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Hidden Trigger For Another (Flash) Crash: Passive Investing

Back in December 2013, we put “passive investors” in the Danger Zone for not recognizing that they are actually
making active management decisions while skipping out on the due diligence of knowing what they own. We
showed how it is practically impossible to make a “passive” choice given the sheer number of index fund options
in almost every market segment. Moreover, there are wide holdings differences between funds that, according to
their names, appear to be tracking the same thing. Judging by the continued flow of assets into passive index
funds and ETFs, investors remain unfazed by these concerns.

Fund Flows to ETFs Continue Unabated

During 2016, actively-managed funds experienced $285 billion of outflows while passive funds attracted $429
billion of inflows. 2016 reflected the continuation of a trend that began during the Financial Crisis and has
continued to build momentum. Disillusionment with Wall Street fund manager performance and an increasing
focus on low fees remain the ostensible drivers. Since 2000, actively-managed mutual funds have seen roughly
$1.5 trillion of outflows with ETFs capturing nearly all of it. The proliferation of ETFs is now approaching 2,000
funds and nearly $3.0 trillion of AUM.

Figure 1: Market Share of Passively Managed Assets Since 2000
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Thinking Through Potential Pitfalls

The ETF and passive investing proliferation has been widely heralded as a boon for small investors, primarily
from a cost savings perspective. We agree in concept and state throughout our fund research (see here, here
and here) that the only justification for fees above the ETF benchmark is “active” management that leads to out-
performance. We remain cognizant of the potential for too much of a good thing, however, and are on the
lookout for the second derivative effects and unintended consequences of the passive investing revolution.

There is no shortage of warnings in the marketplace on the dangers of the passive investing trend. Many such
warnings come from those that have the most to lose: active fund managers. In an effort to help investors cut
through the noise, we outlined our take on three risks we think bear watching and one that should garner the
immediate attention of investment professionals (i.e. fiduciary duty):
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= Misallocation of Capital (exposure to ‘stocks’ vs. exposure to the most deserving stocks)
= Asset Price Distortions (returns reflecting more multiple expansion than profit growth)

= Systemic Risk Factors (‘flash crashes,’ liquidity mismatch, hot money flows, etc.)

* Fiduciary Duty of Care (passive investing # due diligence)

Passively Misallocating Capital

At its most basic level, the stock market is supposed to efficiently allocate capital to the most deserving
companies, i.e. ones that generate the most after-tax profit (NOPAT) per dollar of invested capital, or the highest
return on invested capital (ROIC). Passive index investing disrupts this process. When an index fund or ETF
receives inflows, the fund essentially has no choice but to invest in stocks based on their index allocation at that
moment, without any consideration of fundamentals, valuation or anything else.

It should be intuitive that all 2,000 stocks in an ETF, such as iShares Russell 2000 (IWM), are not attractive
“buys” at the moment the ETF is purchased. Many such stocks are outright dangerous. In fact, our research
shows that IWM allocates 36% of capital to Dangerous-or-worse stocks and just 16% of capital to Attractive-or-
better rated stocks. By comparison, SPDR S&P 500 ETF (SPY) allocates 23% of capital to Dangerous-or-worse
stocks and 33% of capital to Attractive-or-better rated stocks.

Does this relative Attractive vs. Dangerous holding allocation explain the S&P 500’s YTD outperformance (+9%)
over the Russell 2000 (+5%)? Does the superior holdings quality of a fund like Royce Small Cap Value (RVFIX)
justify its fees relative to the iShares Russell 2000 Value (IWN)?

We contend that investors are exposing their blind spot on the Fiduciary Duty of Care by not exploring these
questions.

Figure 2: Passive Investing Ignores Wide Disparities in Holdings Quality

Stock and Cash Rating Allocations vs Benchmark - iShares Trust: iShares Russell 2000 Value ETF (IWN)
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Rising Tide of Valuations

Given how well the market has performed, and how non-volatile it has become, the active-to-passive shift has
come under some scrutiny as being a case of the tail wagging the dog. Passive investing substitutes diligence
with diversification and can create a "rising tide lifts all boats” effect on the valuation of both high and low quality
stocks within an index.

With the Case-Schiller CAPE P/E ratio recently crossing 30x for only the third time in history (the other two being
1929 and 2000), we think it's prudent to consider whether broad over-valuation is an unintended consequence of
large, uninterrupted inflows into ETFs and other passive index products.

It is clear that the bulk of the gains over the past few years have come from higher valuation multiples. Based on
our sector-by-sector analysis of current S&P 500 constituents (see Figure 3), we estimate that of the S&P 500’s
~30% increase in enterprise value since the end of 2013, only 2% was attributable to the change in after-tax
profits (NOPAT) while 27% was attributable to change in the aggregate EV/NOPAT multiple.

Page 2 of 6


http://blog.newconstructs.com/�
https://www.newconstructs.com/education-net-operating-profit/�
https://www.newconstructs.com/education-invested-capital/�
https://www.newconstructs.com/education-return-on-invested-capital/�
https://www.newconstructs.com/blind-spot-alert-fiduciary-duty-of-care/�
https://www.wsj.com/articles/SB10000872396390443768804578034490298038174�
http://www.econ.yale.edu/~shiller/data.htm�

-~

«f ®

¢ New Constructs
. DILIGENCE PAYS 7/13/2017

Stated differently, of the $6.7 trillion in enterprise value added to the S&P 500 since 2013, we estimate $418
billion (6%) is attributable to NOPAT growth (at the 2013YE EV/NOPAT multiple of 18.8x), $1.2 trillion (18%) is
attributable to an increase in net debt, and $5.1 trillion (76%) is attributable to the increase in the S&P 500’s
aggregate EV/NOPAT multiple to 23.9x currently (from 18.8x at the end of 2013).

Figure 3: NOPAT Growth vs. EV/INOPAT Multiple Expansion

2013 Year End Current/TTM NOPAT A vs. Multiple A
Enterprise  NOPAT EV/NOPAT Enterprise NOPAT EV/NOPAT NOPAT EV/NOPAT Ent. Val.

S&P 500 Sector Value (TTM) Multiple Value (TTM) Multiple A A A
Consumer Discretionary $4,935 $234 21.1x $6,404 $266 24.0x 14% 14% 30%
Consumer Staples $2,211 $107 20.7x $2,709 $113 23.9x 6% 16% 23%
Energy $2,070 $121 17.1x $1,773 $32 54.8x -73% 220% -14%
Financials $3,024 $191 15.8x $3,789 $215 17.6x 13% 11% 25%
Health Care $2,372 $116 20.5x $3,526 $147 24 1x 27% 17% 49%
Industrials $2,259 $118 19.1x $2,813 $111 25.4x -6% 33% 25%
Information Technology $2,895 $183 15.8x $4,841 $209 23.2x 14% 47% 67%
Materials $750 $38 19.5x $812 $34 23.8x -11% 22% 8%
Telecom Services $851 $44 19.3x $1,013 944 23.2x -1% 20% 19%
Utilities $1,112 $45 24.7x $1,480 $48 30.6x 7% 24% 33%

Total S&P 500 ($bil) $22,479 $29,160

Sources: New Constructs, LLC and Company Filings

Systemic Risk Factors

The potential impact on systemic risk is the most difficult aspect of the passive investing revolution to tackle
given its largely theoretical nature to this point. In our view, the sheer size and complexity of the passive
investment pool ($5.3 trillion according to Morningstar) imply the presence of meaningful systemic risk
implications. The resulting new market structure, including a troublesome feature known as the ETF/underlying
security liquidity mismatch, have yet to be truly tested by a bear market, recession or higher levels of volatility.

Whether the original 2010 Flash Crash, the 2014 bond market flash crash, the flash crash of 2015, the most
recent two-day tech wreck or the stark evaporation of volatility, there are abundant signs that the stock market
behaves differently in the age of ETFs and active trading of passive investments. A key question for passive
investors is whether the current race to the bottom for management fees eventually runs headlong into the old
adage “you get what you pay for.”

There is another investor’'s adage that states: “the stock market takes the escalator up and the elevator down.”
During the passive investing shift of the past eight years, the escalator has been working very impressively. As
value investors focused on margin of safety, we are forced to consider whether the elevator side of the equation
has been tuned-up to deliver equally impressive (downside) performance when the time comes.

Only Way Out of the Danger Zone: Diligence

Passive investors are playing a numbers game. By allocating capital as broadly as possible, they attempt to
participate in all winners while minimizing exposure to sure-to-happen losers. However, when the investment
process makes no effort to differentiate winners from losers, there is no diligence, no intelligent capital allocation,
and, eventually, no efficient market.

We continue to maintain that diversification is no substitute for diligence. We advocate for a holdings-based
analysis, in addition to the consideration of fees, in the selection of any ETF or mutual fund investment. Our
Robo-Analyst technology helps investors navigate the crowded fund space by sifting through all fund holdings.
This capability empowers a unique holdings-based ETF and mutual fund rating methodology which gives
investors an advantage over those utilizing backward-looking fund research.
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The rising popularity of dividend-focused investing in recent years serves as a good example of how truly
passive investing is made difficult, if not impossible, by the number of options and the wide variations among
them. When we examined 13 popular dividend-focused ETFs, we found (shown in Figure 4) that holdings quality
varies widely across similarly-labeled funds.

Without engaging in some due diligence, the passive investor seeking exposure to high dividend stocks could
end up in an ETF with a few as 46 holdings or as many as 680. Their allocation to Attractive-or-better rated
stocks could be as high as 40% or as low 14%, while exposure to Dangerous-worse-rated stocks could be as
high as 27% or as low as 7%. This significant variability among holdings has obvious implications for the relative
performance of each ETF, and necessitates an active level of diligence when selecting among them.

Figure 4: Holdings Quality Disparities Among Similarly Labeled “Passive” ETFs

Holdings Quality Allocation

#of | Attractive ' Dangerous

Neutral Unrated

Ticker Holdings or Better | or Worse

Large Cap Dividend ETFs

ALPS Sector Dividend Dogs SDOG 49 33% 46% 21% 0%
First Trust Morningstar Div Leaders FDL 101 32% 61% 7% 0%
First Trust Value Line Dividend FVD 186 32% 47% 17% 4%
iShares Core High Dividend HDV 75 40% 43% 18% 0%
iShares Select Dividend DVY 101 27% 48% 24% 0%
PowerShares High YId Eq Div Achiever PEY 51 37% 37% 25% 0%
PowerShares S&P 500 High Div Low Vol  SPHD 51 26% 46% 27% 0%
WisdomTree High Dividend DHS 428 36% 39% 22% 2%
SPDR S&P Dividend SDY 108 31% 47% 20% 1%
Mid-Cap Dividend ETFs

ProShares S&P MIdCap 400 Dividend REGL 46 26% 61% 11% 2%
WisdomTree MidCap Dividend DON 401 25% 43% 26% 6%
Small Cap Dividend ETFs

ProShares Russell 2000 Dividend Growers SMDV 58 14% 57% 26% 2%
WisdomTree Small Cap Dividend DES 680 25% 32% 30% 13%

Sources: New Constructs, LLC and Company Filings

This article originally published on June 13, 2017.

Disclosure: David Trainer and Kenneth James 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 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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