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“No Margin, No Mission” 

- Credited to Sister Irene Kraus, the first president of the Daughters of Charity National Health System

According to Empirical Research, free cash flow margins
have been the best performing characteristic in the U.S.
large cap market over the past one, three, five and ten
year periods. While the valuation metric of free cash flow
yield used to provide more alpha generation than free
cash flow margin, margins became more important five
years ago, as concerns over global growth saw
investors finding value in incremental growth rather than
cheaper valuations. The chart above shows companies
that generate top ranked free cash flow margins have a
history of outperforming, but have done so to a greater
degree in the past five years.

As a result, the top 10% of high free cash flow margin
stocks trade on average at a 12% premium to the S&P
500. The final wrinkle on this market dynamic is that
high free cash flow margins have recently been coupled
with fast growing top-line growth in the technology
sector, resulting in information technology stocks
leading the market, despite premium valuations. Brick
and mortar value stocks have been left in the dust as
technology stocks offer not only attractive revenue
growth and operating margins, but also declining capital
intensity as they have matured. The New Economy story

of the 1990’s remains a key component in these trends,
as capital intensity is roughly half that of the 1950’s
based on Empirical’s work. As public companies drive
efficiencies to attract capital, the bar to be in the top 10%
of stocks with high cash flow margins has continued to
move higher. In the chart below, margins that made it
possible for a company to be included in the top 10%
club in the early 1980’s of around 6-8%, now need to be
in the 20% range.
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The Chartered Financial Analyst® (CFA) charter is a graduate-level investment credential awarded by CFA Institute — the largest global association of investment
professionals. To earn the CFA charter, candidates must: 1) pass three sequential, six-hour examinations; 2) have at least four years of qualified professional
investment experience; 3) join CFA Institute as members; and 4) commit to abide by, and annually reaffirm, their adherence to the CFA Institute Code of Ethics and
Standards of Professional Conduct.
The opinions contained in the preceding commentary reflect those of Sterling Capital Management LLC, and not those of BB&T Corporation now Truist Financial
Corporation or its executives. The stated opinions are for general information only and are not meant to be predictions or an offer of individual or personalized
investment advice. They are not intended as an offer or solicitation with respect to the purchase or sale of any security. This information and these opinions are
subject to change without notice. Any type of investing involves risk and there are no guarantees. Sterling Capital Management LLC does not assume liability for any
loss which may result from the reliance by any person upon such information or opinions.
Investment advisory services are available through Sterling Capital Management LLC, a separate subsidiary of BB&T Corporation now Truist Financial Corporation.
Sterling Capital Management LLC manages customized investment portfolios, provides asset allocation analysis and offers other investment-related services to
affluent individuals and businesses. Securities and other investments held in investment management or investment advisory accounts at Sterling Capital
Management LLC are not deposits or other obligations of BB&T Corporation now Truist Financial Corporation, Branch Banking and Trust Company now Truist Bank
or any affiliate, are not guaranteed by Branch Banking and Trust Company now Truist Bank or any other bank, are not insured by the FDIC or any other federal
government agency, and are subject to investment risk, including possible loss of principal invested.

One question we receive from institutional due diligence
teams is why our strategies tend to be overweight
technology and healthcare relative to the benchmark.
One characteristic we point to is the quality of these
businesses, and the Empirical work provides
quantitative support for these assessments and the
ability for these stocks to drive outperformance over
time.

We highlight in the chart above that technology and
healthcare sectors account for almost half of the high
margin large cap companies. While we vigorously debate
the role of stock based compensation in some of

these calculations, we do focus on finding companies
with improving trends in free cash flow and earnings
that we view as improving fundamentals. While we focus
on bottom up stock selection, Empirical continues to
forecast that premiums will be awarded to companies
that can generate strong free cash flow and earnings
growth on modest top line growth in a slow growth
global economy. In the end, it appears quality
businesses also make quality investments.

As always, thank you for your interest and trust
managing your investments.

Source: Empirical Research Partners Analysis.
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