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Danger Zone: Price to Earnings Ratios

Click here to subscribe to our research.

The Price to Earnings (P/E) ratio is in the Danger Zone this week. Check out this week’s Danger Zone
Interview with Chuck Jaffe of Money Life and Marketwatch.com.

Its pleasing simplicity and ease of application make the P/E ratio one of the most commonly used valuation
metrics in the world. Almost every financial website, from Bloomberg to Google Finance, puts the P/E near the
top of the page, right near the stock price and market cap. Investors constantly reference the P/E ratio when
making a bullish or bearish case for a stock.

However, the vast majority of evidence suggests that P/E ratios are an unreliable way to measure the true value
of stocks. There are several reasons for this misconception, including:

Accounting Rules Are a Moving Target

The earnings denominator of the P/E ratio is subject to accounting rules that are constantly being reshaped.
Former Financial Accounting Standards Board (FASB) chairman Bob Herz expressed this sentiment to us when
we spoke to him last year, saying:

“I'm not a big fan of earnings multiples, of P/E multiples and things like that. We have made over time dramatic
changes in the accounting that affect the denominator of the P/E ratio, but it's not clear whether and how that
flows through the valuations.”

The changing treatment of employee stock options is an example of how accounting rule changes affect reported
earnings and make P/E’s between different stocks incomparable. One of the biggest in recent history was the
2006 FASB decision to require companies to report the cost of stock options on their income statements. This
change officially went into effect in 2006. Unofficially, many companies reported stock option expense years in
advance of the ruling.

For instance, Microsoft (MSFT) began expensing stock-based compensation in 2004. This expense lowered
MSFT'’s reported earnings decline by $1.8 billion in 2004 and made MSFT'’s P/E incomparable to all other stocks
that were not reporting their stock option expense.

Because companies have different fiscal year ends, the date they are required to follow new accounting rules is
different too. So, at any given time, the EPS of some companies reflect the rule change while many others do
not.

Accounting Earnings Are Often Misleading

Accounting earnings are based on rules designed for debt investors, not equity investors. They contain
numerous loopholes that allow companies to inflate earnings. It takes diligent research in the financial footnotes
in order to convert reported earnings to economic earnings.

AT&T (T) is one example of a stock with a P/E that is based on artificially inflated accounting earnings. T earned
nearly $8 billion in non-operating income from its pension plan assets in 2013. This non-operating income
allowed T to more than double its reported earnings in 2013. T’s artificially high earnings gave it a low P/E of 10.

In reality, T's NOPAT actually declined by 5%. While the stock isn’'t hugely expensive, it does have roughly 30%
profit growth priced into its valuation. Investors who just look at the P/E get a misleading view of the stock’s
valuation.

P/E Overlooks Key Liabilities And Assets

A stock’s worth is based on the present value of future cash flows attributable to the shareholder. Accounting
earnings do a poor job of measuring cash flows, as we've already established. However, the other big flaw with
P/E ratios is that they don’t account for many of the more senior claims on cash flows.

T exemplifies this issue as well as it has nearly $35 billion in deferred tax liabilities.

Olin Corporation (OLN) also exemplifies this issue. OLN looks cheap with a P/E of 13. However, it has off
balance sheet debt, pension, and other liabilities that add up to ~$500 million (25% of market cap). With a
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discounted cash flow model, we can see that its current valuation of ~$27/share implies that OLN will grow
NOPAT by 5.5% compounded annually for 35 years. Only with a real grasp on the true cash flows of the
business can one get an accurate measure of the future cash flow growth implied by the stock’s valuation.

Here’s a list of the accounting distortions (see section C) we reverse for our valuation models.
The Market Cares More About ROIC

If markets moved on accounting earnings, there should be a strong correlation between earnings-per-share
growth and shareholder returns. For all the reasons listed above, the correlation between these two factors is
actually very weak, as demonstrated by Tim Koller, Jack Murrin, and Thomas E. Copeland in Valuation:
Measuring and Managing the Value of Companies (p. 80).

Instead, we find a strong correlation between economic earnings and shareholder returns. Figure 1 shows that
the difference between return on invested capital (ROIC) and weighted average cost of capital (WACC), also
known as the economic earnings margin, explains 67% of the changes in valuations between stocks in the S&P

500™.
Figure 1: Economic Earnings Drive Valuations For S&P 500 Companies
ROIC Is By Far The Most Important Driver
S 50 - of Market Valuations
o
[
(&)
o 50 -
[
@
@ 40 -
>
£
r) 30 -
=
©
> 20 4
@
2
= 0 R2=67%
S
[T
)
5 rr _r T T T T T T T T 1
-40%  -20% OJ%) 20% 40% 60% 80%  100%  120%  140%  160%  180%
-10
Return on Invested Capital (ROIC) - Weighted Average Cost of Capital (WACC)

Sources: New Constructs, LLC and company filings.

Growing accounting earnings does not create shareholder value. Quarterly earnings beats might generate short-
term price gains, but long-term value comes from earning an ROIC above WACC. This concept is not new. Back
in the mid 1990s, many academics and analysts highlighted the superiority of cash on cash returns as drivers of
valuation. Michael Mauboussin’s Plus Ca Change, Plus C’est Pareil, published by Credit Suisse in 1995, was
one of the very first Wall Street research reports to feature ROIC as the preeminent driver of stock market
valuation.

Important work like Mauboussin’s and others was thrust to the sidelines as the tech bubble consumed the hearts
and minds of so many investors. It seems that investors have yet to come back around to recognizing the
importance of ROIC and economic earnings (aka economic value added of “EVA”) as there have been too many

! Note that the above regression analysis is based on the 489 companies in the S&P 500 that we cover except for Lorillard (LO). Because of
its super high ROIC, including LO in the regression drives the r-squared up to 94%.
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distractions (e.g. tips from expert networks, early access to market-moving information, momentum trading
trends). These distractions from the underlying economics promise quick, short-term gains that most investors
find too appealing to ignore despite the lack of long-term significance or potential illegality. Recently, however, |
see a reversal in this trend, which has lasted about twenty years. Diligence matters more and more these days.

Beware These P/E Traps

Several recent entries in the Danger Zone have looked cheap on a P/E basis. We already mentioned OLN
above. On top of its hidden liabilities, OLN has inflated accounting earnings due to non-operating items buried in
the footnotes.

In addition, Hawaiian Electric (HE) looks cheap at a P/E of 14, but its significant debt and deferred tax liabilities
combine to $2.4 billion, which is the same as the total market cap of the company. HE's P/E understates the
significant growth in cash flows required to justify its valuation.

NCR Corporation (NCR) encompasses all the above issues. Non-operating items buried in the footnotes inflate
its accounting earnings. Off balance sheet debt and underfunded pensions equal 10% of NCR’s market cap.
Acquisitions have increased NCR’s accounting earnings while decreasing economic earnings.

P/E ratios are popular because they are simple and easy to understand, but investing is not supposed to be
easy. Valuing companies takes diligence.

Sam McBride contributed to this report.
Disclosure: David Trainer is short NCR, HE and OLN. David Trainer and Sam McBride receive no compensation
to write about any specific stock, sector, 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. Objectivity — 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, advisory 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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