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How Our Dynamic Discounted Cash Flow Model Works

Critics claim that DCF models rely too much on uncertain predictions about the future, and that they’re too
sensitive to minute changes in assumptions for the growth rate into perpetuity.

The perception of DCF models has not been helped by their wide use among Wall St. sell side analysts, who will
often manipulate the numbers until they can get a price that suits their rating on a stock. A recent survey found
that roughly half of sell-side analysts say generating underwriting business or trading commissions is very
important to their compensation. In other words, their goals are not always aligned with investors’ best interests.

It's true that bad DCF models can be extremely misleading, but this type of analysis remains extremely helpful
when used in the right way. Our dynamic DCF model, which plays a big role in the ratings we assign to stocks,
differs from the traditional DCF models from Wall St. analysts in two key ways:

1. We are not using DCF models to predict the future. We use them to quantify the expectations for future
cash flows that are baked into stock prices. See how we applied this technigue to Netflix (NFLX).

2. Our models are based on economic earnings rather than earnings or operating cash flow. See “Three
Reasons Why Amazon’s Cash Flow Is No Comfort” for reasons why operating cash flow is unreliable.

What Is A DCF Model?

Let’s take a step back for a moment. Before we dig further into the specifics of the New Constructs DCF model,
let's talk about how a DCF works in general. Fundamentally, a DCF functions on the premise that stocks can be
valued in the same way as bonds, the only difference being that the inputs for stock valuation are based on
expectations whereas the inputs for bond valuations are mostly contractually defined. See Figure 1 for an
explanation of how elements of stock valuation line up with those for bonds.

Figure 1: The Basic Valuation Recipe: Same For Stocks And Bonds

Stocks . Bonds
Revenue Growth Coupon Payment
ROIC - WACC Stock Price Asset Bond Price Risk = Interest Rates
> Value <
Growth Appreciation Period Maturity Date

Sources: New Constructs, LLC and company filings.

By breaking cash flow expectations down into these discrete parts, we can quantify exactly what kind of future
cash flows the market valuation of a stock implies a company will generate.

What Is A “Dynamic” DCF Model?

Our DCF models do not rely on static forecast horizons such as 5 or 10 years as do traditional DCF models. Our
models are dynamic, which means we calculate multiple DCF values for the stock based on multiple forecast
horizons. The key to this approach is a terminal value in each forecast horizon that assumes zero growth (e.g.
NOPAT/WACC not WACC-q) after the forecast horizon. Rather than trying to capture all the future growth in
cash flows in a static time frame (e.g. 5 years), our models calculate the value attributable to shareholders over
100 forecast periods.

List of Inputs for Our “Dynamic” DCF Model
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Here’s the list of the forecasting inputs for our models and how we derive our default estimates. Note that all of
our models enable clients to change these inputs and create (and compare) as many future cash flow scenarios
as they wish.

Forecast Driver #1: Revenue Growth

Revenue growth is the easiest of all the estimates. We like to rely on consensus values for the first few years.
Then, we tend to converge back to historical averages. From EY51-100, most of the time we assume a growth
rate of 6% for all companies. We converge most companies to 6% over the long term because that is roughly the
long-term geometric GDP growth rate since1929.

These assumptions are only a baseline, and can be adjusted as needed. Forecasted revenue growth should not
be 6% if a company has never generated 6% growth, and our analysts make this adjustment in our forecasts.
Also, revenue growth is rarely below 3% since the historical average annual inflation rate in the US is 3%.

Forecast Driver #2: Net Operating Profit Before Tax (NOPBT) Margin

Margin forecasts tend to be based on historical averages where they make sense. We prefer not to forecast
significant deviations from what the company has done in the past. Also, the NOPBT margin forecasts tend not
to change across the entire forecast period. This consistency simplifies measurement of the impact of differing
margin level assumptions.

We cannot use consensus values for our margin forecasts because our margin calculations take into account a
great deal more data than is used in most analysts’ models. See details on our income statement adjustments.

Forecast Driver #3: Cash Operating Tax Rate

Tax rate forecasts tend to be based on historical averages also. Like the margin forecast, tax rate forecasts tend
not to change across the entire forecast period in our default scenarios. By applying the cash operating tax rate
to NOPBT, we get Net Operating Profit After Tax (NOPAT)

Forecast Driver #4: Changes in Invested Capital

To measure free cash flow, we must forecast how Invested Capital changes. We break out the invested Capital
forecasts into changes for net working capital and fixed assets. By forecasting the change in cash operating
profits and the change in invested capital, we get both free cash flow and Return On Invested Capital (ROIC).

Forecast Driver #5: Weighted Average Cost of Capital (WACC)

The inputs above create a future stream of cash flows that we must discounted to their present value to account
for the opportunity cost of capital. We use the weighted-average cost of capital (WACC) to discount cash flows in
each company model. Our WACC is based on standard formulas for calculating the cost of debt (risk-free rate
plus a spread based on credit rating) and equity (CAPM).

The Power of the Implied Growth Appreciation Period (GAP)

The inputs above create a future stream of cash flows that are discounted to their present value over multiple
forecast horizons. The GAP equals the forecast horizon (or number of years into the future) required for the
dynamic DCF model to produce a share value equal to the market price or a target price. The key benefit of the
dynamic DCF model is that it allows us to reverse engineer the forecast horizon for future cash flow growth
implied by a stock price. Rather than use the DCF model to predict what the price should be, we use it to flush
out the specific future cash flow growth expectations implied by the current market price. This approach is based
on the Competitive Advantage Period (CAP) concept brought to Wall Street by Michael Mauboussin.

As mentioned above, the key to this approach is using a terminal value that assumes zero growth into perpetuity
in each of the 100 years captured in the forecast horizons of each of our DCF models. Our terminal value
calculation is NOPAT,,{/WACC.

The DCF Model In Action: El Pollo Loco (LOCO)

For an example of how our DCF model quantifies market expectations, check out the Danger Zone article from
March 23, 2015 on El Pollo Loco. In that article, we pointed out a number of red flags that made the stock one to
stay away from, but the biggest area of concern was the massive future cash flow expectations baked into the
stock price.
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Specifically, our DCF model found that the company had to grow NOPAT by 20% for 9 years to justify its price at
the time of ~$29/share. Essentially, the company had to become the next Chipotle despite not stacking up to the
fast casual Mexican chain in terms of same store sales growth, increase in store count, or ROIC.

By quantifying the expectations embedded in the stock price as of March 23, 2015, we were able to get a sense
of just how unlikely it was that LOCO would deliver positive returns to investors. We also ran a new DCF with
more realistic—but still optimistic—expectations that delivered a fair value 37% below the stock price at the time.

Turns out we were too optimistic. In the roughly six months following that article, shares of LOCO plummeted
52% as the market realized just how overvalued the stock had been. Now trading at just over $13/share, the
stock has more reasonable growth expectations baked into its valuation.

Figure 2 comes from our model for LOCO. The neutral scenario shows that, to justify the current price of
$13/share, the company must achieve 5.6% revenue growth and a 1.2% economic earnings margin over the
next 9 years. Those expectations are what the current stock price implies.

Figure 2: Market Expectations For LOCO From Our DCF Model Results Page

Decision

El Polle Loco Holdings, Inc. (LOCQ)
Latest closing stock price as of Aug 31, 2015; $13.01*

Chvarrides ame currently active

To review overides click on the Overndes edit page.

Performance Hurdles Historical Performance ﬁ -F-m““z—
Meutral : | Pessimistic # |

Cwverall Rating . .

S¥rAvg 3 YrAvg LastFYE -25% Siock Price +25%  -25%  Stock Price +25%
Stock Price 2 2403 $19.97 $9.76 [13.01 | $1626 $8.76 [13.01 | si626
Revenue CAGR - B4 96% | SEN 5.6% EB% @ 3.0% 3.0% 3.0%
ROIC - WACC - 1.3% 0.3 06% 1.4% 2.3% 1.0% 3.4% 0.5%
GAP [Growth Appreciation Pericd) - - - 4 years 9 years 44 yaars 20 years 4B years = 100 years

1 Forecast 2 sutometically displays user-created forecasts in this order:
MNewutral, Optimistic then Pessimiatic.

Sources: New Constructs, LLC and company filings.

We still rate the stock as Dangerous due to its poor earnings quality.

Given LOCO'’s declining ROIC and disappointing growth in recent quarters, investors might have a hard time
believing the company will achieve the performance implied by even the current price. In which case, they should
continue to sell the stock and not buy until market expectations are so low that they are confident the company
will surpass them.

To orient ourselves to the new lower valuation, we create the “Pessimistic” scenario to measure the impact on
the valuation of a lower growth, 3% annually, and a slight decline in margins. Our model shows that the
Pessimistic scenario results in a GAP of 46 years. The implications of 3% revenue growth as a future scenario
are impactful, to say the least.

Looking at multiple scenarios informs us of the specific implications of different future cash flow scenarios on a
stock’s valuation.

Our models enable clients to quickly and discreetly model the impacts of an infinite number of future cash flow
scenarios on over 3000 stocks. We aim to bring a new level of efficiency to valuation research.
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Figure 3: Market Implied GAP For Different Projections
LOCO - Implied Share Prices for Forecast 1 vs. Forecast 2
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Sources: New Constructs, LLC and company filings.

Looking at the DCF 6 months ago showed us that LOCO was highly overvalued unless it started growing at a
rate well above its historical norms. Looking at the DCF today gives us a new perspective about the cash flow
expectations embedded in the stock price. We think our DCF models offer uniquely powerful transparency into
the valuation of stocks. With our models, there’s no need to rely on traditional valuation metrics like price-to-
earnings and price-to-sale ratios when investors can get the information our models provide in the same or less
time that it takes to calculate the traditional metrics.

“Buy low expectations and sell high expectations” — that strategy is what our models position clients to execute
with unrivalled efficiency.

Disclosure: David Trainer and Sam McBride receive no compensation to write about any specific stock, sector,
style, or theme.
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New Constructs® — Profile

How New Constructs Creates Value for Clients

1. Superior Recommendations — Our stock picks consistently outperform. See our track record
in our stock-picking accolades and Proof Is In Performance reports.

2. More Accurate Research — Our patented Research Platform for reversing accounting
distortions and discounted cash flow analysis leverages better data to deliver smarter research.

3. Time Savings — We check the fine print in thousands of corporate filings so you don't have to.
As reported by Barron’s, our expertise in analyzing SEC filings delivers Hidden Gems and Red
Flags that drive long-term stock-picking success.

4. Transparency — We are proud to share the results of our analysis of over 50,000 10Ks. See
the Corporate Disclosure Transgressions report we provided the SEC. Our reports detail all
data and assumptions. Company Models enable users to change them.

5. Obijectivity — New Constructs is an independent research firm, not tied to Wall Street or
investment banking services. Our models are driven by comprehensive high-quality data not
stories. See our presentation to the Senate Banking Committee, the SEC and many others in
DC.

Our Philosophy About Research

Accounting data is not designed for equity investors, but for debt investors. Accounting data must be
translated into economic earnings to understand the profitability and valuation relevant to equity
investors. Respected investors (e.g. Adam Smith, Warren Buffett and Ben Graham) have repeatedly
emphasized that accounting results should not be used to value stocks. Economic earnings are what
matter because they are:

1. Based on the complete set of financial information available.
2. Standard for all companies.
3. A more accurate representation of the true underlying cash flows of the business.

Additional Information

Incorporated in July 2002, New Constructs is an independent publisher of investment research that
provides clients with consulting and research services. We specialize in quality-of-earnings, forensic
accounting and discounted cash flow valuation analyses for all U.S. public companies. We translate
accounting data from 10Ks into economic financial statements, i.e. NOPAT, Invested Capital, and
WACC, to create economic earnings models, which are necessary to understand the true profitability
and valuation of companies. Visit the Free Archive to download samples of our research. New
Constructs is a BBB accredited business and a member of the Investorside Research Association.
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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.

New Constructs is affiliated with Novo Capital Management, LLC, the general partner of a hedge fund. At any particular time, New
Constructs’ research recommendations may not coincide with the hedge fund’s holdings. However, in no event will the hedge fund receive
any research information or recommendations in advance of the information that New Constructs provides to its other clients.

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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