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ISS Buying EVA Dimensions Signals More Focus on
Fundamental Research

Institutional Shareholder Services (ISS), the largest proxy advisory firm in the U.S., acquired research firm EVA
Dimensions last month to improve the quality of the fundamental research it gives to its clients. ISS, which
advises shareholders on proxy votes surrounding corporate governance and executive compensation, may begin
implementing EVA Dimensions’ models into its recommendations as soon as next year.

This acquisition signals an increase in institutional investor demand for more fundamental research and the
diligence it implies. Sophisticated investors want metrics that go deeper than reported earnings so they can get a
truer picture of cash flows and hold companies accountable for capital allocation. To achieve improved levels of
diligence, research and advisory firms must leverage technology to diligently analyze all available financial data.

What is EVA?

EVA Dimensions focuses its services on economic value added (EVA) or economic earnings. Its CEO, Bennett
Stewart, co-founded the firm Stern Stewart that first pioneered the widespread application of economic earnings
in corporate finance in the ‘80s and ‘90s. More details on this history are in “If ROIC Is So Great, Then Why
Doesn’t Everyone Use It?”

The acquisition of EVA Dimensions continues ISS’ trend toward more diligence on fundamentals, i.e. economic
earnings and return on invested capital (ROIC), and away from focusing almost purely on Total Shareholder
Return (TSR). After facing criticism for promoting short-termism on corporate boards, ISS began including ROIC
in its analysis last year.

Figure 1 shows why ISS has moved towards greater fundamental diligence. A 2016 survey by Rivel Research
found that 77% of buy-side investors chose ROIC as the best performance metric for determining management
pay. Only 49% approved of TSR.

Figure 1: 77% of Buy-Side Investors Believe ROIC is an Excellent Metric for Corporate Performance
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In recent years, activist investors have pushed companies such as General Motors (GM) to adopt ROIC as part
of their executive compensation plans. ISS is following the market’s lead.
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ISS Responds to Demands from Largest Clients

Figure 1 suggests that ISS’s acquisition of EVA Dimensions was driven by necessity. ISS is not proactively
deciding how compensation plans should be structured, rather it’s reacting to the demand for ROIC-based
metrics from its customers. ISS has always focused on giving its clients what they need to move their businesses
forward, as one former executive explained:

“If ISS has tended to side with activists, there’s a good reason. ISS is not a public institution. It is a private, for-

profit company, and they are trying to please their clients. They are issuing recommendations they wish to be

well received by their clients. They are not writing this report for the good of society. They’re writing for clients
who pay them money.”

ISS has to give its clients what they want, and its clients want a focus on long-term cash flows rather than short-
term earnings and stock price performance. BlackRock (BLK) CEO Larry Fink said as much in his 2016 letter
that asked CEOs to develop and articulate strategic frameworks for long-term value creation:

“As part of this effort, companies should work to develop financial metrics, suitable for each company and
industry, that support a framework for long-term growth. Components of long-term compensation should be
linked to these metrics.”

While he doesn’t explicitly name ROIC, Fink makes it clear that companies should be measuring and holding
executives accountable for long-term cash flows, which requires good stewardship of capital. When the CEO of
the largest asset manager in the world takes this position, it should be no surprise that ISS follows that lead.

The Return of ROIC and Economic Earnings

ROIC and EVA are not new metrics, as this 1996 CFO Magazine article, “The Metric Wars”, shows. Investors
and institutions have wanted fundamental diligence around these metrics for a long time. During the 1990’s,
several consulting firms competed with one another to provide corporate clients with advanced metrics.

Technological limitations made a narrowly focused consulting model the only viable option at the time. It took
expert analysts a great deal of time to go through financial filings and manually make adjustments to convert
GAAP earnings into economic earnings, EVA, CFROI, or whatever they wanted to name the metric. As a result,
firms developed opaque, proprietary metrics that they offered solely to consulting clients. When the euphoria of
the tech bubble made fundamental diligence seem unnecessary, few companies were willing to pay for these
expensive consultants anymore.

As ROIC and economic earnings were pushed to the side, easier-to-measure Total Shareholder Return arose as
the primary goal for boards and executives. Instead of focusing on the underlying business, companies made
their stock price the key barometer of success. ISS fed into this trend by advocating for companies to link
executive compensation to TSR. Between 2004 and 2013, the number of companies using TSR as a
performance metric doubled.

Now, however, the tide is shifting back towards fundamental diligence. High profile blowups such as Valeant
(VRX) showed what can happen when executives try to pump up the stock price without accountability for capital
stewardship and the long-term health of the business. Academic research shows that TSR does a poor job of
aligning executives with shareholder interests.

In addition, some of the technological limitations that once held back mass production of financial models have
been overcome. Machines can automate significant portions of the modeling process, which allows EVA
Dimensions to calculate EVA and a variety of other metrics for 12,000 companies. Now that ROIC-based metrics
are available at scale, no one has an excuse to ignore them.

The Problem: Garbage In Garbage Out

Calculating better metrics is only half the battle. As financial institutions re-engage with high quality fundamental
analysis, they will also focus on the quality of the data and models used to produce key metrics.

Simply running a traditional data feed, like Compustat, through a large number of models does not constitute
diligence. Traditional data feed providers leverage thousands of human data gatherers, usually in 3™ world
countries, to manually collect financial data from financial filings. Not only is this process out of date, it is also
slower, less comprehensive and prone to error.
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As we’ve written about in our recent series on artificial intelligence in finance, the combination of human
expertise and computerized processing power can radically improve the quality of fundamental research.

The Answer: Real Diligence Means High-Quality Data

The latest in technology allows for more efficient and accurate collection and modeling of financial data, which
provides far higher quality fundamental analytics as demonstrated in the recent Ernst & Young white paper,
“Getting ROIC Right”.

The term for this new data collection and modeling technology is Robo-Analyst. Harvard Business School
features the powerful impact of research automation technology in the case New Constructs: Disrupting
Fundamental Analysis with Robo-Analysts.

A Robo-Analyst employs machine learning to constantly improve its capabilities based on the input of expert
analysts. In addition to gathering all the data that the traditional firms get from financial statements, it also finds
hidden items in the footnotes and MD&A. By utilizing a more comprehensive data set, it provides meaningfully
superior calculations of ROIC and economic earnings.

Research automation not only allows for more diligence, but it also allows for superior diligence. Companies
such as BlackRock (BLK) and UBS (UBS) have invested heavily in artificial intelligence capabilities to improve
their efficiency and generate superior returns.

ISS’s acquisition of EVA Dimensions serves to validate and reinforce the move to embrace technology-driven
fundamental diligence. Companies such as BlackRock and UBS get first-mover advantage for leading the
charge. Other firms risk reputational damage if they do not follow suit.

This article originally published on April 4, 2018.

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 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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