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The Dangers of Non-GAAP Earnings

It's no secret that non-GAAP earnings allow management to directly manipulate their performance metrics.
Investors must look past non-GAAP metrics to protect their portfolios. While non-GAAP tricks may provide some
short-term boosts to stock prices, eventually reality sets in and the true economics of the business rule the day.

Why Non-GAAP Can’t Be Trusted

We spend lots of time explaining how GAAP earnings are not reliable measures of corporate profits, and non-
GAAP earnings are worse. Most of the time non-GAAP earnings are blatant misrepresentations of profits for the
benefit of corporate insiders at the expense of reqular shareholders. Case in point is one of Bill Ackman’s
favorites: Valeant Pharmaceuticals (VRX). That stock has cratered recently on the heels of long overdue
coverage of its questionable accounting practices, about which we warned investors back in June 2014.

While arguments may persist over the future of Valeant, one thing is clear: the company’s use of non-GAAP
earnings, or as they call it, “cash earnings”, has only misled investors while serving executives in four distinct
ways. Since management wants investors to focus on cash, not earnings, we find the discrepancy between
Valeant's “cash earnings” and the company'’s true cash flows alarming. Figure 1 shows: while the company’s
“cash earnings” have been highly positive and grown from $421 million to $3.55 billion from 2010 thru the latest
trailing-twelve-months (TTM), free cash flow has been highly negative with a cumulative -$38.4 billion in losses
over the same time frame. Cumulate non-GAAP earnings, during the same time, are $11.2 billion.

Figure 1: Valeant’s Non-GAAP Tricks Have Tells For Those Who Look Closely
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Non-GAAP Leads Investors Farther Away From The Truth About Profits

The key point for investors to remember about non-GAAP earnings is they are like lipstick on a pig. They only
cover up the ugly, and they cannot change it. The more managers have to adjust GAAP, the worse the situation
is likely to end for investors. Non-GAAP tricks may work for a while, but they cannot disguise a bad business
forever. Another example is Demandware. After rising 160% from January 2013 to June 2015, DWRE is down

36% since we placed it in the Danger Zone on June 23, 2015.
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Figure 2 shows how much Demandware tried to fool investors by pedaling non-GAAP earnings while GAAP and
economic earnings were headed in the opposite direction. Only after the stock has cratered do we see non-
GAAP earnings decline. Note that the current decline in non-GAAP sets management up for an easier
comparison in subsequent reporting periods as well.

Figure 2: Demandware’s Non-GAAP Creates lllusion of Profits
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Expenses Managements Exclude To Create Non-GAAP Earnings

Because non-GAAP earnings are entirely at the discretion of management, any number of items can be removed
from traditional GAAP earnings. The following are just some of the items we have come across that companies
remove from GAAP earnings to calculate non-GAAP or “adjusted earnings”:

1. Stock based compensation

2. Payroll tax expense related to stock based compensation

3. Compensation expense related to contingent retention bonuses
4. Acquisition related expense

5. Depreciation and amortization

6. Foreign exchange effect on revenue

7. Purchases of property and equipment/ property and equipment purchased under capital lease
8. Unrealized gain/loss on fuel price derivatives

9. Deferred loan costs associated with extinguishment of debt

10. Gains on divestiture

11. Preopening expenses

12. Management recruiting expenses

13. Management and consulting fees

14. General and administrative expenses

15. Litigation expenses

16. Integration costs

17. Restructuring costs

18. Gross profit deferred due to lease accounting

As should be clear, companies are removing not only a large amount of items, but also items that should most
certainly be included when determining a business’s profitability. We find it hard to accept any argument for the
removal of certain, natural costs of doing business like consulting fees, recruiting costs and compensation costs.
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Details On How Companies Exploit Non-GAAP Earnings
The following examples are just a sampling of how management is creating the illusion of higher profitability.

1. Wex, Inc. (WEX) — Click here to see the non-GAAP reconciliation
a. Wex adds back certain acquisition expenses, non-cash tax adjustments, stock based
compensation, and amortization of intangible assets to calculate adjusted net income. The
company also removes certain income items such as the unrealized gain on derivatives and gain
on divestitures. When totaled in 2014, the adjustments actually caused adjusted net income to
be lower than GAAP net income. While this may seem counter intuitive, this is not a problem
because the magnitude of beating targets is not nearly as important as just beating targets when
using non-GAAP earnings to boost executive pay. In addition, this lowered adjusted earnings
number will set up an easy comp in 2015.
2. Marketo, Inc. (MKTO) — Click here to see the non-GAAP reconciliation
a. Marketo is very transparent about all the items it removes from GAAP earnings and actually
breaks down how each item is removed from cost of revenues, gross profits, operating
expenses, and net income. However, this doesn’t detract from the fact that Marketo removes
these items to appear less unprofitable than they truly are. Marketo removed $25 million in stock
based compensation in 2014, or nearly 17% of revenue to derive non-GAAP net income.
3. Tesla Motors (TSLA) — Click here to see the non-GAAP reconciliation
a. In addition to some of the other items mentioned above, such as removing $156 million in stock
based compensation in 2014, Tesla treats its non-GAAP calculation in a uniqgue manner. Rather
than just removing expenses to derive a non-GAAP net income, Tesla adds back deferred profits
due to lease accounting. By adding this profit to net income, Tesla was able to report a non-
GAAP net income of $20 million in 2014, compared to a GAAP net loss of $294 million.
4. Demandware (DWRE) — Click here to see the non-GAAP reconciliation
a. As shown above, Demandware uses non-GAAP net income to appear profitable when GAAP
income and economic earnings both would prove otherwise. In 2014, Demandware removed
$26 million in stock based compensation (16% of revenue) and $3 million in compensation
expense related to contingent retention bonuses. Overall, Demandware reported a GAAP loss of
$27 million in 2014, despite a non-GAAP profit of $4 million.

How Non-GAAP Could Harm Your Portfolio

Look at the stocks in Figure 3 for a few more examples of how bad your portfolio can be burned if you trust
companies using misleading non-GAAP results.

Figure 3: Non-GAAP Only Delayed The Inevitable
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Groupon GRPN $0.08 -$0.04 -68% 0%
Valeant VRX $8.34 -$1.69 -49% 0%
Twitter TWTR $0.14 -$1.41 -29% 0%
Marketo MKTO -$0.67 -$1.71 -10% 0%

Sources: New Constructs, LLC

The stock market can be a dangerous place if you do not do your homework. Wall Street and corporate insiders
are not afraid to trick you, and | think we have shown they have the lawful right-of-way to trick you. Investors
need to do their homework in order to make the right investments consistently. To learn even more about the
Dangers of Non-GAAP Earnings, watch our recent webinar and ensure you don't get burned by non-GAAP
earnings.

Disclosure: David Trainer and Kyle Guske Il 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

We find it. You benefit. Cutting-edge technology enables us to scale our forensic accounting
expertise across 3000+ stocks. We shine a light in the dark corners of SEC filings so our clients
can make safer, more informed decisions.

Our stock rating methodology instantly informs you of the quality of the business and the fairness of
the stock’s valuation. We do the diligence on earnings quality and valuation so you don’t have to.

In-depth risk/reward analysis underpins our ratings. Our rating methodology grades every stock, ETF,
and mutual fund according to what we believe are the 5 most important criteria for assessing the
quality of an equity. Each grade reflects the balance of potential risk and reward of buying that
equity. Our analysis results in the 5 ratings described below. Very Attractive and
Attractive correspond to a "Buy" rating, Very Dangerous and Dangerous correspond to a "Sell"
rating, while Neutral corresponds to a "Hold" rating.

QUESTION: Why shouldn’t fund research be as good as stock research? Why should fund investors
rely on backward-looking price trends?
ANSWER: They should not.

Don't judge a fund by its cover. Take a look inside at its holdings and understand the quality of
earnings and valuation of the stocks it holds. We enable you to choose the best fund based on its
stock-picking merits so you do not have to rely solely on backward-looking technical metrics.

The drivers of our forward-looking fund ratings are Portfolio Management (i.e. the aggregated ratings
of its holdings) and Total Annual Costs. The Total Annual Costs Rating (details here) captures the
all-in cost of being in a fund over a 3-year holding period, the average period for all fund investors.

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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