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Taking GAAP Earnings at Face Value Puts Investors at Risk
Check out this week’s Danger Zone interview with Chuck Jaffe of Money Life.

GAAP earnings fail to provide the full picture of a company’s profitability. We’ve highlighted this fact in our report
“The Earnings Recovery is a Sham”, and more recently in “The Earnings Recovery Remains an lllusion.”

The more investors understand about how GAAP net income omits valuable information, the better equipped
they are to find truly hidden gems, or those companies with growing economic earnings and undervalued stock
prices. Conversely, those relying solely on GAAP earnings are putting themselves at unnecessary risk.

Investors who take GAAP earnings at face value are in the Danger Zone this week.
GAAP Earnings Are Misleading

Our forensic accounting analysis of the latest 10-K and 10-Q filings for S&P 500 firms shows a growing
divergence between GAAP earnings and economic earnings Through the first two quarters of 2017, GAAP
earnings are up $61 billion from 2016 levels, while economic earnings have declined by $28 billion. Figure 1
shows this discrepancy extends well beyond the short-term.

Figure 1: GAAP Earnings Offer Misleading Trend in Profits
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Sources: New Constructs, LLC and company filings.

Even more disconcerting is the fact that declining economic earnings have been accompanied by rising
valuations in most cases. Figure 2 shows how the market capitalization of the S&P 500 has continued to rise
even as economic book value, or the no growth value of firms, has declined.
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Figure 2: Market Cap Rising, Economic Book Value Falling
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Economic Earnings Tell the Whole Story

The disconnect between rising GAAP net income and falling economic earnings, and between market cap and
economic book value, means investors must remain diligent to find true value. Investors should focus on
economic earnings rather than GAAP earnings, which include non-operating items, are subject to manipulation,
and don’t account for the cost of capital. Calculating economic earnings allows investors to see the true
profitability of a company. Only then can one determine whether a stock is truly undervalued or overvalued.

Figure 3 lists the companies with the widest disparities between GAAP net income and economic earnings over
the last twelve months.

FirstEnergy Corporation (FE) has the widest positive variance between GAAP net income and economic
earnings in the S&P 500. The firm’s GAAP net income of -$5 billion is depressed by $11 billion related to asset
write-downs. Asset write-downs are a form of shareholder equity destruction that is captured in our measure of
invested capital. Asset write-downs also distort a company’s recurring, core profitability or NOPAT.

Figure 3: Largest Difference Between GAAP Net Income & Economic Earnings — TTM $ Basis

GAAP Net Economic

Ticker Company e, G Difference
Most Understated GAAP Net Income
FE FirstEnergy Corporation -$5,037 $3 $5,040
MRO Marathon Qil Corp -$6,659 -$2,426 $4,233
EQR Equity Residential $822 $3,587 $2,764
HES Hess Corporation -$6,050 -$3,481 $2,569
PRGO Perrigo Company -$2,947 -$430 $2,517
Most Overstated GAAP Net Income
CVX Chevron Corporation $5,830 -$12,334 -$18,164
AGN Allergan PLC $11,650 -$7,142 -$18,791
JPM JPMorgan Chase & Company $24,456 $3,286 -$21,170
BAC Bank of America Corp $19,392 -$7,297 -$26,689
C Citigroup Inc. $14,004 -$18,196 -$32,200

Sources: New Constructs, LLC and company filings.
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Marathon Oil Corp (MRO), Equity Residential (EQR), Hess Corporation (HES), and Perrigo Company (PRGO)
round out the top five firms where economic profitability is understated by GAAP earnings. However, a situation
where economic profitability is understated by GAAP earnings does not necessarily warrant investment.

Marathon Oil and Hess Corporation each earn an Unattractive rating, in large part due to negative economic
earnings and overvalued stock prices. On the other hand, First Energy earns an Attractive rating largely due to
its positive economic earnings and low price to economic book (PEBV) ratio.

Citigroup Inc. (C) has the widest negative variance between GAAP net income and economic earnings in the
S&P 500. Citigroup’s GAAP net income is $32 billion higher than its economic earnings. Bank of America (BAC),
JPMorgan Chase (JPM, Allergan PLC (AGN) and Chevron Corporation (CVX) round out the top five firms where
economic profitability is overstated by GAAP earnings.

Figure 4 shows the S&P 500 companies with the widest disparities between GAAP net income and economic
earnings as a percent of revenue.

Figure 4: Largest Difference Between GAAP Net Income & Economic Earnings — TTM % of Revenue

H o,

Ticker Company Glﬁésml\leet i‘;‘::?n";:: Difference Reée?lfue

Most Understated GAAP Net Income
EQR Equity Residential $822 $3,587 $2,764 114%
MRO  Marathon Qil Corp -$6,659 -$2,426 $4,233 99%
HES Hess Corporation -$6,050 -$3,481 $2,569 51%
PRGO Perrigo Company -$2,947 -$430 $2,517 50%
FE FirstEnergy Corporation -$5,037 $3 $5,040 36%

Most Overstated GAAP Net Income
APA  Apache Corporation $113 -$3,185 -$3,298 56%
EBAY eBay Inc. $7,411 $236 -$7,175 -78%
CXO  Concho Resources Inc. $621 -$1,142 -$1,763 -83%
VRSN  VeriSign Inc. $459 -$580 -$1,040 -90%
AGN  Allergan PLC $11,650 -$7,142 -$18,791 -128%

Sources: New Constructs, LLC and company filings.

Equity Residential (EQR) has the widest positive variance between GAAP net income and economic earnings as
a percent of revenue. The $2.8 billion gap between GAAP and economic earnings is 114% of its TTM revenue.
This understated economic profitability makes EQR look relatively expensive based on the traditional (and
flawed) price-to-earnings (P/E) ratio. EQR’s current P/E ratio of 32 is higher than the average of 28 for 162
REITs under coverage. However, EQR’s price-to-economic book value (PEBV) ratio is only 0.3, which is well
below the REIT average of 8.9.

Meanwhile, Allergan PLC (AGN) has the widest negative variance between GAAP net income and economic
earnings as percent of revenue. VeriSign (VRSN), Concho Resources (CXO), eBay Inc. (EBAY), and Apache
Corporation (APA) round out the top five firms where economic profitability is overstated by GAAP net income.

Remaining Diligent in An Overvalued Market

To avoid investing in stocks where GAAP earnings significantly overstate economic profitability, and inflate
valuations as a result, investors should look for stocks that go against the current market trend of falling
economic earnings and rising valuations. We recently featured one such stock as a diamond in the rough retail
sector. Its consistent economic earnings growth stands out in a market filled with misleading metrics. There are
still attractive stocks available for truly diligent value investors, you just have to dig below the surface.

This article originally published on September 18, 2017.

Disclosure: David Trainer, Kyle Guske Il, and Kenneth James 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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