DILIGENCE PAYS 6/27/17
Value Investing Is Not Dead, But It Is Harder
For quite some time, traditional value investing has not seemed to work. Even Goldman Sachs, the bluest of blue
blood firms, recently wrote that “value investing is dead”. There are many theories explaining the demise, but the
most popular one was recently voiced by legendary value investor Jeremy Grantham in his first quarter letter to
investors for 2017. In it, he tells investors, “This Time Seems Very, Very Different,” and the famous perma-bear
flips his long-time bearish script and argues that valuations may stay elevated for many years to come. Mr.
Grantham succumbs, finally, to the idea that the old rules of value investing may no longer apply.
Mr. Grantham’s arguments for the end of traditional value investing parallel those of many investors. They rest
primarily on the assertions that both corporate profit margins and, consequently, valuations are permanently
higher. Grantham says that he’s done waiting for this divergence to resolve, and he’s ready to accept a “new
normal” of higher profit margins and valuation.
More rigorous analysis reveals flaws in those assertions, which suffer from reliance on accounting results that
ignore financial footnotes and balance sheets. A more rigorous look at corporate profits shows them declining,
not rising. Furthermore, when put into a richer historical context, stock valuations are rising, but they are still
lower than anytime in the last 15 years.
We think today’s market is the best in many years for value investors, the real value investors, that is. The real
value investors analyze footnotes and balance sheets in addition to income statements.
Flaw #1: Margins and Profits Are Much Higher Than Ever Before
Grantham’s thesis on value investing no longer working starts with the assertion that the average profit margin
for the S&P 500 is ~30% higher over the past twenty years than it was any time prior.
On the contrary, we see a real decline in corporate profits in recent years as we demonstrated in The Earnings
Recovery Is An Illusion. The difference in our perspective and that of Mr. Grantham comes from our analysis of
the footnotes and balance sheets in addition to the earnings numbers he gets from income statements.
Figure 1 shows the steady decline of economic earnings over the past few years even as reported earnings are
up slightly.
Figure 1: GAAP Net Income Overstate Economic Earnings For The S&P 500

Sources: New Constructs, LLC and company filings.
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Grantham bases his conclusions on earnings reported under Generally Accepted Accounting Principles (GAAP).
GAAP earnings contain numerous loopholes that companies can exploit to manipulate results. Only by digging
through the financial footnotes and management discussion and analysis (MD&A) can investors reverse these
accounting distortions to get an accurate picture of corporate profitability.
The same mistake is made by Goldman Sachs when they focus on the “value factor” or free cash flow. This
metric is based on a simple concept, but an accurate calculation requires many complex and subtle adjustments
to reported accounting results if you want both an accurate and apples-to-apples measure of free cash flow.
In addition to the issues with manipulation and comparability, accounting earnings only cover the income
statement, which means they’re only telling a fraction of the whole story. A truly comprehensive analysis of
corporate profitability must focus on both the operating profit (NOPAT) generated by the company and the
amount of invested capital (recorded on the balance sheet and in the footnotes) required to generate NOPAT.
Figure 2: NOPAT Margins And Invested Capital Turns For The S&P 500

Sources: New Constructs, LLC and company filings.

We don’t have machine-readable filings going back far enough to completely test Grantham’s claims, but Figure
2 does show that NOPAT margins have been flat over the past few years for the S&P 500. However, invested
capital turns (i.e. capital efficiency as measured by dividing revenue by average invested capital) have declined.
Grantham makes some good points about the declining rate of business startups in the U.S. and how regulations
create barriers to entry that protect the largest corporations. It does appear that these anticompetitive trends will
allow big U.S. companies to hold on to some excess economic value, but Figure 1 suggests that competitive
pressures have kept that value lower than Grantham believes.
Flaw #2: Valuations Are Stretched
The next point in Mr. Grantham’s argument that the traditional rules of value investing no longer apply is the
observation that the average P/E ratio for the S&P 500 has been ~70% higher over the past twenty years than
for the entire preceding period.
This flaw in this assertion is clear. If your denominator for the P/E ratio is off target, then your ratio cannot be
accurate.
Rather than using the flawed accounting results for the P/E ratio, we focus on economic earnings as shown in
Figure 1. Economic earnings measure the underlying economic performance of the business. This metric is
comprehensive and captures the income statement, balance sheet, cash flow statement, footnotes and other
disclosures. It is also leverages the latest in forensic accounting so it is free of accounting distortion.
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Figure 3: Price To Economic Earnings For The S&P 500: Valuations Are Not As Bad Compared To Past

Sources: New Constructs, LLC and company filings.

On the face of it, Figure 3 doesn’t look too troubling. The S&P’s P/EE has more than doubled since 2012, but it’s
still below it’s pre-08 levels (and so far below the tech bubble that we couldn’t even include that era on the chart
or it would throw off the scale).
However, when you look at Figures 1 and 3 together, the trend becomes more interesting. For several years
now, stock prices and accounting earnings have risen while economic earnings have declined. While the overall
market may not be as overvalued as Mr. Grantham suggest, it is clear that valuations for many stocks are getting
too high.
Value Investing Matters More Than Ever
It’s not just Mr. Grantham that focuses on accounting earnings; so do most investors. As a result, the market
tends to be more focused on accounting earnings than economic earnings. In addition, accounting earnings are
widely available for free. Economic earnings are not, and they require lots of work to calculate oneself (reading
very 10-K and 10-Q cover to cover). So, we understand why so many investors, including Mr. Grantham, focus
on accounting earnings instead of economic earnings.
However, heightened awareness of fiduciary duties by both investors and advisors is ushering in a return to the
more diligent habits that underpin value investing, e.g. focusing on economic earnings. In addition, now that
interest rates are no longer falling, markets no longer have the Fed to bail them out. We also think the reliance
on technical research is at or past a cyclical peak.
These trends mean that the advantage gained from rolling up one’s sleeves and doing the extra work to
understand economic earnings is larger than it has been in many years.
The kind of companies for which investors should look in this environment are those where economic earnings
are growing faster than accounting earnings, and where P/EE ratio reveals lower growth expectations than the
P/E ratio suggests.
Toymaker Hasbro (HAS: $110/share) is a great example. The stock has more than doubled since our initial call
in January 2015 and remains one of our top picks today. HAS has grown economic earnings by 9% compounded
annually over the past decade, while accounting earnings have grown at an annual rate of just 6% over that
same time.
Additionally, HAS has a P/EE of 31, significantly below the average for the S&P 500 (78), while its PE of 24 is
right about at the average for the market.
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Unlike most of the S&P 500, Hasbro’s underlying drivers of valuation are better than the topline metrics. This
disconnect is driven in part by items such as a $33 million impairment charge the company took last year that
artificially decreased its reported earnings. Our robo-analyst technology helps us dig through the footnotes and
reverse these accounting distortions not only for companies like HAS, but also for most public and private
companies.
As valuations grow more and more stretched, this level of diligence becomes increasingly necessary. Investors
have been able to make a lot of easy money in this market over the past several years. The easy-money trend
could persist for a little while longer, but, eventually, economic reality will prevail especially as investors become
more rigorous. We recommend that investors focus on companies like Hasbro that can thrive in this extended
bull market while keeping risk lower because it has the underlying economic earnings power to survive the
eventual rationalization between price and economic value.
This article originally published on June 27, 2017.
Disclosure: David Trainer and Sam McBride receive no compensation to write about any specific stock, sector,
style, or theme.
Follow us on Twitter, Facebook, LinkedIn, and StockTwits for real-time alerts on all our research.
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New Constructs® - Research to Fulfill the Fiduciary Duty of Care
Ratings & screeners on 3000 stocks, 450 ETFs and 7000 mutual funds help you make prudent
investment decisions.
New Constructs leverages the latest in machine learning to analyze structured and unstructured
financial data with unrivaled speed and accuracy. The firm's forensic accounting experts work
alongside engineers to develop proprietary NLP libraries and financial models. Our investment ratings
are based on the best fundamental data in the business for stocks, ETFs and mutual funds. Clients
include many of the top hedge funds, mutual funds and wealth management firms. David Trainer, the
firm's CEO, is regularly featured in the media as a thought leader on the fiduciary duty of care,
earnings quality, valuation and investment strategy.

To fulfill the Duty of Care, research should be:
1. Comprehensive - All relevant publicly-available (e.g. 10-Ks and 10-Qs) information has been
diligently reviewed, including footnotes and the management discussion & analysis (MD&A).
2. Un-conflicted - Clients deserve unbiased research.
3. Transparent - Advisors should be able to show how the analysis was performed and the data
behind it.
4. Relevant - Empirical evidence must provide tangible, quantifiable correlation to stock, ETF or
mutual fund performance.

Value Investing 2.0: Diligence Matters: Technology is Key to Value Investing With Scale
Accounting data is only the beginning of fundamental research. It must be translated into economic
earnings to truly understand profitability and valuation. This translation requires deep analysis of
footnotes and the MD&A, a process that our robo-analyst technology empowers us to perform for
thousands of stocks, ETFs and mutual funds.
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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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