC Companies

Cash Flow
Increasing
—_ Increase in ﬁ
Intrinsic Value S
Lower
discount rate
(higher valuations) Time

This analysis contrasts directly with the classic “value trap” where an investor argues that although a business
is deteriorating, it is cheap enough to own. A value trap has the opposite impact on this equation: cash flows
are declining and the market will tend to lower multiples on lower return businesses.

“Value Trap”

Cash Flow
Decreasing
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Successful investing is also about avoiding mistakes. In fact, some of the best investments are those that you
choose NOT to make. In an industry publication, investment bank Robertson Stephens and Company said

that comparing a firm’s current ROIC trends with its ROIC in past years “can provide an early warning system
regarding fundamental shifts and emerging trends in their competitive dynamics, profitability, and investment
attractiveness!? Avoiding “value traps” is a key component of producing superior long-term, risk-adjusted returns.
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“Financial analysts fixate on quarterly earnings at the expense of
fundamental research. Corporate executives, in turn, point to the
behavior of the investment community to rationalize their own
obsession with earnings. Short-termism is the disease; earnings

and tracking error are the carriers.”
Alfred Rappaport, Financial Analysts Journal®

Management Mind-Set and Capital Allocation Decisions

Management teams have many options when it comes to investing their company’s capital, including expansions
of their core businesses (e.g. opening new stores, drilling mines, investing in research and development),
acquisitions, dividends, and stock re-purchases. In a basic sense, when companies make these capital decisions,
they are either creating or destroying value. ROIC is uniquely useful in measuring the extent to which a given
company'’s capital deployment strategy creates value. Capital invested in a business that delivers strong returns
should eventually be reflected in that company’s share price.

ROIC-focused investing analyzes companies undergoing positive structural change, with management

teams maximizing profitability and reinvesting in high-performing assets while divesting underperformers. This
improvement is reflected in the Discounted Cash Flow (DCF) model in two ways: by increasing the numerator
by growing a company’s cash flow (by improving sales, margins, and/or asset turns) and/or by decreasing the
denominator by reducing the amount of capital in a business.

Investors focused primarily on ROIC improvement will find that they are often investing counter to Wall Street
consensus. Wall Street is notorious for encouraging companies to focus on quarterly earnings to meet the
market's near-term expectations.

In fact, a recent article in the Financial Analysts Journal (FAJ) exemplified the problem. FAJ reported on the results of
a series of surveys and meetings with senior financial executives of United States companies, in which management
professionals were asked about the degree to which they were willing to sacrifice value in order to meet earnings
benchmarks. Among other interesting findings, over 80% of survey respondents were willing to cut discretionary
spending (in spite of the fact that most acknowledged that cutting that spending could destroy value), if it meant
that they would meet near-term earnings targets. To quote the researchers, “This evidence is interesting because
CFOs appear to be willing to burn ‘real’ cash flows for the sake of reporting desired accounting numbers.™

When the paper's authors got more specific, the results were even more startling. When presented with a
situation in which taking advantage of a profitable opportunity would cause them to miss earnings estimates
by $0.10, only 59% would be willing to take on the project. In other words, over 40% of the CEOs and
CFOs surveyed were willing to bypass a value-creating opportunity if it meant they would miss the consensus
estimates of analysts by even a small margin. Clearly, this sort of reasoning is precisely the opposite of what
ROIC-focused investors want to hear from the management teams of companies in which they invest.

An ROIC-focused investor tends to invest over a longer time horizon, taking positions in businesses where
intrinsic value may not be currently reflected. This approach often requires patience and a willingness to take
a contrarian view. At times, it may result in near-term volatility as the markets allocate capital to today’s earners
while forsaking those that are improving their long-term return potential. Of course, ROIC-based investing is
not only about avoiding investments where returns aren’t being optimized, but also about identifying those
companies undergoing a structural change that will allow them to increase their returns in the future.
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Finding Companies with Improving ROIC

Uncovering, analyzing, and valuing structural change requires expertise, contacts, and on-the-ground due
diligence by an investment manager. Determining whether a company is improving ROIC is a function of
exhaustive research on the part of experienced investors.

The diligent pursuit of these insights requires a large investment of time, including numerous visits with
management teams and a great deal of grass-roots, fundamental research including interviews with key
customers, suppliers, competitors, and industry experts. Achieving the level of knowledge and expertise
necessary for each potential investment may limit the number of stocks that each analyst can cover, requiring a
larger investment in experienced personnel than would be necessary for a manager employing a less detail-
intensive methodology.

Putting Theory Into Practice: RS Investments’ Value Team Process

Fundamental analysis, focused on ROIC improvement, The RS Value Team Structure:

is the cornerstone of the RS Investments Value Team's » Team structure — at least two senior investment
research and investment process. This process and professionals analyze every investment.
structure are more akin to a private equity structure, .

Each team member is a business analyst rather

relative to most public asset managers. The team has than a stock analyst.

found that creating a flat, non-hierarchical, team-based
structure, where every member of the investment team
is first and foremost a business analyst focused on * Focus on downside protection and optimization
understanding and valuing an entire business, has of risk-adjusted returns.

been vital in supporting the deep analysis required of a
successful ROIC-focused strategy.

* Highly experienced investors across entire team.

RS Value Investment Strategies - Same team,
Experience is a necessary factor in identifying process, and philosophy for each product:
companies and management teams that are going + RS Small Cap Value

through significant structural change. The 14
members on the RS Value Team have, on average, * RS Mid Cap Value
over 16 years of industry experience. The Team * RS Large Cap Value
focuses this experience on a limited number

of stocks, spending over 100 hours on every
investment it makes. * RS Global Natural Resources

* RS Concentrated All Cap Value
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ROIC in Action: How a Change in Leadership Can Signal ROIC Improvements
(Example: A Prison Management Company)

Leadership can dramatically impact the degree to which a business capitalizes on its potential. Often,
management teams are focused on short-term goals, including asset growth, stock price improvements,
or simply growth for its own sake. On the other hand, when management instead focuses on ROIC
improvements, there can be considerable upside in a company’s financial and stock performance.

The RS Value Team’s recent investing history offers a textbook example of the way in which a change in
management can transform a business’ ROIC. The example prison management company builds private
prisons and contracts with governments to handle overflow from public corrections facilities. The fundamentals
underpinning the company’s business were strong — the U.S. prison system was in a state of crisis, with
existing prisons typically filled above capacity and a lack of public funds dedicated to building new public
prisons. This led to a significant migration toward outsourcing by federal and state prison operators.

However, in spite of the fact that the company enjoyed better than 70% market share and solid long-
term contracts in a rapidly expanding business, the company was earning returns below its cost of
capital. During preliminary due diligence, RS

research analysts uncovered the problem: RS built an investment thesis around the following ideas:
the company had been led by a management
team focused solely on growth, which led to
considerable overcapacity and an occupancy
rate below 90%. When they met with the new
management of the company, they learned that
the company was in the midst of implementing
significant structural changes. New * Management team and their incentive systems
management realigned the company’s focus focused on driving ROIC higher.

away from building new capacity for the sake
of short-term growth and instead focused on
filling up existing prisons, which RS believed
would lead to an increase in ROIC, especially
given the fixed-cost nature of the business.

* Market leader in an industry going through positive
structural change.

* The company’s de-emphasis of new construction and
focus on capacity utilization designed to drive existing
facilities towards 100% capacity.

» Expansions and add-ons to existing facilities (instead
of new construction) would allow the company to
leverage fixed operating costs across more beds,
leading to higher margins and returns.

Company Stock Price (February 1, 2005 - January 31, 2008)
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With interest piqued, RS began extensive due diligence. The team conducted meetings with both current
and former company employees, the customers they served (i.e., state and federal prison operators),
competitors, industry and real estate experts, and buy-side analysts. By gaining a clear understanding of
the unit-level economics of each bed in a given prison, they generated an economic view of an entire prison
facility. The team was then able to model a portfolio of prisons and the potential returns and intrinsic value

of the entire company.

Over time, the thesis played out largely as envisioned, leading the company to double its ROIC in less than
three years and create significant value for shareholders. Ultimately, the company approached 100% capacity
utilization and thus again turned to lower returning new investments.

Conclusion

* ROIC is the essential measure of intrinsic value, and executives who are good stewards of capital are best

positioned to drive shareholder value.

» The empirical data presented in this paper demonstrates that improving ROIC can be a powerful predictor

of stock performance.

» The identification of company-specific structural change that will lead to improving ROIC requires
experience, exhaustive due diligence, focused resources, and a long-term investment horizon.

* Investment teams focused on investing in companies with improving ROIC can produce meaningful

outperformance across market cycles.

The is published solely for informational purposes and is not an offer to buy or sell or solicitation of an offer

to buy or sell any security or investment product.

Investing in small- and mid-size companies can involve risks
such as having less publicly available information, higher
volatility, and less liquidity than in the case of larger companies.
Portfolios that concentrate investments in a certain sector

may be subject to greater risk than portfolios that invest more
broadly, as companies in that sector may share common
characteristics and may react similarly to market developments
or other factors affecting their values. Investments in companies
in natural resources industries may involve risks including
changes in commodities prices, changes in demand for various
natural resources, changes in energy prices, and international
political and economic developments. Foreign securities are
subject to political, regulatory, economic, and exchange-rate
risks not present in domestic investments. The value of a debt
security is affected by changes in interest rates and is subject
to any credit risk of the issuer or guarantor of the security.
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