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HOW OUR RATINGS WORK
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Closing Price: $128.90 (May 03, 2019)

i i Market Value: $987,737 Million
Microsoft Corporation (MSFT) Market Value: $367.7

Sector: Technology

Analyst Notes : New 10-Q & Forecast 4/25/19

Quality of Earnings Valuation
Risk/Reward Economic vs Reported Price to Market-Implied GAP
Rating @ EPs @ ROIC @ FCF Yield @ EBV @ ®
Very Unattractive Misleading Trend Bottom Quintile <-5% >350r-1<0 . »50
Unattractive False Positive 4th Quintile 5% <-1% 24<350r<-1 20 <50
Neutral Neutral EE 3rd Quintile -1% < 3% 16<24 10<20
Attractive Positive EE 2nd Quintile 3% < 10% 11<1.6 3<10
Very Attractive ~ RisingEE = TopQuintle >10% 0<1.1 0<3
MSFT $3.15 vs. $4.48 32% 2% 23 > 100 yrs
Benchmarks @
Sector ETF (QQQ) Positive EE S B0% 2% CINSSID  says
S&P 500 ETF (SPY) Positive EE S 18% 2% 28 43 yrs
Small Cap ETF (IWM) Positive EE 6% -1% 33 42 yrs

Company Model Download XLS Download Report



ECONOMIC VS REPORTED EPS o

 “CFOs believe that in any given year a remarkable one in
five firms intentionally misrepresent their earnings using

discretion within generally accepted accounting principles
(GAAP). The magnitude of the typical misrepresentation is
quite material: about 10 cents on every dollar.” ( )
« Economic earnings, which adjust for earnings manipulation
and the cost of capital, tell a different story
GAAP Earnings Rising, Economic Earnings Falling
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*This graph was created based on information collected and analyzed by New Constructs, LLC. New Constructs regularly gathers information from over 3,000

companies’ 10Ks, including the Notes to the Financial Statements and MD&A.
Confidential - New Constructs, LLC 5


https://www.marketwatch.com/story/cfos-themselves-say-earnings-are-fudged-2015-08-18

RETURN ON INVESTED CAPITAL (ROIC) ~

4 3
U § e Sonstructs

R

« Return on Invested Capital (ROIC) is the most important
measure of profitability.

NOPAT/Average Invested Capital

Or

NOPAT/Revenue * Revenue/Average Invested Capital

ROIC Explains 63% of Valuation for S&P 500

14 . OO y =24.704x +0.0735
<& R?>=63%

Enterprise Value / Invested Capital

O =_2DNWHUUIO N ©®O

0% 5% 10% 15% 20% 25% 30% 35% 40% 45% 50%
Return On Invested Capital (ROIC)

*This graph was created based on information collected and analyzed by New Constructs, LLC. New Constructs regularly gathers information from over 3,000
companies’ 10Ks, including the Notes to the Financial Statements and MD&A.

Confidential - New Constructs, LLC 6



VALUATION — MR. MARKET IS THE FORTUNE TELLER P

4 &
* j§ New Constructs

We use three metrics to quantify the growth expectations
embedded in a company’s stock price:

1. Free Cash Flow Yield
* Free cash flow divided by enterprise value
2. Price to Economic Book Value (PEBV)
« Ratio of market cap to the zero-growth value of the
company
3. Growth Appreciation Period (GAP)
 Measures the years of growth required to justify the
valuation
« Uses historical margins and consensus analyst
forecasts for revenue growth in our

Confidential - New Constructs, LLC 7


https://www.newconstructs.com/education-close-the-loopholes-how-our-dcf-works/
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WHY NETFLIX IS RISKY P o o

4‘4 | Diligeney | incesenderce | Fertormerce
Ticker: NrLx \COL T Coverage Ratings Methodology
. Closing Price: $385.03 (May 03, 2019)
Netflix Inc. (NFLX) market value: $168,332 Million
Sector: Technology
Analyst Notes : New 10-Q & Forecast 4/22/19 | Added to the Focus List (Short) Model Portfolio Feb 2019
Quality of Earnings Valuation
Risk/Reward Economic vs Reported Price to Market-Implied GAP
ROIC @ FCF Yield @
Rating @ EPS @ EBV @ @
Very Unattractive Misleading Trend Bottom Quintile <-5% >350r-1<0 >80
Unattractive False Positive 4th Quintile 5% <-1% 24<350r<-1 20<50
Neutral Neutral EE 3rd Quintile -1% < 3% 1.6<24 10<20
Attractive Positive EE 2nd Quintile 3% < 10% 11<16 3<10
Very Attractive Rising EE Top Quintile >10% 0<1.1 0<3
Actual Values
NFLX -$0.83 vs. $2.80 8% 2% -119.4 > 100 yrs
Benchmarks @
Sector ETF (QQQ) Positive EE S 30% 2% 8  b4yrs
S&P 500 ETF (SPY) Positive EE S 18% 2% 28 43 yrs
Small Cap ETF (IWM) Positive EE 6% -1% 33 42 yrs

Add to Portfolio Company Model Download XLS Download Report 9



WHY YOU SHOULD AVOID NETFLIX P

4 [ =
X ew Constructs

1. NFLX spent $13 billion on content last year, spending will
likely rise to $17.5 billion in 2019

2. Debt has increased from $500 million in 2012 to $11.5 billion
currently, with $2 billion more coming soon.

Revenue Growth Is 50% Slower Than Expenditure

Growth
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® Incremental Revenue = Incremental Expenditures

*This graph was created based on information collected and analyzed by New Constructs, LLC. New Constructs regularly gathers information from over 3,000
companies’ 10Ks, including the Notes to the Financial Statements and MD&A.
Confidential - New Constructs, LLC 10



WHY YOU SHOULD AVOID NETFLIX
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1. Netflix stands to lose content from Disney, Time Warner, and NBC Universal in the near
future when those companies start their own streaming services.

2. Licensed content accounted for 3 of the top 4 streamed shows in November 2018

3. Licensed content accounts for ~2/3 of viewing hours

RANK TITLE STUDIO

THE OFFICE (US.) NBC

CHILLING ADVENTURES OF SABRINA
FRIENDS Wamer
GREY'S ANATOMY

THE GREAT BRITISH BAKING SHOW

O O NOOOT &WN -

THE HAUNTING OF HILL HOUSE
CRIMINAL MINDS

p—
o

*Source: 7Park Data

Confidential - New Constructs, LLC 11


https://variety.com/2018/digital/news/netflix-original-series-licensed-viewing-friends-the-office-1203085230/

WHY YOU SHOULD AVOID NETFLIX

”~

b P New Constructs®
Mligency | incedunderce | Ferfarmerce

1. Our DCF shows that if NFLX maintains current
pricing/margins, they need to hit 3.8 billion subscribers

2. If they raise prices to $20/month and achieve same margins
as DIS, still need over 500 million subscribers

Implied by Current Stock Price
. @ Revenue Subscribers
bscription Price arg ($mm) (million)
Scenario 1 $13 11.2% $594 586 3,811
Scenario 2 $20 25.3% $123,995 517

*This graph was created based on information collected and analyzed by New Constructs, LLC. New Constructs regularly gathers information from over 3,000
companies’ 10Ks, including the Notes to the Financial Statements and MD&A.

Confidential - New Constructs, LLC 12


https://www.newconstructs.com/wp-content/uploads/2019/01/NewConstructs_DCF_NFLXvaluationScenario1_2019-01-24.png
https://www.newconstructs.com/wp-content/uploads/2019/01/NewConstructs_DCF_NFLXvaluation_Scenario2_2019-01-24.png
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WHY DILIGENCE IS NEEDED s
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Migency | Lncesenderce | Fertarmarce

Core Problem: GAAP is exploitable.
Only Solution: Read the Footnotes and MD&A.

Traditional P&L

Revenues Revenues
- operating expenses - operating expenses
- Hidden Incomes/Charges
=pretax earnings =pretax earnings
- taxes - taxes
=Reported Profit =Profit

- capital charge/hidden
liabilities and assets

= Economic Profit

Confidential - New Constructs, LLC 14


http://blog.newconstructs.com/2010/08/05/economic-versus-accounting-earnings/

WHY DILIGENCE IS NEEDED s

b P New Constructs®
Migency | Lncesenderce | Fertarmarce

Core Problem: Filings can be 200+ pages long
Only Solution: The Robo-Analyst

1. Robo-Analyst uses machine learning and natural language
processing to read 200+ page filings instantly

2. Automatically collects and models thousands of data points, flags
unusual items for human analysts to review

3. Technology makes a level of diligence previously reserved for
institutional investors available to everyone

Ol FORENSIC BXpEnTS A LEVERACE THE LATEST TECHNOLOCY AND CET AN EDGE
WHO HAS TIME TO READ 200+ PACE FILINGS? USE CUTTING-EDCE TEC — WITH OUR RESEARCH ON STOCKS, ETFS AND MUTUAL FUNDS

TO SHINE A LIGHT IN THE
DARK CORNERS OF
FINANCIAL FOOTNOTES.




WHAT IS DILIGENCE?

4 &
* j§ New Constructs

Scouring the Footnotes and MD&A of 10-Ks

e Hidden Expenses/Income  Employee Stock Options

e Unrecorded Goodwill Option Valuation Assumptions
e Impairments e Operating Leases

Loan Loss/LIFO Reserves

 Unconsolidated Subsidiaries

e Minority Interests e Pension Assumptions

e Unrealized Gains/Losses e Excess Cash

e Changes in Accounting Rules ¢ Pension Over/Under Funding
e Derivatives Exposure e Auditor’s Opinions

e Customer Concentration e Carrying Value vs Fair Value

e FASB 159 e Mid-year acquisitions

Confidential - New Constructs, LLC 16



GETTING TO THE ECONOMICS € j ew construces

* NOPAT m==) core operating earnings after-tax

 Invested Capital ==) all cash invested in the business

« WACC =) rent management must pay for use of capital

Return on Invested Capital = NOPAT/Avg Invested Capital

Economic Earnings = (ROIC — WACC) * Invested Capital

 Aka: “EVA”, economic profit, residual income

Confidential - New Constructs, LLC 17
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GET RESEARCH ON ECONOMIC EARNINGS

g § New Constructs®

Diliguney | Lneesenderce | Fertarma
‘,::,hi

Accounting vs Economic Earnings Earnings & Valuation Diligence Summary

+ UBER's accounting earnings overstate its economic earnings,

$1.00 - - Yo o = o o w a - ‘l which equal (ROIC - WACC) * Average Invested Capital.
S - - For UBER, we made a total of $15,910 million in income
»  $0.00 - - statement and balance sheet adjustments to convert accounting
2 eamings to economic earnings in FY18.
8 -$1.00 - + We made $9,369 million in adjustments in our DCF valuation of
the stock.
-$2.00 -
q - See Appendix 1 for details on our calculations of key metrics
: - - and Appendices 2 and 3 for details on our adjustments.
2017 2018 ™

=@= Economic EPS =§= Reported EPS

*This graph was created based on information collected and analyzed by New Constructs, LLC. New Constructs regularly gathers information from over 3,000
companies’ 10Ks, including the Notes to the Financial Statements and MD&A.

Confidential - New Constructs, LLC 19



SEE HOW ECONOMIC EARNINGS AFFECT VALUATION ~

. * " New Constructs*®
l

ligeney | Lncesenderce | Fertormarze

Investment Rating Details

Risk/Reward Quality of Earnings Valuation
Rating Economic vs Return on Invested Growth Appreciation
F
Reported EPS Capital (ROIC) FCF Yield Price-to-EBV Ratio Period (yrs)

Unattractive False Positive 4th Quintile 5%<-1% 24<350r<-1 20<50
Neutral EE 3rd Quintile 1%<3% 16<24 10<20

Positive EE 2nd Quintile 3%<10% 11<16 3<10

Rising EE Top Quintile >10% 0<1.1 0<3

|  ActualValues | (5232) vs. $127 | -12% -11% > 100

Sector ETF (QQQ) 2%
S&P 500 ETF (SPY) 2%
Accounting vs Economic Eamings Earnings & Valuation Diligence Summary

« UBER's accounting earnings overstate its economic earnings,
$1.00 - R - which equal (ROIC - WACC) * Average Invested Capital.

« For UBER, we made a total of $15,910 million in income

$0.00 - statement and balance sheet adjustments to convert accounting
eamings to economic earnings in FY18.
-$1.00 | + We made $9,369 million in adjustments in our DCF valuation of
the stock.
-$2.00 - i . , ,
q - See Appendix 1 for details on our calculations of key metrics
adjustments,

and Appendices 2 and 3 for details on our

Dollars

2017 2018 ™

== Economic EPS == Reported EPS

*This graph was created based on information collected and analyzed by New Constructs, LLC. New Constructs regularly gathers information from over 3,000
companies’ 10Ks, including the Notes to the Financial Statements and MD&A.

Confidential - New Constructs, LLC 20



MORE RIGOR FOR SMARTER DECISIONS

3 A O e e v 00
/ Notes ~TOoT o ROBO-ANALYST RESEARCH
% ¢ New Constructs

A

Closing Price as of 05/06/2019: §255.34

& = Dividend Yieid: -
Q g Period End Date: 03/31/2019
Tesla Inc (TSLA) Unattractive
NASDAQ - Consumer Cyclicals
Investment Recommendation e o Bk vt o WS f~yrd
. 52-Woek Range $201.13. 38748
- We recommend investors sell TSLA. b 28000
. . $320.00 -
- TSLA earns our Unattractive rating. See
Investment Rating Details below. $300.00 | 20,000
- An Unattractive rating means this stock has $280.00 | - 15,000
more downside risk than upside potential.
. B $260.00 | 10,000
- TSLA ranks in the 29th percentile of the 2800+
stocks we cover. $240.00 | 5,000
- Ranks 366th out of 438 Consumer Cyclicals -
Sector stocks. sl Al a2
w—Price Volume (in thousands)
Risk/Reward Quality of Earnings Valuation
Rating Economic vs Retum on Invested Growth Appreciation
Roported EPS Capital (ROIC) FCF Yield Price-to-EBV Ratio Period (yrs)
Very Unattractive Misleading Trend <5% >350r-1<0
" Unatractive | False Positive 5%<-1% 24 a
Noutral Neutral EE A%<3%
Attractive Positive EE 3%<10%
Very Attractive Rising EE >10%
_ M
Actual Values ($8.67) vs. ($5.65) 1% -1% 3.2

Accounting vs Economic Eamings Eamings & Valuation Diligence Summary

« TSLA's accounting eamings overstate its economic eamings,
which equal (ROIC - WACC) * Average Invested Capital.
e « For TSLA, we made a total of $9,201 million in income
Ner ” \ »~ 1t and bal sheet adjt s to convert accounting
\ ’ eamings to economic earnings in FY18.
N7 + We made $23,138 million in adjustments in our DCF valuation of
the stock.

« See Appendix 1 for detalls on our calculations of key metrics
and Appendices 2 and 3 for details on our adjustments.

Dollars

2014 2015 2016 2017 2018 ™
=@~ Economic EPS == Reported EPS

'l About New Constructs

Year to Date (23.3%)  Enterpriso Vaiue (MM) 59814 Now Constructs s on independent equity research firm
Last 30 Days (7.1%)  Market Value (MM) $44358  powered by machine leaming. Emst & Young
Last 60 Da (77%)  EVEBITDA 2871 demonstrated the superiority of our ROIC methodology,
Last 90 Days (20.5%) EBY per Share (578.84) data & mode's. See our website for detais,
Last Year ¥ “3'2%) Shares Outstanding (Thousands) 173,721 S-SR
PIE (TTM) 4520
Page 1
Tesla Inc (TSLA)

Confidential -
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MORE RIGOR FOR SMARTER DECISIONS ~
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®«¥= 0510772019
Economic vs Reported Earnings Economic EPS vs Reported EPS
Economic Earnings are -$2.00

are almost always meaningfully different 3400
than reported earnings. We believe Economic Eamings provide a -$6.00 -
truer measure of profitability and shareholder value creation than v
reported eamings because they have been adjusted to remove

over twenty accounting distortions. =$8001

Dollars

The majority of data required to reverse accounting distortions is $30001

available only in the Footnotes and MD&A, which we analyze
ﬂgorouslx Our core competency is gathering and analyzing all
relevant financial data from filings so that we can deliver
earnings analysis that best represents the true profitability of
businesses. : - . -
Economic Eamings per share (EEPS) for TSLA for the trailing 2014 2015 2016 2017 2018 ™
twelve months are ($8.67) compared to reported earnings per ~@- Economic EPS == Reported EPS

share of ($5.65) and eam a Neutral rating. See Appendix 1 for a

detailed reconciliation.

S WA
v

ROIC is Very Unattractive

-$12.00 |

-$14.00 -

\ahatads TSSO EEREP - LA, sl

ROQIC measures a company'’s return on all cash invested in the
business. It is the truest of p ility. Stock
are more highly correlated to ROIC than any other metric.

€
Weighted-Average Cos! of Capital (WACC) s the average of £
debt and equity capital costs that all publicly traded companies &
with debt and equity stakeholders incur as a cost of operating, -5 4

Companies must eam an ROIC greater than WACC to generate
positive economic earnings and create value for sharehoiders. -10

TSLA's ROIC of 0.7% for the trailing twelve months eams a Very
Unattractive rating. ROIC is calculated as NOPAT of $139 million 201 2015 2016 017 2018 ™
divided by Average Invested Capital of $20,797 million. See " ! o gok '

Appendix 1 for a detailed reconciliation “@- ROIC == WACC

Free Cash Flow Yield (FCF Yield)

Free Cash Flow Yield is

Free Cash Flow Yield

Eree Cash Flow reflects the amount of cash free for distribution to
all stakeholders (including debt & equity). FCF Yield divides free 5 1
cash flow by enterprise value,

Using Free Cash Flow Yield to pick stocks is not a new strategy.
However, our strategy yields superior results because we use a
better measure of Free Cash Flow. In the same way our
Economic EPS are better measures of profitability than reported
EPS, our measure of Free Cash Flow is better than traditional -20
accounting-based Free Cash Flow.

TSLA's FCF is (8456) million for the trailing twelve months and its =25 1
current Enterprise Value is $59,814 million. FCF Yield is (0.8%) - - - - - -
and earns a Neutral rating. See Appendix 1 for a detailed 2014 2015 2016 2017 2018 ™
reconciliation.

Percent

-15 4

=@~ Free Cash Flow Yield

Page2 Confidential - New Constructs, LLC 22
Tesla Inc (TSLA)




MORE RIGOR FOR SMARTER DECISIONS
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: * , New Constructs” ROBO-ANALYST RESEARCH
%‘ 05/07/2019

Price-to-EBV Ratio Stock Price vs Economic Book Value (EBV) Per Share

Price-to-EBV Ratio is -
$300.00 - ,,0-" ‘s\

Price-to-Economic Book Value (EBV) measures the difference s20000 1" T 2 chmle L. (o8
between the market's expeciations for future profits and the
no-growth value of the stock.

~

$100.00 |

Dollars

EBV measures the noqo value of the company based on the
company's current Net Operating Profit After Tax (NOPAT). $0.00 1

When prices are higher than EBV, the market predicts the NOPAT -$100.00 1
of the company will increase and expectations for profit growth are 2
reflected in the stock. If the stock price equais EBV, the market

predicts NOPAT will remain the same and there are no -$200.00 |
expectations for profit growth reflected in the stock. Wh v v v
stock prices are lower than EBV, the market predicts NOPAT will 2014 2015 2016 2017 2018 ™
E:ﬂednd |mg::|‘°ck tions for permanent profit decline are =@~ Econ Book Value Per Share == Stock Price

In general, we like to buy stocks with low expectations for profit
growth and sellishort stocks with high expectations for profit
growth.

TSLA's current Price-1o-EBV per share is (3.2) and eams an
Unattractive rating. TSLA's stock price is $255.34 and its EBV per
share for the trailing twelve months is (S78.64). See Appendix 1
for a detailed reconciliation.

Growth Appreciation Period

The Growth Appreciation Period is Very Unattractive

The market-implied duration of profit growth or GAP measures i im nor ot 5Yr avr LastFY | Ooras
the number of years the company must maintain an edge over its St = et i

competitors by earning ROIC greater than the weighted-average Stock Price $22241  $21360  $332.80 $255.34
cost of capital on new investments,
 Revenus CAGR 60.9% 51% 81.2% 52%
We believe TSLA embeds a Very Unattractive level of market

expectations because there is a very large difference between the | R0'¢-WASS [100).  (100%) (2%} 3%
expected financial performance implied by its market price and

the company's historical performance.

Growth Appreciation Pociod - - - > 100 years

At TSLA's current stock price of $255.34, the market is expecting
revenue to grow at 5.2% for more than 100 years. Over this
period, TSLA is also expected to generate an average Economic
Earnings Margin of 3.3%.

These results are derived using our dynamic discounted cash
flow modei

Page 3 Confidential - New Constructs, LLC 23
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GET OUR RESEARCH ON TD AMERITRADE
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GET OUR RESEARCH ON TD AMERITRADE
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GET OUR RESEARCH ON TD AMERITRADE ~
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1. Search for a symbol on the Analyst Reports page
2. when Search Reports (below) is displayed
3. check New Constructs.

Search Reports

Symbol or Keyword Dats Range Report Type

& (o) (D)

0 Symaat ) Keyword

Results 36 Resuits << < Provious | 1-36 of 36 | Naxt > >>
Report Provider/Type Date
T ABC: Foronse Stack Eamings & Vluston New Constructs October 21, 2018
% ABC: Forensc Stock Eamings & Valuation Now Corstngts Ostober 30, 2018
2 ABC: Foronsic Stock Eamings & Vakaation
oy ABC: Foruneic Soock Exmings & Vokuation FILTER RESULTS
T ABC: Foronsic Stock Earnings & Vibhuation
4 ABC: Foronse Stock Earmings & Valuation STOCK REPORTS
= ABC: Foronsc Stock Eamings & Vakaston
¥ ABC: Forersc Stock Eamings & Vislaation
Select All
New Constructs

T Annathar Demsidae

Confidential - New Constructs, LLC 26



ERNST & YOUNG SHOWS OUR RIGOR MATTERS

: New Constructs®
Mligency | incedsnderce | Fertormarce

« It's not often that a big 4

accounting firm like E&Y features  Click for a copy.
the material superiority of a Be
research firm’s analytics. Getting ROIC right:

how an accurate view of ROIC
can drive improved
shareholder value

« The white paper provides
specific examples for specific j323% | B
companies. :

« Google “Revenue 48,778",
"long-term debt 16,215" to see
which company is “Peer 17.

s

New Constructs
Building a better
working world
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POWERFUL RESEARCH AUTOMATION HAS ARRIVED

¥ % | New Constructs®
9
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Harvard Business School Case Study features our Research Automation technology.

“Disrupting Fundamental Analysis with Robo-Analysts”
Click for a copy.

% NARVARDIBUS!NESS'SCHOOL

ma=| Harvard i
4/ Business
\0/ Publishing

CHANLES C.Y WANG
KYLE THOMAS

New Constructs: Disrupting Fundamental Analysis
with Robo-Analysts

CEO David Trainer and COO Lee Moneta-Koehler of New Constructs had just met with a potential
client. Their pitch was simple: New Constructs “leverages the only parsing technology capable of
reviewing every detail of every 10-K and 10-Q" to deliver quality fundamental analysis at scale. After
the p ion, the client responded, “You know, you might be right. Your data probably is better.
But, as long as everybody's using the same bad data, I'm OK with that.” This was a familiar response
to Trainer and Moneta-Kochler: they were frustrated by investors who did not see the value of New
Constructs’ data or technology. They were concerned about the role of quality fundamental analysis in
a market increasingly focused on more technical and other short-term trading strategies.

New Constructs

Trainer began working on Wall Street at Credit Suisse First Boston (CSFB) as a stock analyst in 1996,
where he honed his skills in financial modclmg and fundamental mal\ sis. At CSFB he spearheaded
an effort to develop a i k for g, and yzing the economic
earnings and profitability across all firms and industries globall) th reading lhxough thousands of
corporate filings, he realized that “the complexities of what's going on in modern day business are so
much greater than what the current accounting standards can capture in the income statement and
balnncv: shm:t * To construct a more accurate economic picture of the firm and to facilitate more

of per his financial models incorporated quantitative details hidden
in loommcs and the management’s discussion and analysis (MD&A) section, such as operating lease
obligations or components of income or expenses that are transitory in nature,

Although these adj were often gful to his overall assessment of a firm’s operating
performance and valuation, integrating these details into financial models was not the norm among
many sell-side analysts, Trainer believed this was due to a few reasons. For one, the increasing length
and complexity of corporate filings and the differences in the application of accounting rules across
firms for similar transactions made the execution of such detailed financial models impractical. Even
for Trainer, this mode of analysis was difficult to scale.

Predessar Churles CY. Wang and Hessarch Asscctate Kyle Thomus prepared this case. 1t wis reviewsd and appeoved belore publication by a
company designate. Funding for the development of this caue wis provided by Harvand Busness School and not by the company. 15 cases ane
developed solely as the basis for class diseussion. Cases are not intemded 10 scrve 25 endorsements, sousces of primary data, or ilbustrations of
etfoctive o [eflective mansgement

Copyright © 2018 Pressdent and Fellows of Harvard Coflege. To onder coples ar dmpest pemalencn s o ook materisls, call 18005457685,
write }arvard Besiness School [ablishing, Sostor. MA (2163, of 0 to www Sbsp harvand edu Thas publicaton may not be digtined., photcopied.
or otherwise neproduced, pasted, or transmatted, without the permission of Harvard Business School
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THE TECHNOLOGY WORKS = DILIGENCE WITH SCALE

¥ % | New Constructs®
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The Relation between Earnings and Future Cash Flows:
A New Perspective*

Ethan Rouen

Harvard Business School

Eric So

Massachusetts Institute of Teclglblos

Sloan School of

Charlgg C.Y.

Harv iness School

*
\ 2018
Please do not 1NiNpte without authors’ permission
Q Abstract

We provide new evidence on the usefulness of financial accounting in valuation analysis.
A fundamental assumption in the use of GAAP financial statements for valuation is that
accrual-based measures of firms' performance convey information about future cash flows
incremental to current cash flows. However, recent evidence casts doubt on this assumption.
We revisit this issue using a novel dataset that details all quantitative disclosures in firms’
annual reports and identifies non-core revenues and expenses from net income, including
those reported on the income statement and those hidden in the footnotes or the MD&A.
Using these data to adjust GAAP net income, we show the resulting measure of core earnings
offers forecasting power for future cash flows and earnings that are incremental to traditional
measures of performance. These adjustments also better explain contemporaneous market
prices and returns. Together, our results suggest that accounting information remains rele-
vant for valuation and highlight the importance of careful accounting analysis for distilling
information relevant for forecasting future performance. Sonfidential - New Constructs, LLC 29



COMPUSTAT & STREET EARNINGS ARE MISLEADING ~

4 &
* j§ New Constructs

« “this paper serves as a warning for researchers seeking to
examine the value relevance of earnings.”

« “Data aggregators like Compustat do not appear to collect and
provide data on many non-operating or less persistent income-
related items, even when managers make these adjustments in
non-GAAP disclosures.”

« “We find that, in many instances, Compustat does not report
these disclosures— which can appear on the income statement
as a separate line item or in the footnotes or the MD&A—in any
of its fields.”

« “These shortcomings make it difficult for users to construct a

complete picture of a firm’s earnings, but taking additional steps
to adjust to GAAP net income can provide valuable insights.”
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Part V
Why you need protection now more than ever.
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FILINGS GETTING LONGER & LONGER

s

¥ % | New Constructs®

Diligency | incesenderce | Fertormanze
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Same length as the average novel -
though a little more complex.
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*This graph was created based on information collected and analyzed by New Constructs, LLC. New Constructs regularly

gathers information from over 3,000 companies’ 10Ks, including the Notes to the Financial Statements and MD&A.
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DISCLOSURE TRENDS ARE NOT YOUR FRIEND O § vew construcs

 Filings have grown to 200+ pages
(That’s longer than the average novel.)

* Increasingly complex and time-consuming work
e Accounting rules are constantly changing

T—_—

“!
“\_‘F
Financial Industry Regulatory Authority /‘ FINANCIAL
/ ACCOUNTING
« STANDARDS BOARD

Kodak
Moments
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RISE ABOVE RECORD LEVELS OF NOISE

TOOw
amer’ ing The Names He Belleves Are YL{/T:
it n'cmmm'xnw% Merger WI1R .
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TECHNLOGY TO CLOSE THE RESEARCH GAP ’*,Newconstructs

WHO HAS TIME TO READ 200+ PACE FILINES?
N

% 9 [ 10s |
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MACHINE LEARNING FROM EXPERTS

OUR FORENSIC EXPERTS
USE CUTTING-EDCE TECH
TO SHINE A LIGHT IN THE
DARK CORNERS OF
FINANCIAL FOOTNOTES.

_—
e eSS R

¥ % | New Constructs®
N ) Diligenes | Lneesenderce | Fertarmarce
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GET THE DILIGENCE YOU DESERVE

LEVERACE THE LATEST TECHNOLOCY AND GET AN EDGE
WITH OUR RESEARCH ON STOCKS, ETFS AND MUTUAL FUNDS

WVALUE INVESTING 20—
HINE LEARNING FROM EXPERTS
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Appendix
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SUCCESS WITH ELITE INSTITUTIONAL CLIENTS ) o o

QUAWK

ON THE STREET

* Top hedge fund and institutional money managers v
* Top wealth management firms
 Top advisors

 Top accounting, insurance & consulting firms

Harvard Business School
Berkshire Hachaway &

Specialty [nsurance.. MIT Sloan
EY REFINITIV

< Market Watch AON %

RAYMOND JAMES’ Empower Results®
EAGLE Asset

Managemen % M
" Y > MerrillLynch  IEGASEIC

E¥TRADE" E Ameritrade

o < |HS Markit' F'de'”y B
@ SKODA MINOTTI EL T ChC) 0 )

CPAs, BUSINESS & FINANCIAL ADVISORS experience ) accele 2ralior
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HOW THE WEALTH INDUSTRY WORKS WITH US

% | New Constructs®
y Mligency | Lncesenderce | Fertormarce
D

* Institutions: full access to models and tool, including database feeds. Directly access

thru our website
WELLS [
FARGO [

« Advisors/RIAs: firm or group-wide access to unlimited research. Direct access via our
website or thru partners.

THOMSON
REUTERS

* Retail: individual sign up for Gold, Platinum or Pro subscriptions. Direct access via our

website or thru partners.
E Ameritrade

« Consultants/Corporates: custom engagements focused on enterprise value
optimization and investor relations strategy. Direct access via our website along with
custom work and consultation via partners.

EY
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RESEARCH TECHNOLOGY PLATFORM € | vew constructs
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We created our own data collection technology to provide high integrity models to clients.
Traditional data feeds are not trustworthy for sophisticated financial modeling.
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CALCULATIONS: ATTENTION TO DETAILS i e
Free Cash Flow: minus Change in
How We Compare to traditional approaches to FCF
Traditional > New Constructs
Approach More Approach
Quick and Dirty Comprehensive
Cash Flow - > -
from Ops EBIT - taxes EBIT - taxes NOPAT
- Change in Net —> | - Change in Net Working
Working Capital Capital (excludes
)
- Capex |=—>» | - Capexless - - Capex less —> | - Change in Fixed Assets
depreciation depreciation
- Acquisitions
s —_— + Divestitures -
= Free Cash = Free Cash = Free Cash Flow = Free Cash Flow
Flow Flow
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BIGGER HAYSTACKS, MORE NEEDLES

Material Hidden Items
16% CAGR

3500
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3
=
¢¢
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2000 »”
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2009 2010 2011 2012 2013
&= ==¢MD&A Hidden Items

Items found only in the MD&A (e.g. gains, charges, deferred items, etc) that distort income statement results are rising rapidly.

*This graph was created based on information collected and analyzed by New Constructs, LLC. New Constructs regularly .
gathers information from over 3,000 companies’ 10Ks, including the Notes to the Financial Statements and MD&A. Confidential - New Constructs, LLC 43



ASSET WRITE-DOWNS ARE A RED FLAG O § e consrces

ae

32,583

Over the last 5+ Years, we found 32,583 write-downs.

# of Write-Downs

7,000

6,000 -

5,000 -

4,000 -

3,000 -

2,000 -

1,000 -

2009 2010 2011 2012 2013 2014

m Total - 3000+ companes

*This graph was created based on information collected and analyzed by New Constructs, LLC. New Constructs regularly Confidential - New Constructs, LLC 44
gathers information from over 3,000 companies’ 10Ks, including the Notes to the Financial Statements and MD&A.



MANAGEMENT’S INFLUENCE ON PROFITS € | New Constructs

*4‘1

Distribution of Return On Plan

Asset Assumptions
250 -
Auditors & investors need to know this data.
200 -
* Raising the expected Return on Plan Assets
(EROPA) reduces reported pension expense.
150 -
e The mean EROPA for 2014 was 6.5%. Roughly
55% of companies expect a long-term return
100 on plan assets between 6.5% and 7.5%.
50 e Virtusa Corp (VRTU) has the most aggressive
assumptions, with EROPA of 10.38%, followed
by ExIservice Holdings (EXLS) at 9%.
0 -
S oS g o do do do de e

*This graph was created based on information collected and analyzed by New Constructs, LLC. New Constructs regularly ial
gathers information from over 3,000 companies’ 10Ks, including the Notes to the Financial Statements and MD&A. Confidential - New Constructs, LLC 45
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100% UNCONFLICTED O J ten Constructs:

New Constructs has no trading, corporate or banking ties — no

conflicts.
» Morningstar gets paid by fund companies. Fund companies must
license ratings from Morningstar to use them in marketing materials.

New Constructs = unadulterated expertise in accounting,
finance and SEC filings.
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HOW HAS INVESTING CHANGED OVER THE YEARS? © | New Constructs®

Shorter Holding Periods for Stocks

 Until mid-1960’ s average holding period was seven years
» Today, average holding period is less than one year and annual portfolio turnover
is more than 100%’

Major Reactions to Quarterly Earnings

» Stock prices make large moves in response to earnings surprises
» Suggests that long-term cash flows are less important

Amateur Individual Investors - Growth Market

» Schwab, TD Waterhouse, Scottrade
« Day trading

Media - Growth Market

« TV: Mad Money, CNBC Squawk Box, and Squawk on the Street
» Print: Wall Street Journal, Investors Business Daily, local newspapers
» Web: Motley Fool, TheStreet.Com, CBS MarketWatch

'Rappaport, Alfred. “The Economics of Short-Term Performance Obsession.” Financial Analysts Journal, vol. 61, no. 3
(May/June): 65-79.
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WHICH ARE YOU: INVESTOR OR SPECULATOR? © | New Constructs®

Speculator

“If you are a speculator, your decision to buy or sell is based on what you believe about the near-term direction of price.”
- Ben Graham

“...speculation is the activity of forecasting the psychology of the market.”
- John Maynard Keynes

Investor

“If you are an investor, your decision to buy and sell is based on the underlying economics of the stock you own.”

- Ben Graham

“Investing is an activity of forecasting the yield on assets over the life of the asset...”
- John Maynard Keynes
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ONLY 3 WAYS TO BEAT THE MARKET ok f New Constructs®

Better Data - difficult and expensive to obtain

» Gathering and analyzing data from the Notes to the Financial Statements provides
a competitive advantage.

Better Analysis - not just your neighbor, one must out-think the entire market

» Better data means better models.
« Better models provide better analysis.

Better Discipline - stick to your guns, don’ t follow the herd.

» Long and short strategy is built on specific, quantifiable thresholds derived from a

model we can trust.
* Our models do all the number crunching to supply our human capital with superior

information and decision-making capabilities.
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DISCLOSURES & DISCLAIMERS

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.

New Constructs is affiliated with Novo Capital Management, LLC, the general partner of a hedge fund. At any particular time, New Constructs’ research recommendations may not
coincide with the hedge fund’ s holdings. However, in no event will the hedge fund receive any research information or recommendations in advance of the information that New
Constructs provides to its other clients.

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.
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