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Not Requiring the Amortization of Capitalized Interest Disclosure
Is Not Good for Investors

With the SEC’s Disclosure Update and Simplification (Release No. 33-10532; 34-83875; IC 33206; File No. S7-
15-16), regulators reduce the disclosure requirements for companies and make it more difficult for investors to
analyze the true financial health of publicly-traded companies. The goal of this report is to raise awareness for
both regulators and investors of how this change in disclosure affects average investors.

The purpose of the Financial Accounting Standards Board (FASB) is to write and update Generally Accepted
Accounting Principles (GAAP) or the rules that govern how publicly-traded companies report their financials. The
role of the Securities and Exchange Commission (SEC) is to enforce those rules.

The integrity of the capital markets relies on the FASB and the SEC to do their jobs well. If FASB does not
ensure that financial disclosures provide investors the information needed to make informed decisions or the
SEC does not enforce compliance with GAAP’s disclosure rules, investors lose.

During my tenure on FASB'’s Investor Advisory Committee, it was clear that companies often have more
influence on FASB and the SEC than individuals because companies can consolidate more resources and
present a more unified voice than investors. In addition, many of the potentially most influential investors prefer
less informative financial disclosures because poorer disclosures further enhance their already-strong

information advantages.
Get the best fundamental research

The change made by the SEC is intended to reduce the cost of filing for reporting entities by eliminating what the
SEC considers redundant or unimportant disclosures. However, one specific change in the Disclosure Update
and Simplification eliminates an important disclosure — amortization of capitalized interest— which investors need
to accurately assess earnings and cash flow.

Background on The Change

SEC Reduced Disclosure Amendment

Effective November 18, 2018, the SEC adopted amendments to disclosure requirements that “have become
redundant, duplicative, overlapping, outdated, or superseded, in light of other Commission disclosure
requirements, U.S GAAP, or changes in the information environment.”

Through this amendment, the SEC eliminated the requirement that companies report the ratio of earnings to
fixed charges exhibit. This exhibit contains a specific line item, amortization of capitalized interest, which is a
non-operating expense included in operating earnings. We remove this expense when calculating after-tax
operating profit (NOPAT) because it is related to the financing of a company’s operations, not the operations
themselves, to provide a more accurate measure of normal, recurring profits.

Most of the time, interest costs are immediately expensed and (for non-financial companies) reported as non-
operating. However, in certain cases where debt is used to finance a long-term asset, accrued interest can be
capitalized on the balance sheet and expensed as amortization over time. As a result, GAAP allows the cost of
interest to be classified as an operating expense, despite the fact that it is really a financing cost.

The SEC specifically noted in its final rule that:

“Certain components commonly used in the ratio of earnings to fixed charges, such as the portion of lease
expense that represents interest and the amortization of capitalized interest, are not readily available elsewhere.”

Despite its acknowledgement that the exhibit contained material information not contained elsewhere, the SEC
still decided to remove requirements to disclose this information.
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Impact of This Change

Figure 1 shows the five companies with the largest amortization of capitalized interest adjustment overall, and
the five with the largest value as a percent of NOPAT. With the removal of this disclosure, we will no longer be
able to make this adjustment for the majority of firms going forward.

Figure 1: Biggest Amortization of Capitalized Interest Adjustments in 2018

Amortization of

. o % of Risk/Reward
Ticker Capltal(g;?nl)nterest NOPAT Rating
Largest Adjustment ($ value)
LEN Lennar Corporation $301 19% Neutral
KBH KB Home $203 48% Attractive
PHM PulteGroup Inc. $172 15% Attractive
DHI D.R. Horton, Inc. $131 8% Attractive
BA The Boeing Company $92 1% Unattractive
Largest Adjustment as % of NOPAT

KBH KB Home $203 48% Attractive
MTH Meritage Homes Corp $75 29% Neutral
TMHC Taylor Morrison Home Corp $82 27% Neutral
MDC MDC Holdings, Inc. $65 26% Neutral
LEN Lennar Corporation $301 19% Neutral

Sources: New Constructs, LLC and company filings

These companies, while largely homebuilders, are hardly the only ones whose reported earnings are affected by
amortization of capitalized interest. In the past three years, our analysts, leveraging our Robo-Analyst
technology, identified 327 amortization of capitalized interest adjustments across 166 different companies. In
these three years, amortization of capitalized interest adjustments totaled $8.2 billion.

Many of the companies in Figure 1 are homebuilders, and the amortization of capitalized interest charge is
materially greater in this industry than in others. As such, homebuilders have historically disclosed these charges
in a section separate from the exhibit eliminated by the SEC. While positive for transparency, we would still
prefer the SEC require all companies to present important financial information. Instead, the SEC is choosing to
leave it up to management teams, which history shows are not afraid to exploit GAAP to manipulate earnings.

More Technology Not Less Disclosures Is the Answer

There’s no question that the growing volume of financial disclosures can be overwhelming to the average
investor. However, the answer to this problem is not to reduce disclosures, especially since the growing
complexities of businesses require more granular disclosures than ever. The answer to this problem is to
leverage more technology to parse and analyze financial filings and disclosures more efficiently. Regulators are
already under enough pressure to fulfill their obligations with limited resources. Without more technological
support, we understand how there might be a natural tendency to want to reduce the disclosures they are
required to review. We need to give regulators the support so it's easier to focus more on serving the best
interests of investors.

There’s no question that new technologies can aid regulators’ enforcement and analytical responsibilities. These
new technologies enable machines, such as the Robo-Analyst featured by Harvard Business School, to perform
certain tasks so humans can focus on higher level problems.

For example, we use machine learning and natural language processing tools to flag amortization of capitalized
interest and other red flags hidden in the footnotes. These tools could help regulators better leverage human
resources and protect the integrity of the capital markets.

This article originally published on July 15, 2019.

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