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Health Care Sector Mutual Funds Enter the Danger Zone
Check out this week’s Danger Zone interview with Chuck Jaffe of Money Life.

As outlined in our Sector Ratings for ETFs and Mutual Funds report, Health Care’s 3Q17 sector ranking fell two
spots to eighth out of ten sectors. The sector’s risk-reward rating was downgraded to Unattractive, which is
based on an aggregation of ratings across 106 Health Care sector ETFs and mutual funds under coverage. The
Health Care sector ranked sixth and received a Neutral rating last quarter and one year ago.

While our sector ratings are based on ETFs and mutual funds, the 86 Health Care mutual funds are responsible
for the sector’s Unattractive rating. 70% of Health Care mutual funds receive an Unattractive-or-worse rating,
while only 4% receive an Attractive-or-better rating and meet our liquidity requirements. The passive ETF
benchmark (XLV) is an attractive option versus this crowded field that is unlikely to justify its “active” fees.

In light of the factors above, Health Care sector mutual funds are in the Danger Zone this week. We strongly
recommend investors avoid the five worst-rated mutual funds from our Heath Care Sector Best and Worst: 3Q17
report, especially the $2.3 billion AUM Prudential Jennison Health Sciences Fund (PHLAX), which ranks last.

Holdings Analysis Reveals High-Risk Capital Allocation

The only justification for a mutual fund to charge higher fees than its passive ETF benchmark is “active”
management that leads to outperformance. A fund is most likely to outperform if it has higher quality holdings
than its benchmark. To determine holdings quality, we leverage our Robo-Analyst technology to analyze the
holdings of every fund. This capability empowers our unique ETF and mutual fund rating methodology.

Figure 1 displays allocations of risk-reward ratings for the holdings of the Prudential Jennison Health Sciences
Fund (PHLAX-Very Unattractive) and the Health Care Select Sector SPDR Fund (XLV-Attractive), the sector’s
passively managed ETF benchmark. The deviation in holdings quality between PHLAX and the benchmark is
significant but not unique among Health Care sector mutual funds (see Figure 3).

Figure 1: Worst-Rated Health Care Sector Mutual Fund (PHLAX) vs. Passive ETF Benchmark (XLV)
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Sources: New Constructs, LLC and company filings

PHLAX allocates only 2% of its value to Attractive-or-better-rated stocks while XLV allocates 27%. Further,
PHLAX allocates 50% of its value to Unattractive-or-worse-rated stocks while XLV allocates 24%. PHLAX also
allocates 25% of its value to unrated holdings, many of which are early-stage or speculative companies that lack
profits or even meaningful revenue.

PHLAX’s top-10 holdings comprise 41% of the fund and contain no Attractive-or-better rated stocks, six
Unattractive-rated stocks and four Neutral-rated stocks. The funds only Attractive-rated holding is a 2% position
in Bristol Myers (BMY).
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Given the unfavorable distribution of Attractive vs. Unattractive allocations relative to the benchmark, PHLAX
appears poorly positioned to capture upside potential while minimizing downside risk. This skewed risk-reward
profile lowers the chance of generating the outperformance required to justify PHLAX’s high fees.

PHLAX Allocates Capital to Overvalued, Speculative Stocks

Figure 2 displays the details behind our rating for PHLAX. Our fund rating methodology is very similar to our
Stock Rating Methodology, because the performance of a fund’s holdings equals the performance of a fund. To
earn an Attractive-or-better rating, a fund must have high quality holdings and low costs. PHLAX falls short on
both counts. The fund’s managers have selected overvalued stocks with no meaningful profits and negative free
cash flow (ECF), while charging above average fees to do so.

Figure 2: Prudential Jennison Health Sciences Fund (PHLAX) Rating Breakdown
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Return on invested capital (ROIC) for PHLAX’s holdings is 0%, far below the healthy levels earned by S&P 500
(18%) and XLV holdings (13%). Given the lack of profits, PHLAX’s companies are burning through cash.
PHLAX’s holdings have a -2% FCF yield compared to +2% for S&P 500 and XLV holdings.

The price to economic book value (PEBV) ratio for PHLAX holdings is 4.2 compared to 2.3 for the S&P 500 and
2.2 for the XLV. This ratio means the market expects the after-tax profits of PHLAX holdings to increase 420%
vs. 230% and 220%, respectively, for S&P 500 and XLV holdings.

Lastly, our discounted cash flow analysis of fund holdings reveals a market implied growth appreciation period
(GAP) of 61 years for TSNAX compared to 21 years for the S&P 500 and 22 years for XLV. In other words,
companies held by PHLAX have to grow economic earnings for nearly three decades longer than those in the
S&P 500 or XLV to justify their current stock prices.

The combination of challenging fundamentals and high profit growth expectations implies a speculative level of
investment risk. Excess risk taking makes long-term outperformance vs. the benchmark less likely.

PHLAX is More Rule than Exception Among Health Care Funds

The adverse deviation in PHLAX’s holdings quality from the benchmark is more the rule than the exception for
Health Care sector mutual funds. Per Figure 3, 85% of assets in Health Care sector mutual funds are in funds
that receive an Unattractive-or-worse rating. Furthermore, all 22 Health Care sector ETFs, even those with Very
Unattractive ratings, rank better than the five worst-rated Health Care sector mutual funds.
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Figure 3: Health Care Mutual Fund Landscape — Separating the Best from the Worst
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High Fees Could Impede Outperformance

At a lofty 3.5%, PHLAX’s total annual costs (TAC) are higher than 81% of all sector mutual funds under coverage
and 86% of all Health Care sector mutual funds under coverage. Figure 4 displays how much the fund’s TAC
exceeds the stated expense ratio for the three open share classes of the fund (PHLAX, PHLBX and PHLCX), all
of which earn a Very Unattractive rating. For comparison, the average TAC of all sector mutual funds under
coverage is 2.09%, the weighted average is 1.31% and the benchmark (XLV) has a TAC of 0.15%.

Figure 4: Prudential Jennison Health Sciences Fund (PHLAX) Cost Overview

Total Annual Expense
Ticker Costs (TAC) Ratio
PHLAX 3.47% 1.33%
PHLBX 2.99% 211%
PHLCX 2.15% 2.10%
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Sources: New Constructs, LLC and company filings

To justify its higher fees, the Prudential Jennison Health Sciences Fund must outperform its benchmark (XLV) by

the following over three years:
1. PHLAX must outperform by an average of 3.3% annually.
2. PHLBX must outperform by an average of 2.8% annually.

3. PHLCX must outperform by an average of 2.0% annually.

Favorable Long Term Track Record Proving Difficult to Replicate

PHLAX’s long-term track record is impressive. Over the past ten years, PHLAX has generated a 15% annualized
total return compared to 11% for the XLV and 8% for the S&P 500 (represented by SPY). However, most of the
fund’s long-term outperformance was generated in the earlier half of the past decade, and the fund’s relative
performance over the past five-year and three-year periods has been far more pedestrian.
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Per Figure 5, PHLAX has only narrowly outperformed its benchmark over the past five years, returning 19%
annually compared to 18% for the XLV and 15% for the SPY. Over the past three years, PHLAX’s
outperformance gap disappears completely. The fund has returned 9% annually, which matches the
performance of the XLV and SPY, despite meaningful outperformance by PHLAX over the past twelve months.

In PHALX, we see a fund that is charging high fees based on past performance that the managers are having an
increasingly difficult time replicating. When taking into account the speculative nature of the fund’s holdings, it
appears that the fund’s managers are taking on higher risk in search of higher returns. As such, we currently
prefer the benchmark XLV and think investors should approach this fund with caution.

Figure 5: Prudential Jennison Health Sciences Fund vs. XLV & SPY
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Importance of Holdings-Based Fund Analysis

Diligence is required to make informed decisions when choosing between the wide array of ETFs and mutual
funds. Truly “passive” investors selecting funds solely on sector, style or expense ratio are exposing themselves
to unnecessary risks. We think advisors and investors focused on prudent investment decisions should include
analysis of fund holdings in their research process for ETFs and mutual funds.

Each quarter we rank the 10 sectors in our Sector Ratings for ETF & Mutual Funds report and the 12 investment
styles in our Style Ratings for ETFs & Mutual Funds report. To compile our sector and style ratings, we leverage
our Robo-Analyst technology to conduct a thorough, holdings-level analysis of all ETFs and mutual funds under
coverage. This process allows us to find attractive funds, avoid unattractive funds and uncover insights that
traditional backward-looking fund research cannot.

This article originally published on July 31, 2017.

Disclosure: David Trainer, Kenneth James, and Kyle Guske Il receive no compensation to write about any
specific stock, sector, style, or theme.

Follow us on Twitter, Facebook, LinkedIn, and Stock Twits 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 CEQ, 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).

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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