3 % , New Constructs®

Diligence | Independence | Performance

DILIGENCE PAYS 3114116

Danger Zone: Traditional Corporate Consulting
Check out this week’s Danger Zone interview with Chuck Jaffe of Money Life and Marketwatch.com

Technology has a long history of making old habits, services, or products obsolete. As we have shown in prior
reports, technology now exists for consultants to link their offerings directly to shareholder value creation. Those
consultants who adopt cutting-edge tools will experience more success than those that remain wedded to older,
more manual techniques. It's time we place Traditional Corporate Consulting in the Danger Zone.

Why Do Companies Make Poor Decisions

In our Danger Zone reports, we focus on what is wrong with companies while spending less time on how
management teams make the poor decisions that land their stock in the Danger Zone. The actions and decisions
we've criticized, such as serial acquisitions or use of non-GAAP metrics, are wrong because they focus on the
wrong outcomes. Too often, an outdated understanding of the capital markets leads managers to focus on
maximizing earnings or EPS growth, when both have a poor correlation with stock valuation.

These misguided strategies and others like them can be blamed, at least partially, on a lack of awareness of
better corporate performance metrics, e.g. return on invested capital (ROIC). ROIC (aka economic value added
(EVA) or cash flow return on investment (CFROI)) is a superior paradigm for linking corporate performance to
valuation and aligning the interested of management with those of shareholders.

Figure 1: ROIC Is the Primary Driver of Stock Market Valuation

ROIC Vs. Valuation: Oracle Peer Group
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Traditional Corporate Consulting Drawbacks

If ROIC based models are superior, why do investors, executives, and the financial media focus on reported
earnings and other metrics such as EBITDA? Why aren't executives around the world adopting ROIC in order to
boost shareholder returns?

Anyone asking those questions should read the 1996 CFO Magazine article “Metric Wars.” Back in the mid-90's,
ROIC-based models such as EVA and CFROI were all the rage, with corporate giants such as Coca-Cola (KO),
AT&T (T), and Procter & Gamble (PG) linking them to executive compensation and highlighting them in
communications with shareholders.

Page 1 of 5

Important Disclosure Information is contained on the last page of this report.
The recipient of this report is directed to read these disclosures.


http://blog.newconstructs.com/�
http://www.newconstructs.com�
http://www.moneylifeshow.com/SaveFiles1/Upload_Files/160314%20-%20Danger%20Zone.mp3�
http://www.moneylifeshow.com/�
https://www.newconstructs.com/open-letter-larry-ellison-safra-catz-boost-orcls-value-65-billion/�
https://www.newconstructs.com/open-letter-larry-ellison-safra-catz-boost-orcls-value-65-billion/�
https://www.newconstructs.com/pe-ratios-good-measure-value/�
https://www.newconstructs.com/roic-paradigm-linking-corporate-performance-valuation/�
https://www.newconstructs.com/roic-paradigm-linking-corporate-performance-valuation/�
https://www.newconstructs.com/wp-content/uploads/2016/01/MetricWars.pdf�

-

<

¢ New Constructs®
DILIGENCE PAYS 3/14/116

The short answer is that they tried but could not pull it off because high-quality ROIC models were too hard to
build with any kind of scale. The costs were prohibitive for the consultants. A more in depth explanation can be
found in our report If ROIC is So Great, They Why Doesn’t Everyone Use.

Figure 2: ROIC Best Explains Changes In Market Value
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R? =59%
y =12.24x + 0.8861

Enterprise Valuef/lnvested Capital
]
[
o
&

-50% 5 0% 100% 150% 200% 250% 300%

ROIC

Sources: New Constructs, LLC and company filings

The Proper Technology Has Arrived
Figure 1 shows that ROIC explains 92% of the changes in valuation for Oracle and its peers.

Figure 2 shows that ROIC explains 59% of the changes in valuation of S&P 500 companies. The ability to
measure ROIC (and all its components) across so many companies provides consultants with easy-to-use tools
to frame, measure and value the impact of their offerings.

We also show in ROIC: The Paradigm For Linking Corporate Performance To Valuation that ROIC has, by far
the largest impact on the valuation of stocks. This strength of this relationship is intuitive. If the purpose of capital
markets is to promote the most efficient use of capital, it makes sense that the market would reward companies
that earn the most profit per dollar of capital invested with the highest valuations.

Our recent case study on Oracle (ORCL) provides a real-world example of the potential value creation
opportunities that come with aligning corporate decision making with the best interests of shareholders.

The Oracle case study also serves as a template for illustrating how almost any consulting service or software
offering could be pitched within a framework like the one we created for Oracle.

Figures 1 and 2 and the case study on Oracle along with many other reports shows that the technology for
scaling high-quality ROIC and valuation models has arrived. With our patented research system, we are able to
analyze 10-K’s and Q’s much more thoroughly and with great speed and accuracy. In fact, this rigorous analysis
can be applied across a virtually unlimited number of public and private companies.

Consultants can use this technology to create better benchmarks for:

1. Designing compensation plans
2. Measuring the efficacy of their proposals
3. Quantifying the potential benefits of implementing their proposals

These benchmarks are not only more accurate and more aligned with stock valuation, they are currently live and
applicable across 3,000+ of the most actively traded stocks in the world.

The Paradigm Shift Is Underway

We believe a return to focus on ROIC is underway and the time to adopt these models could not be better. For
the past several years, markets largely ignored fundamentals and cared more about momentum and technical
trading. As the frothy market slows down, we believe a focus on fundamentals will return, which will make ROIC
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models all the more valuable. As more companies adopt ROIC as the primary benchmark for measuring
corporate performance,, more companies will be pressed to do the same, or they risk losing credibility with
investors.

Traditional corporate consulting exists in its current form due an inability to execute a concept (i.e. ROIC) with
scale, not the failings of the concept. Now that we can execute on that concept, there is no reason to limit the
application of the concept. We are providing a new level of transparency for the link between corporate
performance and stock market valuation, and we see no reason for the market to resist it.

ROIC Models In Action

Executive management teams focusing on ROIC as a performance metric is not just a theory or model. There
are large corporations where management is currently using ROIC to measure the effectiveness of their capital
allocation and the results, particularly in regards to shareholder value, speak for themselves.

AutoZone Inc. (AZO) executives must be aware that ROIC and valuation are highly correlated. As the company
says in its 10-K:

“We use ROIC to evaluate whether we are effectively using our capital resources and believe it is an
important indicator of our overall operating performance.”

The company consistently highlights its ROIC throughout its filings and provides details into its calculation. Best
of all, AutoZone’s executive compensation lists ROIC as one of the factors that determine executive bonuses
each year. The results of this focus speak for themselves. We first showcased AutoZone in February 2014 as the
best bet in automotive retail. Since then, AZO is up 43% compared to an 8% rise in the S&P 500. Over the past
decade, AZO is up an astonishing 725% compared to 51% for the S&P 500.

The downside to not using an ROIC model surfaces in our analysis of Oracle from above. For years, Oracle was
following an EPS growth strategy, possibly unaware of a better option due to consultant constraints. This
strategy has led Oracle’s once market leading ROIC, invested capital turns, NOPAT margins, and revenue
growth all to revert to levels on par, or even below, its peer group.

Luckily for investors, there are other companies currently focusing on ROIC. These companies are the types of
businesses we will focus on when finding Long Ideas to bring to our clients. On the flip side, those companies
that ignore ROIC and focus on a flawed metric are likely to land in the Danger Zone.

Disclosure: David Trainer and Kyle Guske Il receive no compensation to write about any specific stock, 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
guality 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.

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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