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Danger Zone: Investors Who Don’t Insist on Fiduciary Duties
Check out this week’s Danger Zone interview with Chuck Jaffe of Money Life.

“The DOL fiduciary really made the discussion of fiduciary for consumers mainstream. You can’t un-ring that
bell.”

- Michael Kitces, Interview with Investment News, June 2, 2018

“If you strike me down, | shall become more powerful than you can possibly imagine.”
-Obi-Wan Kenobi, The Death Star, 3277 LY

The DOL fiduciary rule is dead. After initially invalidating the rule in March, the Fifth Circuit Court of Appeals
officially issued an order vacating the rule on June 21%. The SEC has proposed its own regulation to replace the
DOL rule, but the proposed rule comes short of requiring a unified fiduciary standard.

While the scrapping of the fiduciary rule may have a short-term impact on the types of investment advice out
there, Michael Kitces correctly points out that investors have been alerted to the potential shortcomings and
conflicts of interest in the financial advice industry. It's now up to investors to make sure their advisor is held to a
fiduciary standard.

It's only common sense that, when given the choice on the type of advice they get, clients will more often than
not choose advice that they know to be in their best interests. Striking the fiduciary rule down could make it, in
the words of Obi-Wan Kenobi, “more powerful than you can possibly imagine.”

Demand Fiduciary Fulfillment from Your Advisors or Take Undue Risk

Even though the DOL rule has been killed, do wealth managers want to risk reputational damage for reverting to
pre-fiduciary practices?

Holding advisors to a fiduciary standard is in the best interest of investors. Who wants to get caught arguing
against providing that level of service? Accordingly, big wealth management firms like Wells Fargo (WFC),
Morgan Stanley (MS) and JP Morgan Chase (JPM) have spent months preparing to comply with the rule. Bank
of America Merrill Lynch (BAC) went so far as to eliminate all commission-based options for retirement accounts
by transitioning all its clients to fee-only options.

With the industry already moving in the direction of fiduciary duty, one could argue that the DOL fiduciary rule is
no longer necessary. Increased transparency and investor education makes the rule redundant today. The
mainstreaming of the debate around fiduciary duties means that investors are better able to make informed
decisions about the financial advice they receive. In fact, assets are already overwhelmingly flowing to low-cost
index funds and firms that hold to the fiduciary standard of care.

Clients Should Demand Diligence

While the debate around the fiduciary rule has focused on fees and conflicts of interest, too little has been said
about the diligence required to fulfill fiduciary duties. Even the latest SEC proposal failed to put forward a clear
definition of what fulfills the Duty of Care.

Despite the lack of regulatory guidance for fulfillment of the Duty of Care, there is plenty of common-sense
guidance from thought leaders such as wealthmanagement.com, MarketWatch, and Michael Kitces. They all
agree that research the fulfills the Duty of Care should be:

e Comprehensive. It should reflect all relevant publicly available information (i.e. all 10-Ks and 10-Qs),
including the footnotes and MD&A.

e Obijective. Investors deserve unbiased research.

e Transparent. Investors should be able to see how the analysis was performed and the data behind it.
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¢ Relevant. There must be some tangible, quantifiable connection to fundamentals.

In the past, it has been almost impossible to provide this level of diligence at a scale and cost that investors
need. We think Robo-Analyst technology' enables a higher level of diligence at such a low cost that ignoring it is
unethical.

As a result, we see a new paradigm for research, one that elevates the rigor and diligence behind all advice
while keeping costs to a minimum.

The Conflicts of Using Traditional Research

This new paradigm for research contrasts with the existing model, which lacks transparency and leaves the door
open for serious conflicts of interest.

In particular, sell-side analysts have an incentive to give positive ratings to companies with whom their
employers do or want to do business. We recently highlighted how the significant cash burn at Netflix (NFLX)
and Tesla (TSLA) leads the sell-side to issue positive ratings on those companies so they can underwrite bond
deals for them in the future.

The sell-side also loves serial acquirers. Even though most acquisitions are overpriced and destroy value for
shareholders, they provide lucrative fees the banks that work on them. As a result, it’s in the best interest of sell-
side analysts to stay in the good graces of companies that provide a steady stream of lucrative M&A work.

Investors that don't insist on a fiduciary level of service could find themselves pushed into flawed investments,
such as the companies below, based on incomplete and conflicted research.

An Analyst Darling Investors Should Ignore

Abbott Laboratories (ABT) is one of the most prolific acquirers in the S&P 500, and the company considers these
acquisitions to be a core part of its strategy. As ABT spokesman Scott Stoffel told the Chicago Tribune:

“Strategically shaping the company to compete and succeed through internal investment and M&A is part of our
DNA.”

ABT has spent ~$30 billion on acquisitions since 2013 — almost half of its invested capital. Unsurprisingly, the
stock has almost universally bullish analyst coverage, with 16 of the 20 analysts covering the stock
recommending it as a Strong Buy while just 3 rate it a Hold. No analysts have an Underperform or Sell rating on
the stock.

The bullishness from analysts makes little sense when one considers the weak financial performance of ABT.
The company’s overpriced acquisitions have resulted in economic earnings falling from $125 million in 2013 to
-$2 billion in 2017. Over that time, the company’s total debt has increased from $8 billion to $23 billion.

It's even harder to make a straight-faced argument for ABT from a valuation standpoint. The stock has a P/E of
226, and the growth expectations embedded in the stock price don’t look any better. To justify its valuation of
$61/share, ABT must grow after-tax profit (NOPAT) by 21% compounded annually for 9 years. See the math
behind this dynamic DCF scenario here.

Sell-side analysts have a consensus $70/share price target on ABT, but the fundamentals suggest a much lower
valuation. If ABT can grow NOPAT by 10% compounded annually for the next decade, the stock is worth just
$20/share today. See the math behind this dynamic DCF scenario here.

Another Highly Rated Stock with Red Flags

LogMeln (LOGM) is another stock with questionable bullish analyst coverage. 9 of the 11 analysts covering the
stock rate it a Strong Buy. Just 1 rates it a Hold, and none have an Underperform or Sell. The analysts have a
consensus price target of $140/share, 36% above the current price.

! Harvard Business School features the powerful impact of our research automation technology in the case New Constructs: Disrupting
Fundamental Analysis with Robo-Analysts.
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LOGM takes the acquisition-driven growth strategy to an extreme. It acquired the GoTo business from Citrix
(CTXS) for $3 billion in 2017. This acquisition accounts for over 90% of its invested capital. On top of this deal,
LOGM continues to make smaller acquisitions, such as its $300 million acquisition of Jive Communications
earlier this year.

These acquisitions have decreased LOGM'’s return on invested capital (ROIC) from 32% in 2015 to 2% over the
trailing twelve months. Since ROIC is the primary driver of shareholder value,? it’s clear that these deals have not
been in the best interest of investors.

To justify its current valuation of $103/share, LOGM must grow NOPAT by 28% compounded annually for 14
years. To justify the analyst price target of $140, it must grow by the same rate for 17 years. See the math
behind this dynamic DCF scenario here.

Despite the fact that LOGM’s acquisition-driven strategy has been bad for shareholders and its valuation implies
unrealistic growth expectations, sell-side analysts continue to support the stock. Any advisor that buys LOGM or
ABT for their clients based on the conflicted recommendations of these analysts is not providing a fiduciary level
of service.

Individual investors need to make sure their advisor is basing their decisions on diligent, unconflicted research
that fulfills the Duty of Care.

This article originally published on July 2, 2018.

Disclosure: David Trainer, Kyle Guske I, and Sam McBride 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.

2 Ernst & Young's recent white paper “Getting ROIC Right” proves the link between an accurate calculation of ROIC and shareholder value.
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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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