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Danger Zone: Finding Danger in the Footnotes
Check out this week’s Danger Zone interview with Chuck Jaffe of Money Life.

The real earnings season, annual 10-K filing season, is happening right now. Analyzing the footnotes of 10-K
filings is the only way to calculate true profits of companies. From the first week and a half of filing season, we're
highlighting two of the firms with economic earnings going the opposite direction of reported profits. These
companies also have overvalued stocks and a history of value-destroying acquisitions. Expedia Group (EXPE:
$129/share) and United Technologies (UTX: $128/share) are in the Danger Zone.

Get the best fundamental research
Expedia Group (EXPE)

We downgraded Expedia Group to Very Unattractive (from Unattractive) after we analyzed its 2018 10-K. Since
we last put EXPE in the Danger Zone in September 2015, the stock has underperformed the market (+10% vs.
S&P +42%).

However, the stock is up 24% (vs S&P +3%) over the past year after the company beat consensus EPS
expectations in each of the last three quarters. We dug through the footnotes of its 2018 10-K and found that
these growing EPS aren’'t what they seem.

Misleading Earnings: In 2018, GAAP net income grew by 8% YoY while economic earnings, the true cash flows
of the business, fell 17% to -$205 million, per Figure 1.

Figure 1: EXPE’s Misleading GAAP Net Income Hides Falling Economic Earnings

EXPE's GAAP Rises As Economic Earnings Decline
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Sources: New Constructs, LLC and company filings.

This disconnect between GAAP net income and economic earnings, which are more comprehensive than EPS,
can be partially attributed to $78 million (19% of GAAP net income) in refunded payments by the city of San
Francisco. We found this non-operating income hidden in operating earnings, which artificially boosts GAAP net
income, on page F-39 (page 105 overall) of EXPE’s 2018 10-K. Only by removing this non-recurring income can
we evaluate the recurring profits of EXPE’s operations.

We also made the following adjustments to the balance sheet:

e $734 million (7% of reported net assets) in off-balance sheet operating leases
e $86 million (1% of reported net assets) in goodwill impairment
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e  $42 million (<1% of reported net assets) in impairment of intangible assets

By adding these items back to invested capital, we hold EXPE accountable for all capital invested in the
business. These adjustments, when combined with a rising weighted average cost of capital (6.5% in 2018, up
from 5.7% in 2017), increase the capital charge and decrease economic earnings.

In addition to negative and declining economic earnings, Expedia still faces some of the same issues we noted in
our original Danger Zone report. EXPE’s NOPAT margin remains depressed since acquiring HomeAway and
Orbitz in 2015. In the three years since those acquisitions, NOPAT margin has averaged 5% compared to 7%
prior to the acquisitions. Low margins pose competitive challenges considering that competitors TripAdvisor
(TRIP) and Booking Holdings (BKNG) earn 8% and 31% NOPAT margins respectively.

Shares Are Now Overvalued: We believe that that the 24% increase in EXPE’s stock price over the past year
has been driven by noise traders fooled by the company’s rising accounting earnings. When we remove the
accounting distortions and look at the expectations implied by the stock price, EXPE appears significantly
overvalued.

To justify its current price of $129/share, EXPE must achieve 7% NOPAT margins (three year average prior to
HomeAway and Orbitz acquisitions vs. 5% in 2018) and grow NOPAT by 12% compounded annually for the next
decade. See the math behind this dynamic DCF scenario. These expectations seem overly optimistic given that
EXPE has grown NOPAT by just 3% compounded annually over the past decade.

Even if EXPE can maintain current NOPAT margins (5%) and grow NOPAT by 9% compounded annually for the
next decade, the stock is worth just $93/share today — a 28% downside. See the math behind this dynamic DCF
scenario.

United Technologies (UTX)

We downgraded United Technologies to Unattractive (from Neutral) after we analyzed its 2018 10-K. We
previously covered UTX'’s acquisition of Rockwell Collins and highlighted how the hefty purchase price would
make creating long-term shareholder value very difficult. Even though the acquisition hurt economic earnings, it
has provided a boost to reported earnings due to the “high-low fallacy”.

UTX posted an impressive streak of earnings beats in 2018 and has surpassed consensus EPS expectations in
each of the last eight quarters and 15 of the past 16 quarters. Despite these beats, UTX’s economic earnings
have fallen in each of the past two years.

Misleading Earnings: In 2018, GAAP net income grew by 16% YoY while economic earnings fell 61%, per
Figure 2.

Figure 2: UTX’s GAAP Net Income Rises While Economic Earnings Fall

UTX's Falling Economic Earnings
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Sources: New Constructs, LLC and company filings.
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In its 10-K, we found non-recurring items that both increase and decrease reported profits. Specifically, reported
profits are boosted by:

e $799 million (15% of GAAP net income) on the gain on sale of Taylor Company
On the other hand, these items decreased reported earnings:

e $162 million (3% of GAAP net income) in restructuring costs within SG&A
e $147 million (3% of GAAP net income in restructuring costs within cost of sales
e $112 million (2% of GAAP net income) in acquisition related costs within SG&A

When combined, we identified $378 million in net unusual income hidden in operating earnings that must be
removed to calculate UTX’s true profits. UTX also has nearly $1.3 billion in non-operating income reported
directly on the income statement, such as $765 million in non-service pension benefits.

In addition, UTX has over $2.4 billion (up from $1.9 billion in 2017) in off-balance sheet operating leases that we
include in invested capital.

After making the adjustments, we see that UTX’s fundamentals are deteriorating, despite the steak of earnings
beats. In addition to the decline in economic earnings, NOPAT margins have dropped from 10% in 2016 to 8% in
2018 while return on invested capital (ROIC) has fallen from 8% to 6% over the same time.

Shares Are Overvalued: UTX has underperformed the market over the past two years (+13% vs. S&P +17%),
and those using flawed traditional valuation metrics would believe UTX is now undervalued. At its current price of
$128/share, UTX has a price-to-earnings (P/E) ratio of 19.5, slightly below the overall Industrials industry
average of 20. However, when we analyze the cash flow expectations baked into the stock price, we see that
UTX is significantly overvalued.

To justify its current price of $128/share, UTX must achieve 10% NOPAT margins (10-year average vs. 8% in
2018) and grow NOPAT by 7% compounded annually for the next decade. See the math behind this dynamic
DCF scenario. These expectations seem overly optimistic given that UTX’s NOPAT has actually fallen by 1%
compounded annually over the past decade and by 5% compounded annually over the past five years.

If UTX can maintain current NOPAT margins (8%) and grow NOPAT by 5% compounded annually for the next
decade, the stock is worth just $92/share today — a 28% downside. See the math behind this dynamic DCF
scenario.

Question: Why does reading footnotes matter?
Answer: To find trillions of $ of important adjustments.

EXPE and UTX represent just two of the many examples where items hidden in footnotes or the MD&A have a
material impact on profitability. Our analysts leverage our cutting edge Robo-Analyst technology’ to uncover red
flags hidden in the footnotes and make our models the best in the business.?

Our analysts work directly with our engineers to make our Robo-Analyst machine learning system smarter with
every filing it reads so we can automate more of the analysis and empower our analysts to find more danger in
the footnotes.

Figure 3 shows how much data we analyzed from February 11-23 along with the work we performed throughout
the entirety of filing season 2018.

Figure 3: Filing Season Diligence

Filings Data Points # of Total Value of
Parsed Collected Adjustments Adjustments ($Billions)
Since Feb 11, 2019 613 62,848 13,411 $7,215

Filing Season 2018 1,820 261,373 41,997 $15,045

Sources: New Constructs, LLC and company filings.

" 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 superiority of our research and analytics.
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During last year’s filing season (which lasted 5 weeks), we made 41,997 adjustments with a total value of over
$15 trillion. Through just two weeks of the 2019 filing season we’ve made 13,411 adjustments with a total value
of $7.2 trillion. Note that the filings come in relatively slowly at the beginning of the filing season.

Be on the lookout for our daily filing season updates and check out #filingseasonfinds on Twitter to see all the
red flags and unusual items we uncover during this year’s filing season.

This article originally published on February 25, 2019.

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

Page 6 of 6


http://blog.newconstructs.com/

	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

