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Identifying Good And Bad Activist Investors

We recently wrote an article that warned investors of profiteers masquerading as activists. Many prominent
“activist” investors are not always what they pretend to be and do not have the best interests of other investors in
mind. By encouraging buybacks, acquisitions, and other feats of financial engineering, these “activists” look to
make a quick buck and get out, leaving regular investors holding the bag.

However, there are some genuinely good examples of shareholder activism out there. In the right context,
activist investors hold management accountable and play a beneficial role in the market by ensuring that poor
corporate governance and strategy don'’t persist.

Here are a couple activist campaigns we’ve seen in recent years that have been good for shareholders.
Jeff Smith: Taking On Weak Boards

Jeff Smith’s Starboard Value took on Darden Restaurants (DRI) in 2014. He claimed that the board did not have
shareholder interests at heart and sought to drastically change how the company was run. Starboard brought
specific plans to improve operations such as separating the company’s real estate assets into a REIT, delay the
spin-off of Red Lobster and, yes, buy back shares.

We don’t necessarily love all those financial maneuvers, but what was encouraging was the level of detalil
Starboard put into its operational plans. The fund released a 300-slide presentation in September of 2014
detailing its plans, which included:

e Cost-cutting affecting food quality and driving away customers
e Lack of communication with restaurant general managers leading to poor operating performance
e SG&A continually increasing as a percent of revenue
¢  Opportunity for technology to improve table turnover

Shareholders seemed to be convinced of the plans and voted to oust the entire Darden board and replace it with
Starboard-nominated candidates. The new board brought in a new CEO, Gene Lee, and they’ve executed many
of the changes Starboard suggested.

So far, those changes have been working. Darden’s return on invested capital (ROIC) increased from 5% in FY
2014 (ends in June) to 6% in 2015 and 11% through the first three quarters of 2016.

DRI has outperformed the S&P 500 since Starboard took its stake (up 22% vs. 17%) and now earns our
Attractive rating, which means the company still has significant upside based on its fundamentals. Starboard has
decreased its stake in the company but still owns over 5% and plans to hold on to that stake.

We saw a similar scenario occur at Tessera Technologies (TSRA), where Starboard criticized the board for
sinking too much money into failing businesses and an overall lack of cost control. It managed to replace the
entire board at Tessera and enact changes that helped boost ROIC above 50%.

Tessera is up 108% since Starboard disclosed its stake and now earns our Very Attractive rating. Starboard
recently sold out of its stake entirely.

Ralph Whitworth: Reforming Executive Compensation

Ralph Whitworth, who founded Relational Investors, turned over the operations of the fund in 2014 and has been
fighting cancer ever since. Losing Mr. Whitworth in the fight against misaligned and excessive executive
compensation plans is a tough loss for the investment community. We think misaligned executive compensation
plans are at the heart of most corporate dysfunction.

One of Mr. Whitworth’s most notable campaigns was waged against Home Depot (HD). In 2006, he took a 1.2%
stake and began criticizing the pay package of CEO Robert Nardelli.

Mr. Whitworth understood that growth and value were inherently linked and that executive compensation that
rewarded growth with returns on invested capital (ROIC) below the weighted-average cost of capital (WACC)
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destroyed value for investors. He pushed to eliminate the company’s wholesale supply division that was growing
revenues but had low margins.

He also reformed the company’s executive compensation, shrinking pay packages and aligning them better with
long-term shareholder value. Today, Home Depot is one of the few companies that links part of executive
bonuses to ROIC.

Home Depot’s stock has more than tripled since Whitworth took his stake as its ROIC has increased from 17% to
21%. The stock earns our Attractive rating.

Potential Good Activist: Norwegian Sovereign Wealth Fund

Norway’s sovereign wealth fund, which has $870 billion in assets and has long been passive, recently
announced that it plans to start putting pressure on companies that have excessive executive compensation.

Having such a massive fund take a stand against poor compensation practices could have a big impact. We
hope Norway’s fund will not only look at the size of executive compensation, but also the structure. We would
like to see it push for executive compensation plans that reward ROIC and long-term value creation.

Bad Activist Example: Carl Icahn

While we like the activists above, they tend to be in the minority. Much more common are activists such as Icahn
that make a lot of noise in the press, push for either buybacks or an acquisition, and then get out right away.

Take Icahn’s investment in Apple (AAPL — Suspended rating). He took a stake in 2013, saying that the company
was a great long-term value and that it would “dominate” new product categories such as TV’s and automobiles.

However, instead of pushing for more investment in these new categories, he did the opposite, by driving for
more stock buybacks and dividends.

Now, at the first sign of bad news from China and a quarterly earnings decline, Icahn is out of the stock entirely.
He made himself some good money, but he did little to improve Apple’s business. We think his goal was simply
to create a short-term bump in the stock.

Bad Activist Example: Jeffrey Ubben

Along with Bill Ackman, Jeffrey Ubben’s ValueAct Capital also had a significant position in Danger Zone stock
Valeant (VRX), which, by itself, makes us wonder about his commitment to long-term shareholder value. We see
from his history that he tends to focus more on financial engineering than improved operating performance.

For instance, his most recent campaign is an effort to break up MSCI (MSCI). The company, which offers indices
and portfolio analysis tools, has rejected his efforts so far. Reports suggest that Ubben’s main priority is to
separate the highly profitable index business from the newer and growing analytics segment so that it can be
sold to a strategic buyer.

MSCI has a high and rising ROIC, indicating quality management. Rather than trying to split up MSCI to create a
short-term gain, Ubben should be working with management to create even more value in the future or just leave
the company alone.

Conclusion

“Activists” are not always aligned with other investors. Pay close attention to exactly how they plan to improve
the businesses with which they get involved. If they cannot articulate substantive plans to improve the business
(like the examples above), then they are likely in the stock for the short-term and have little concern with creating
shareholder value.

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

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.

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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