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Fund Managers Focused on the Right Metric

We've long argued (and proven empirically) that there is a strong correlation between improving ROIC and
increasing shareholder value. Nevertheless, the majority of mutual funds managers continue to pick stocks
based on flawed metrics that show no correlation to shareholder value, such as price-to-earnings ratios, return
on equity, or accounting book value.

We recommend avoiding funds with managers who consider accounting earnings as representative of
“fundamentals”. Instead, look for managers that focus on return on invested capital (ROIC)".

Next, you should verify that the focus on ROIC is more than just a marketing ploy. The only way to ensure
managers apply real diligence and rigor in ROIC research is to evaluate the ROICs of their holdings.

We analyze? the ROICs for all the holdings of over 7,500 U.S. ETFs and mutual funds daily to identify which fund
managers put their analytical money where their mouth is. Occasionally, we come across a fund whose
managers diligently leverage ROIC in their investment strategy. This week we are featuring one such fund, the
American Beacon Alpha Quant Quality Fund (AQQPX), as this week’s Long Idea.

Insights You Can’t Get from Morningstar

American Beacon Alpha Quant Quality Fund does not receive a rating from Morningstar, and, therefore, won'’t
make the radar of many investors, advisors or their clients.

While it's easy to pick a 5-Star fund from Morningstar, plenty of research shows, and even Morningstar admits,
that such a strategy has risks and does not necessarily lead to outperformance. That strategy also means you
may never know about funds, like AQQPX.

Doing the Diligence: Holdings Research Reveals Stock Selection Based on ROIC
AQQPX makes it clear in its prospectus that ROIC is the key metric to pick stocks, noting:

“Alpha Quant defines high-quality companies as large and mid-sized companies that display above market
average profitability, as measured by return on invested capital.”

This focus helps AQQPX pick higher quality stocks and avoid riskier stocks compared to its peers. Figure 1
shows that AQQPX 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 Core S&P U.S. Growth ETF (IUSG).

Figure 1: AQQPX Asset Allocation Compared to IUSG
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' Ernst & Young's recent white paper “Getting ROIC Right” proves the superiority of our stock research and analytics.
2 Harvard Business School features our Robo-Analyst research automation technology in the case New Constructs: Disrupting Fundamental
Analysis with Robo-Analysts.
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Per Figure 1, AQQPX allocates 40% of its assets to Attractive-or-better rated stocks compared to 20% for IUSG.
More impressively, AQQPX allocates more than triple the amount (19% to 5%) to Very Attractive stocks. On the
flip side, AQQPX allocates just 8% of its assets to Unattractive-or-worse rated stocks compared to 27% for
IUSG.

Given this favorable allocation relative to the benchmark, Alpha Quant Quality Fund appears well positioned to
capture more upside with lower risk. Compared to the average mutual fund, AQQPX has a much better chance
of generating the outperformance required to justify its fees.

Superior Stock Selection Drive Superior Risk/Reward
AQQPX’s managers excel at finding higher-quality companies (as measured by ROIC) with lower-risk valuations.

Figure 2 contains our detailed rating for AQQPX, which includes each of the criteria we use to rate all funds
under coverage. These criteria are the same for our Stock Rating Methodology, because the performance of a
fund’s holdings equals the performance of a fund after fees.

Figure 2: Alpha Quant Quality Fund Rating Breakdown
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Closing Price: $13.23 (Aug 31,
2018)

Style: All Cap Growth

STOCKS PICKS AND PANS o518

Portfolio Management @
Quality of Earnings Valuation Asset Allocation
Risk/Reward Econ vs Reported ROIC & FOE Vil & Price to QAP @ Cash% & Total Annual
Rating @ EPS @ EBV @ Costs @
Very Unattractive Misleading Trend Bottom Quintile <-5% =350r-1<0 =50 >20% =4%
Unattractive False Positive 4th Quintile -5%<-1% 2.4<3.5 or <-1 20<50 8%<20% 2%<4%
Neutral Neutral EE 3rd Quintile -1%<3% 1.6<2.4 1020 2.5%<8% 1%<2%
Attractive Positive EE 2nd Quintile 3%<10% 1.1<1.6 3<10 1%<2.5% 0.5%<1%
Rising EE ~10% 0<1.1 0<3 Toa% <0.5%
| AQQPX | Positive EE 28% 3% 1.6 19 yrs <1% 1.2%
Benchmarks @ |
Style ETF (IUSG) Positive EE 1% I 38yrs
S&P 500 ETF (SPY) Positive EE 2% 32 32yrs
Small Cap ETF {IWM) Positive EE 5% -1% 32 38yrs.

Sources: New Constructs, LLC and company filings

As Figure 2 shows, AQQPX'’s holdings are superior to IUSG in four out of the five criteria that make up our
holdings analysis:

e The return on invested capital (ROIC) for AQQPX’s holdings is 28%, just above the 26% ROIC earned
by companies held by IUSG and well above the 19% earned by companies held by SPY.

e The 3% free cash flow (ECF) yield of AQQPX'’s holdings is greater than the 1% earned by IUSG and 2%
earned by SPY stocks.

e The price to economic book value (PEBYV) ratio for AQQPX is 1.6, while the PEBV ratio for IUSG is 4.2
and 3.2 for SPY.

e Our discounted cash flow analysis reveals an average market implied growth appreciation period (GAP)
of 19 years for AQQPX holdings compared to 38 years for IUSG and 32 years for SPY.

The stocks held by AQQPX generate superior cash flows compared to IUSG, yet the market projects IUSG
stocks to grow profits by a larger amount and for a longer period of time.

Page 2 of 6


http://www.newconstructs.com
https://www.newconstructs.com/stock-rating-methodology/
https://www.newconstructs.com/education-return-on-invested-capital/
https://www.newconstructs.com/free-cash-flow-fcf-and-fcf-yield/
https://www.newconstructs.com/education-economic-book-value/
https://www.newconstructs.com/education-valuestep4/
https://www.newconstructs.com/education-growth-appreciation-period/

0

\ ; New Constructs®

Understanding the Importance of ROIC Is a Competitive Advantage For these Managers

Because AQQPX’s managers understand that ROIC plays an important role in determining stock valuations, it's
no surprise that the fund’s holdings have superior ROICs. As noted in Alpha Quant’s investment philosophy, it
believes quality companies need to create shareholder value and show excess returns. Alpha Quant believes
that ROIC meets both these requirements and that “ROIC should be the goal of management, to generate the
highest return on the capital invested in the business.”

Like our own, Alpha Quant’s research also shows that ROIC drives excess returns. Per Figure 3, Alpha Quant’s
research of the S&P 500 finds that the 50 companies with the highest ROIC outperform, while the 50 companies
with the lowest ROIC underperform.

Figure 3: Alpha Quant Finds High ROIC Stocks Outperform
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Deep Dive on a Top Holding

We can see how AQQPX'’s methodology leads it to pick high-quality stocks by looking at one of its top holdings,
Best Buy (BBY: $81/share), which accounts for ~4% of its portfolio.

BBY is a stock that many investors might screen out from the start due to the (incorrect but popular) narrative
that Amazon will end this traditional retailer. However, its 15% ROIC puts it in the top quintile of all 2,800+
companies under our coverage, while the low expectations baked into its stock price earn it our Very Attractive
rating. We featured the excellent risk/reward of this stock in “Rising from the Ashes to Lead a New Retail

Paradigm.”
Figure 4 compares BBY to the 121 retailers under coverage on the basis of ROIC and enterprise value/invested

capital (a cleaner version of price to book). BBY’s stock trades at a significant discount to peers as shown by its
position below the trend line in Figure 4.
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Figure 4: ROIC Explains 56% of Valuation for Retailers

Regression Analysis Shows BBY is Undervalued
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Sources: New Constructs, LLC and company filings

If the stock were to trade at parity with its peer group, it would be worth $119/share — a 50% upside to the current
stock price.

By utilizing ROIC as part of its methodology, AQQPX is able to identify highly profitable companies trading at
large discounts to their fair value.

Low Costs Benefit Investors

Not only does AQQPX offer high-quality stock selection, it does so at a reasonable price. The fund’s total annual
costs of 1.20% make it cheaper than 58% of the 509 All Cap Growth ETFs and mutual funds that we cover and
cheaper than 62% of all funds under coverage. Its costs are also below the All Cap Growth style average of
1.67% and the cap-weighted average of 1.46%.

Most Investors Miss This Fund

Despite its low costs and high-quality holdings, AQQPX has just $2 million in assets, which makes it the smallest
All Cap Growth style fund we cover.

As we’ve written before, investors are good at finding cheap funds, but not as good at identifying funds with high-
quality holdings. In fact, most investors do not realize they can get high-quality research on fund holdings and
are content with investing based on past performance. If investors focused more on ROIC and, more specifically,
on finding funds that pick stocks based on ROIC, we believe more would flock to this gem of a fund.

This article originally published on September 5, 2018.

Disclosure: David Trainer, Kyle Guske Il, 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 6 of 6

STOCKS PICKS AND PANS o518


http://www.newconstructs.com

	Fund Managers Focused on the Right Metric
	Insights You Can’t Get from Morningstar
	American Beacon Alpha Quant Quality Fund does not receive a rating from Morningstar, and, therefore, won’t make the radar of many investors, advisors or their clients.
	While it’s easy to pick a 5-Star fund from Morningstar, plenty of research shows, and even Morningstar admits, that such a strategy has risks and does not necessarily lead to outperformance. That strategy also means you may never know about funds, lik...
	Doing the Diligence: Holdings Research Reveals Stock Selection Based on ROIC
	Figure 1: AQQPX Asset Allocation Compared to IUSG
	Sources: New Constructs, LLC and company filings
	Superior Stock Selection Drive Superior Risk/Reward
	Figure 2: Alpha Quant Quality Fund Rating Breakdown
	Sources: New Constructs, LLC and company filings
	Like our own, Alpha Quant’s research also shows that ROIC drives excess returns. Per Figure 3, Alpha Quant’s research of the S&P 500 finds that the 50 companies with the highest ROIC outperform, while the 50 companies with the lowest ROIC underperform.
	Figure 3: Alpha Quant Finds High ROIC Stocks Outperform
	Sources: Alpha Quant Advisors
	Figure 4: ROIC Explains 56% of Valuation for Retailers
	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

