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Pay for Performance Alighs Fund Managers with Investors

The choice between active and passive management is often seen as a simple binary for investors: you pay
more for active management with the opportunity for outperformance or you pay less for passive management
and content yourself with meeting the benchmark.

However, a new fee structure gives investors the potential to benefit from the best of both worlds. Several new
funds have launched over the past year with a “fulcrum fee” structure that adjusts automatically with
performance. If the fund lags or meets its benchmark, investors are charged index-level fees; if the fund
outperforms, the fees rise proportionally.

Leveraging our Robo-Analyst technology’, which analyzes the holdings of all 7,953 ETFs and mutual funds
under coverage, we found a mutual fund that offers this attractive fee structure and allocates to high-quality
stocks based on analysis of their return on invested capital (ROIC)2. This mutual fund, AllianceBernstein FlexFee
Large Cap Growth Portfolio (FFLYX), is this week’s Long Idea.

Holdings Analysis Reveals Quality Asset Allocation

FFLYX chief investment officer Frank Caruso has repeatedly emphasized the importance of ROIC. In a blog post
last year he wrote:

“Our yardsticks are return on invested capital (ROIC) and return on assets (ROA), which tell us whether a
company is investing intelligently to grow profits. Stocks of firms that generate an ROIC above a certain
threshold, the so-called cost of capital, tend to outperform over the long term.”

This focus on ROIC helps FFLYX do a better job of picking high quality holdings and avoiding risky stocks
compared to its peers. Figure 1 shows that FFLYX allocates a higher percentage of its assets to Attractive-or-
better stocks and a lower percentage to Unattractive-or-worse stocks than its benchmark, the iShares Russell
1000 Growth ETF (IWF).

Figure 1: FFLYX Asset Allocation Compared to IWF
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Sources: New Constructs, LLC and company filings

Per Figure 1, FFLYX does only a slightly better job of identifying Attractive-or-better stocks than its benchmark,
allocating 25% vs. 24% for IWF. The fund’s main advantage comes from its ability to avoid potential blowups.
Just 8% of its assets are allocated to Unattractive-or-worse holdings compared to 24% for IWF.

" Harvard Business School features the powerful impact of our research automation technology in the case New Constructs: Disrupting
Fundamental Analysis with Robo-Analysts.

2 Ernst & Young's recent white paper “Getting ROIC Right” proves the importance of an accurate calculation of ROIC.

Page 1 of 5

Important Disclosure Information is contained on the last page of this report.
The recipient of this report is directed to read these disclosures.


http://blog.newconstructs.com/
http://www.newconstructs.com
https://www.newconstructs.com/technology/
https://www.newconstructs.com/education-return-on-invested-capital/
https://www.newconstructs.com/category/stock-plays-of-the-week/
https://www.hvst.com/posts/equity-growth-stars-bargains-in-disguise-ERrTqzOG
https://www.hvst.com/posts/equity-growth-stars-bargains-in-disguise-ERrTqzOG
https://hbr.org/product/new-constructs-disrupting-fundamental-analysis-with-robo-analysts/118068-PDF-ENG
https://hbr.org/product/new-constructs-disrupting-fundamental-analysis-with-robo-analysts/118068-PDF-ENG
https://www.newconstructs.com/ernst-young-proves-superiority-of-our-data-roic/

-~

S %k

¢ New Constructs®

Managers Actually Find High ROIC Stocks

Anyone can say they focus on ROIC, but our analysis of FFLYX’s holdings shows that management puts their
money where their mouth is. The fund’s holdings have an average ROIC of 30%, compared to 27% for IWF and
just 18% for the S&P 500 ETF (SPY).

In addition, FFLYX allocates to companies that prioritize ROIC. The fund’s fourth-largest holding, Home Depot
(HD), is in our Exec Comp Aligned With ROIC Model Portfolio due to the fact that it ties bonuses to achieving
ROIC targets.

ROIC Focus Protects Against Risk

FFLYX’s focus on ROIC serves as a counterargument against one of the common criticisms of fulcrum fees: that
they incentive excessive risk-taking by fund managers. From a recent Barron’s article on the topic:

“They (fulcrum fees) can encourage more risk-taking by fund managers seeking higher fees for outperforming
their benchmarks. Since historically the market has gone up a lot more than it's gone down, simply applying
leverage to a market-tracking portfolio could ensure big payouts even if there is significant downside risk.”

The concern here is reasonable, but our analysis of FFLYX's holdings shows that concern is not warranted in
this case. Quite the contrary, the fund does a good job of avoiding the highest-risk stocks.

Another article from Caruso sheds more light on how the fund managers use ROIC as a way to avoid excessive
risk. His article in WealthManagement.com last year, entitled “Under Armour and the Earnings Fallacy”,
explained how Under Armour’s (UAA) rising earnings masked its declining ROIC and ROA. He wrote that
earnings growth only creates value if a company earns an ROIC greater than its cost of capital (WACC).

We agree with Caruso on the importance of earning an ROIC greater than WACC (and on his specific concerns
with Under Armour). By starting with ROIC, Caruso and the rest of the FFLYX management team avoid investing
in risky stocks with misleading earnings growth.

Investor-Friendly Fees

FFLYX'’s fee structure is designed to give investors index-like costs if it underperforms its benchmark while
maintaining reasonable fees for outperformance. Depending on the level of performance, FFLYX’s expense ratio
ranges from a minimum of 0.10% to a maximum of 1.10%. Based on our total annual cost analysis, which
assumes a three-year holding period, that equates to a range of 0.11% to 1.22% in all-in annual costs. As Figure
2 shows, even the high end of that range is roughly at the median of all 712 Large Cap Growth funds we cover.

Figure 2: FFLYX Total Annual Costs by Outperformance

Meets or Lags  Outperforms Outperforms by

Benchmark by 140 bps 280 bps or more
Total Annual Costs 0.11% 0.66% 1.22%
TAC Percentile 98% 93% 50%

Sources: New Constructs, LLC and company filings

Even if FFLYX outperforms the market by 280 basis points (2.8%) or more, investors only have to pay roughly
average fees. If the fund meets or lags its benchmark, investors will pay fees that are lower than all but nine
funds in the Large Cap Growth style.

High ROIC Holdings Present Significant Upside

We emphasized FFLYX’s ability to avoid risky stocks above, but the fund also has several major holdings that
present investors with significant upside.

Alphabet (GOOG) is the fund’s top holding and accounts for 8% of its portfolio. We recommended Alphabet to
investors in our article “Now’s the Time to Buy This Discounted Tech Giant,” and even after a 15% gain the stock
remains in our Focus List — Long Model Portfolio.

GOOG makes perfect sense as the largest holding for FFLYX, a growth fund that emphasizes ROIC. As we
wrote in our article, the company has grown revenue by double digits while maintaining an ROIC above 25% for
eight consecutive years dating back to 2010. Only two other companies can match that track record, and both
face looming patent cliffs.
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GOOG’s impressive growth and profitability give the stock significant upside despite its above-average valuation.
If the company can grow after-tax operating profit (NOPAT) by 14% compounded annually for ten years (below
its 20% NOPAT growth rate over the past ten years), the stock is worth ~$1520 today, 21% above the current
share price. See the math behind this dynamic DCF scenario.

Past Performance Backs up Holdings Quality

We don’t take past performance into account for our fund ratings, as past performance is not predictive of future
results. However, we know that many investors and advisors will only consider funds that earn a five-star rating
from Morningstar.

We have good news for those investors. While FFLYX is only recently launched and doesn’t yet have a star
rating, its strategy mirrors that of the AB Large Cap Growth Fund (APGAX), which does earn a five-star rating
from Morningstar.

Over the past five years, $10,000 invested in APGAX would have grown to $21,964, 16% above the $18,977
value of that same investment in the benchmark. The success of this strategy shows that the fund can deliver
market-beating returns during a bull market, while its holdings suggest it can protect investors during a bear
market.

The combination of a strong track record, sound investment strategy, high-quality holdings, and low fees makes
it hard to argue against FFLYX as a good investment. We think this new fund should catch on quick with
investors.

This article originally published on August 8, 2018.

Disclosure: David Trainer, Kyle Guske I, and Sam McBride receive no compensation to write about any specific
stock, 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.

Page 5 of 5

STOCKS PICKS AND PANS a8


http://www.newconstructs.com

	Pay for Performance Aligns Fund Managers with Investors
	Holdings Analysis Reveals Quality Asset Allocation
	Figure 1: FFLYX Asset Allocation Compared to IWF
	Sources: New Constructs, LLC and company filings
	Figure 2: FFLYX Total Annual Costs by Outperformance
	Sources: New Constructs, LLC and company filings
	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 f...
	To fulfill the Duty of Care, research should be:
	Value Investing 2.0: Diligence Matters: Technology is Key to Value Investing With Scale
	DISCLOSURES
	DISCLAIMERS

