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How ASU 2016-01 Impacts Invested Capital and OCI

The Financial Accounting Standards Board (FASB) passed ASU 2016-01, “Recognition and Measurement of
Financial Assets and Financial Liabilities,” in January 2016 with implementation beginning in fiscal year 2018.
This rule impacts the way companies account for changes in the fair value of securities on their income

statement.
Get the best fundamental research

Most investors, if they’ve heard about this rule at all, will likely be familiar with it due to Warren Buffett’s criticism.
In his 2017 letter to Berkshire Hathaway (BRK.A) shareholders, Buffett wrote:

“The new rule says that the net change in unrealized investment gains and losses in stocks we hold must be
included in all net income figures we report to you. That requirement will produce some truly wild and capricious
swings in our GAAP bottom-line... For analytical purposes, Berkshire’s ‘bottom-line’ will be useless.”

This new rule will have a significant impact on GAAP earnings for companies that hold large amounts of equity
securities.

While the income statement impact of ASU 2016-01 is fairly easy to identify and reverse, the balance sheet
impact is not. Fixing accumulated other comprehensive income (OCI), a key value in our calculation of invested
capital, is much more complicated. Fortunately, our firm’s technology specializes in these kinds of complicated
taskss.

This report analyzes the impact of ASU 2016-01 and explains how our models reverse the impact of this rule
change to maintain comparability and accuracy of our cash flow and valuation models.

How the New Rule Works
Under the previous standard, companies had three options for how to classify and account for equity securities:

1. Trading Securities: Changes in fair value were immediately recognized through net income.

2. Available for Sale Securities: Changes in fair value were recognized in OCI and only reclassified into
net income once the gains/losses were realized. Dividend income was immediately recognized through
net income.

3. Cost Method Securities: Asset was reported at cost minus any impairment losses. Only dividends or
impairment losses were recognized in net income.

ASU 2016-01 eliminates these designations. All equity investments are now classified as equity investments or
equity investments accounted for under the equity method.

For investments that are not consolidated into a company’s financials or accounted for under the equity method,
there are now only two options for companies. The can either recognize changes in fair value directly through net
income, or they can use a method of accounting similar to the cost method described above. Figure 1, from EY,
describes this change.

1 For example, in “Core Earnings: New Data and Evidence,” Harvard Business School and MIT Sloan professors show that our unique
footnotes adjustments enable investors to better predict future performance and generate alpha.
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Figure 1: Accounting Treatment Before and After ASU 2016-01

Before ASU 2016-01 After ASU 2016-01

Measure equity securities at

fair value through net income Measure equity investments at fair
{trading) or other comprehensive value through net income

income (available for sale)

May be eligible for the measurement
alternative (j.e., measure at cost less
Cost method investments (no readily impairment, adjusted for cbservable
determinable fair values) price changes in orderly transactions
for an identical or similar inve strment
of the same issuer)

Sources: EY

Effectively, most equity securities will now be treated the same way trading securities were prior to the rule
change. Only securities for which there is no readily determinable fair value may be accounted for under a similar
standard to the Cost Method. However, companies must adjust the fair value of when the transaction price for
similar investments indicates a change in their values.

Impact on NOPAT

The impact of ASU 2016-01 on companies’ income statements is fairly easy to identify and reverse. In general,
companies disclose unrealized gains and losses from equity securities in two ways:

1. Non-Financial Companies: Unrealized gains and losses are included in “Other income (expense)” on
the income statement.

2. Financial Companies: Unrealized gains and losses are disclosed in the notes to consolidated financial
statements

Non-financial companies that hold large amounts of equity securities — mostly tech giants such as Apple (AAPL),
Alphabet (GOOGL), and Microsoft (MSFT) — include all gains and losses on those securities (both recognized
and unrecognized) as part of “Other income (expense)”.

We have always excluded “Other income (expense)” from our calculation of net operating profit after tax
(NOPAT) because it consists entirely of non-operating results. Therefore, we don’t have to make any changes to
our data collection/treatment policy in order to account for this change to the income statement.

For financial companies, the disclosure is much less consistent. Berkshire Hathaway, for example, disclosed
$22.2 billion in investment losses on the income statement in its 2018 10-K. On page 81, it disclosed that it had
$22.7 billion in unrealized losses and $500 million in realized gains. Figure 2 has details.
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Figure 2: Berkshire Hathaway Investment Gains/Losses in 2018

Notes to Consolidated Financial Statements {(Continued)

(6] Investment gains/losses

Investment gains/losses for each of the three years ending December 31, 20l are summarized below (in
millions).

20138 2017 2016

i 3 5 = 5 =
Investment gains/losses during 2018 on securities sold in 201B - -
Grogss realized gains - 2,237 7,853
Gross realized losses - (919) {415}

{22,438} 1,318 7,438
Fixed maturity securities:
Grogss realized gains 4B0 103 58
Gross realized losses (227) {22) (51}
Other 30 11 108

§ (22,155} & 1,410 § 7,553

Sources: New Constructs, LLC and company filings

Berkshire was forced to recognize $22.7 billion in losses (9% of revenue) on investments it plans to hold for the
long term simply because the market was down in 2018. Investors that rely on GAAP net income would think that
Berkshire’s profits declined from $44.9 billion in 2017 to $4 billion in 2018, a 90% decrease. Our adjustments,
including an adjustment for unrealized losses, show that NOPAT actually increased by 15% over that same time.

Our Robo-Analyst2 technology allows us to quickly identify and collect unrealized gains/losses from the financial
footnotes to ensure our models are not distorted by this accounting rule change.

Impact on Invested Capital

Most of the analysis of ASU 2016-01 has focused on the fact that unrealized gains/losses are being reclassified
into net income. But, as part of being reclassified into net income, they’re also being moved out of accumulated
other comprehensive income (OCI). This change is a big problem, because accumulated OCIl is one of the key
adjustments we make to convert net assets to invested capital.

To understand the importance of accumulated OClI, it’s useful once again to look at Berkshire Hathaway. The
company’s 2018 10-K discloses that it had $172.8 billion in equity securities on the balance sheet. However,
Figure 3 (from page 79 of its 2018 10-K) discloses that its cost basis — the amount it actually paid for those
securities — was just $102.9 billion.

Figure 3: Berkshire Hathaway Cost Basis vs. Fair Value of Equity Securities — 2018

{4} Investments in eguity securities

Investments in eguity securities as of December 31, 2018 and 2017 are summarized based on the primary
industry of the investee in the table below (in millions).

Cosgt Basis Met Unrealized Gains Fair Value
December 31, 2018 =
Banks, insurance and finance 5 44,332 § 38,260 5 82,592
Consumer products 3B, 783 22,838 61,621
Commercial, industrial and other 1o J:22 2 J92 28 cid
§ 5 102,887 5 69,890 s 172,757 |

Sources: New Constructs, LLC and company filings

In terms of understanding the invested capital of the business, the cost basis is clearly the number we should
care about, as it's the actual capital Berkshire invested, and upon which it must earn a return. However, the fair
value is the number reported on the balance sheet.

Historically, it was easy to adjust the balance sheet figure to get back to the cost basis. We simply subtracted the
accumulated OCI — which included net unrealized gains — from fixed assets.

2 Harvard Business School features our Robo-Analyst research automation technology in the case New Constructs: Disrupting Fundamental
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With the adoption of ASU 2016-01, though, accumulated OCI no longer includes those unrealized gains.
Fortunately, Berkshire clearly discloses the cost basis, fair value, and net unrealized gains of their equity
securities each quarter, so we can manually recalculate accumulated OCI as it would have been under the old
rule. We add back the cumulative net unrealized gains/losses to accumulated OCI (subtracting the amount that

would be attributable to taxes and minority interests).
Figure 4 shows how applying this adjustment keeps Berkshire’s accumulated OCI| more consistent with its

historical average.

Figure 4: Berkshire Reported Vs. Adjusted Accumulated OCI: 2014-2018

Adjustments Needed to Correct Accumulated OCI
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Sources: New Constructs, LLC and company filings

Figure 5 shows how correctly calculating OCI also allows us to provide a greater degree of comparability
between Berkshire’s current and historical fixed assets.

Figure 5: Berkshire Reported Vs. Adjusted Fixed Assets: 2014-2018

Adjustments Keep Berkshire's Fixed Assets
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Sources: New Constructs, LLC and company filings

Companies That Don’t Disclose Net Unrealized Gains/Losses

Unfortunately, not all companies regularly disclose the cost basis, fair value, and accumulated unrealized
gains/losses on their securities every quarter. For these companies, we have to collect and add incremental
unrealized gains/losses in every reporting period to try to maintain comparability with historical accumulated OCI.
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Every company has to disclose the amount of unrealized gains/losses reclassified out of accumulated OCI and
into retained earnings upon adoption of the new standard, so we can apply the same treatment as we did for
Berkshire at first.

After that point, we collect the incremental unrealized gains/losses in each reporting period. We add that value —
net of estimated taxes, minority interests, and gains on sale of securities during the period — to the previously
existing value for net unrealized gains/losses. Effectively, these numbers “stack” each quarter in order to
maintain the comparability of accumulated OCI as best as we can.

This approach is suboptimal as it forces us to estimate the cost of taxes and minority interests in each reporting
period. However, it is the best option we have for companies that don’t provide full disclosure of their cumulative
unrealized gains/losses.

Impact on Financial Statements

Investors need to make these adjustments, both to the NOPAT and invested capital, in order to accurately
understand the cash flows of companies impacted by the new rule and ensure the greatest degree of
comparability with historical results.

Just accounting for the impact of ASU 2016-01 on the income statement is not enough. Investors tend to focus
on the income statement, but understanding the balance sheet is just as important to measuring the cash flows
of a business.

As Figures 4 and 5 showed, investors that don’t account for the new rule can significantly underestimate
accumulated OCI, and therefore overestimate a company’s invested capital. In turn, overestimating a company’s
invested capital will make its return on invested capital (ROIC) appear too low.

Since we know that ROIC is the primary driver of valuation, miscalculating ROIC will inherently give investors a
misleading view of a company’s value. Accordingly, we adjust for the impact of ASU 2016-01, in addition to

numerous other accounting rule changes and loopholes, to give investors the most rigorous calculation of ROIC

possible.3

This article originally published on October 30, 2019.

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

Follow us on Twitter, Facebook, LinkedIn, and StockTwits for real-time alerts on all our research.

3 This paper compares our analytics on a mega cap company to other major providers. The Appendix details exactly how we stack up.
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Footnotes adjustments matter. We are the ONLY source.

We provide ratings, models, reports & screeners on U.S. 3,000 stocks, 700 ETFs and 7,000 mutual funds.
HBS & MIT Sloan research reveals that:

e Markets are inefficiently assessing earnings because no one reads the footnotes.

e Our technology brings the material footnotes data to market for the first time ever.

Combining human expertise with NLP/ML/AIl technologies (featured by Harvard Business School), we shine a

light in the dark corners (e.g. footnotes) of hundreds of thousands of financial filings to unearth critical details.

The HBS & MIT Sloan paper, Core Earnings: New Data and Evidence, shows how our superior data drives

uniquely comprehensive and independent debt and equity research.

This paper compares our analytics on a mega cap company to other major providers. The Appendix details
exactly how we stack up.

Quotes from HBS & MIT Sloan professors on our research:
Get better research:

“...the NC dataset provides a novel opportunity to study the properties of non-operating items disclosed in 10-
Ks, and to examine the extent to which the market impounds their implications.” — page 19
Pick better stocks:

“Trading strategies that exploit cross-sectional differences in firms’ transitory earnings produce abnormal returns
of 7-to-10% per year.” — Abstract

Avoid losses from using other firms’ data:

“...many of the income-statement-relevant quantitative disclosures collected by NC do not appear to be easily
identifiable in Compustat...” — page 13

Build better models:

“Core Earnings [calculated using New Constructs’ novel dataset] provides predictive power for various measures
of one-year-ahead performance...that is incremental to their current-period counterparts.” — page 3-4

Exploit market inefficiencies:

“These results suggest that the adjustments made by analysts to better capture core earnings are incomplete,
and that the non-core items identified by NC produce a measure of core earnings that is incremental to
alternative measures of operating performance in predicting an array of future income measures.” — page 26

Fulfill fiduciary duties:

“An appropriate measure of accounting performance for purposes of forecasting future performance requires
detailed analysis of all quantitative performance disclosures detailed in the annual report, including those
reported only in the footnotes and in the MD&A.” — page 31
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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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