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Two Especially Risky Stocks in a Volatile Market
Check out this week’s Danger Zone interview with Chuck Jaffe of Money Life.

This week, we’re highlighting low-quality companies that look increasingly overvalued as market volatility rises.
Given deteriorating fundamentals and lofty expectations baked into the stock prices, investors would be wise to
avoid (or sell) these stocks. IQVIA Holdings (IQV: $138/share) and Zendesk, Inc. (ZEN: $73/share) are this

week’s Danger Zone picks.
Get the best fundamental research

Weak Fundamentals Get Exposed in Market Downturns

Market corrections expose the risks of investing without a solid understanding of a company’s fundamentals and
valuation.

Both ZEN and IQV witnessed a drop in share price alongside the market dip, but it's not enough. These stocks
could fall even further as investors sell low-quality overvalued stocks and seek refuge in strong, cash flow-
generating businesses.

The fundamentals of these businesses have deteriorated since our original Danger Zone reports. They also
share the following traits:

Negative or low return on invested capital (ROIC)
Declining core earnings

More profitable competition

Overly optimistic expectations baked into the stock price

As volatility rocks the market (recently reached highest level since 2011), investors would be wise to dump these
risky stocks.

Zendesk, Inc (ZEN) — Unattractive Rating

In a bull market, easy access to capital allowed ZEN to invest heavily to compete with the giants of the tech
world. As volatility increases and easy capital dries up, ZEN may struggle to keep up.

We first made Zendesk a Danger Zone pick in March 2018. Since then, the stock is up 58% while the S&P 500 is
up 8%. However, ZEN’s fundamentals have only gotten worse, and the stock is down 20% during the recent
market correction. This decline could be the beginning of a larger downturn should investors trim back exposure
to profitless growth stocks.

ZEN has grown revenue by 45% compounded annually since 2014. Core earningst have fallen from -$66 million
in 2014 to -$161 million in 2019, per Figure 1. The firm’s ROIC fell from -14% in 2018 to -15% in 2019 and its
-18% NOPAT margin is well below its competition. The firm is also burning through cash in its quest for growth,
and has burned -$1.5 billion in free cash flow over the past five years.

1 Our core earnings are a superior measure of profits, as demonstrated in In Core Earnings: New Data & Evidence a paper by professors at
Harvard Business School (HBS) & MIT Sloan. The paper empirically shows that our data is superior to IBES “Street Earnings”, owned by
Blackstone (BX) and Thomson Reuters (TRI), and “Income Before Special ltems” from Compustat, owned by S&P Global (SPGI).
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Figure 1: ZEN’s Revenue & Core Earnings Since 2014

ZEN's Profitless Revenue Growth

$900 $0
$800 ($20)
$700 ($40) E
T $600 - ($60) &
S| TTseol__
g 8400 Seaad (8100) €
g $300 - ($120) W
2 3200 ~o (5140) 3
$100 - . ($160)
$0 ($180)
2014 2015 2016 2017 2018 2019

mmmm Revenue = @ Core Earnings
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Economic Earnings Declining Faster Than Core Earnings

Core earnings account for unusual gains and expenses included in GAAP net income. To get the full picture of a
company’s operations and hold management accountable for capital allocation, we also analyze balance sheets
to calculate an accurate ROIC and economic earnings, the truest drivers of shareholder value.

Some notable adjustments to ZEN’s balance sheet include:

e Added $103 million in operating leases
e Added $2 million in accumulated asset write-downs
e Removed $1 million in other comprehensive income

After all adjustments, we find that ZEN’s economic earnings have worsened in each year since 2014 and have
fallen from -$79 million in 2014 to -$244 million in 2019, per Figure 2. In other words, ZEN has failed to create
true shareholder value despite rapidly growing its top line over the past few years.

Figure 2: ZEN’s GAAP Net Income, Core Earnings, and Economic Earnings Since 2014
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Shares Still Priced for Perfection

We believe the outperformance of ZEN since our initial report has been driven by noise traders myopically
focused on top-line growth and non-GAAP metrics. When we remove the accounting distortions and look at the
expectations implied by the stock price, ZEN appears significantly overvalued.

To justify its current price of $73/share, ZEN must immediately improve its NOPAT margin to 4% (compared to
-18% in 2019), which equals salesforce.com’s (CRM) TTM NOPAT margin, and grow revenue by 30%
compounded annually for the next 15 years. See the math behind this reverse DCF scenario. In this scenario,
ZEN would be generating nearly $42 billion in revenue. For reference, Zendesk estimates its total addressable
market is ~$25 billion. Furthermore, Mordor Intelligence estimates the customer engagement solutions market
will grow by 13% compounded annually through 2025.

In other words, ZEN’s current valuation implies it will grow at more than double the rate of its industry and grow
revenues to nearly two times the size of its addressable market.

For comparison, here’s another scenario. If we assume ZEN achieves a 15% NOPAT margin (average of
competitors with positive margins in Figure 3) and grows revenue by 20% compounded annually for the next
decade, the stock is worth only $46/share today — a 37% downside. See the math behind this reverse DCF
scenario.

Each of the above scenarios also assumes ZEN is able to grow revenue, NOPAT and FCF without increasing
working capital or fixed assets. This assumption is unlikely but allows us to create best-case scenarios that
demonstrate how high expectations embedded in the current valuation are. For reference, ZEN'’s invested capital
has increased by an average of $179 million (22% of revenue in 2019) a year over the past five years.

Lagging Profitability Amongst Competitors

As noted in our original article, Zendesk faces competition from some of the largest tech firms in the world. Top
competitors include salesforce.com, Oracle (ORCL), and Pegasystems (PEGA), each of which rank at or above
Zendesk in Gartner's 2019 Magic Quadrant for the Customer Engagement Center. Other competitors include
Microsoft (MSFT), Nice Systems (NICE), ServiceNow (NOW) and more. Per Figure 3, Zendesk's NOPAT
margins rank below all listed competitors and its ROIC ranks below all but two competitors.

Figure 3: Zendesk’s Profitability Ranks Last Among Competition

Company Ticker  Returnon Invested NOPAT

Capital (ROIC) Margin

Microsoft Corporation MSFT 38% 32%
Oracle Corporation ORCL 20% 30%
Nice Systems Ltd NICE 10% 14%
Nuance Communications NUAN 5% 12%
eGain Corp. EGAN 12% 9%

salesforce.com Inc. CRM 3% 4%

ServiceNow Inc NOW 54% 2%

Pegasystems Inc. PEGA -16% -10%
LivePerson Inc. LPSN -22% -17%
Zendesk, Inc. ZEN -15% -18%

Sources: New Constructs, LLC and company filings

79% of ZEN’s customers are part of its Support and Chat products. Meanwhile, many of ZEN’s competitors offer
customer engagement (chat/support/lead management/etc.) as part of a much larger suite of cloud and customer
relationship management products. These profitable offerings provide competitors significant capital to invest in
their business, expand their offerings, and increase sales & marketing efforts all while remaining profitable.
Zendesk doesn’t have that luxury.

CRM, ORCL, PEGA, and MSFT spent $9.5 billion in sales & marketing in their last fiscal quarters. Zendesk
spent $397 million in sales & marketing over the entirety of 2019. Burning cash instead of generating it puts
Zendesk at a considerable competitive disadvantage especially if debt and stock markets continue to be volatile.

Page 3 of 8


http://blog.newconstructs.com/
https://www.newconstructs.com/danger-zone-rise-of-the-noise-traders/
https://www.newconstructs.com/wp-content/uploads/2020/03/NewConstructs_DCF_ZENjustification_2020-03-09.png
https://s2.q4cdn.com/278771905/files/doc_presentations/2020/Zendesk-Investor-Day-March-2020-COO-Sales-CFO-Section.pdf
https://www.mordorintelligence.com/industry-reports/customer-engagement-solutions-market
https://www.newconstructs.com/wp-content/uploads/2020/03/NewConstructs_DCF_ZENvaluation_2020-03-09.png
https://www.newconstructs.com/wp-content/uploads/2020/03/NewConstructs_DCF_ZENvaluation_2020-03-09.png
https://www.pega.com/gartner-crm-cec-2019

>~

4 %k

¢ New Constructs®
DILIGENCE PAYS 39120

Management Not Accountable for Destroying Value

Making matters worse, for those that care about stewardship of capital, ZEN’s executive compensation plan
allows management to earn bonuses and stock options with no accountability to shareholder value. In its latest
proxy statement, ZEN disclosed executives’ annual bonuses are awarded based on these performance
objectives: revenue growth, non-GAAP operating margin, and gross bookings.

Long-term incentives are provided in the form of stock options and restricted stock units, neither of which have a
performance-based component. Instead, the options vest over a four-year period and incentivize executives to
increase share price, no matter the long-term impact on the economics of the business.

The bottom line is that executives are incentivized by metrics that have allowed execs to earn bonus awards
while destroying shareholder value. We've demonstrated through numerous case studies that ROIC, not non-
GAAP net income or similar metrics, is the primary driver of shareholder value creation. Without a change in
executive compensation, investors should expect more of the same value destruction.

IQVIA Holdings (IQV) — Unattractive Rating

We first made IQVIA a Danger Zone pick in May 2018. Since then, the stock is up 30% while the S&P 500 is up
8%. However, IQV’s fundamentals have only gotten worse, and the stock is down 16% during the recent market
correction. This decline could be the beginning of a larger downturn as investors trim back exposure to low-
quality businesses.

Since acquiring IMS Health and changing its name to IQVIA in 2016, IQV has grown revenue by 17%
compounded annually. Core earnings have fallen by 15% compounded annually over the same time, per Figure
4. The firm’s NOPAT margin has fallen in each year since the acquisition and currently sits at just 6%, which is
down from 8% in 2016. Over the same time, IQV’s ROIC fell from 10% to a bottom-quintile 3%.

Figure 4: IQV’s Revenue & Core Earnings Since 2016
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Sources: New Constructs, LLC and company filings

Economic Earnings Are Deteriorating Even Faster

We analyze balance sheets to calculate an accurate ROIC and economic earnings and made the following
adjustments to IQV’s balance sheet:

Added $531 million in operating leases

Removed $348 million in excess cash

Added $311 million in accumulated other comprehensive loss

Removed $119 million in deferred tax assets
Added $61 million in accumulated asset write-downs
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After all adjustments, we find that IQV’s economic earnings fell from $254 million in 2016 to -$514 million in
2019, per Figure 5.

Figure 5: IQV’s GAAP Net Income, Core Earnings, and Economic Earnings Since 2016
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Shares Are Significantly Overvalued

IQV has outperformed the market since our original Danger Zone report, which we think is a byproduct of IQV’s
rising non-GAAP “adjusted net income.” However, as detailed above, the firm’s true profits are in decline which
leaves shares even more overvalued.

As volatility returns to the market, investors would be wise to avoid IQV, especially given the numerous, more
profitable competitors available for purchase. Below, we use our reverse DCF model to quantify the expectations
for future profit growth baked into IQV.

To justify its current price of $138/share, IQV must immediately improve NOPAT margins to 9% (compared to
6% in 2019), and grow NOPAT by 15% compounded annually for the next 10 years. See the math behind this
reverse DCF scenario. This scenario assumes IQV can re-gain its NOPAT margin from before the Quintiles/IMS
merger (despite declining each year since) and grow NOPAT at a CAGR (15%) that is three times faster than
what it has achieved since the merger (5%).

Even if we optimistically assume IQV re-gains a 9% NOPAT margin and grows NOPAT by 13% compounded
annually for the next decade, the stock is worth only $96/share today — a 30% downside. See the math behind
this reverse DCF scenario. This scenario assumes IQV grows revenue at a CAGR of 8%, which equals the
projected growth rate of the Contract Research Organization Services market.

Each of the above scenarios also assume IQV is able to grow revenue, NOPAT, and FCF without increasing
working capital or fixed assets. This assumption is unlikely but allows us to create best-case scenarios that
demonstrate how high expectations embedded in the current valuation are. For reference, IQV’s invested capital
has increased by an average of $228 million a year for the past three years.

Lagging Profitability Amongst Competitors

While the Quintiles/IMS merger successfully created a larger company, it failed to create a more profitable one.
In fact, just the opposite. IQV’'s NOPAT margins and ROIC were higher in the years before the merger than they
were in 2019.

More importantly, the merger opened up IQV to additional competition, in both the healthcare data and contract
research organization markets. Per Figure 6, IQVIA’s NOPAT margin and ROIC rank below all publicly traded
competitors listed in its 10-K.
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Figure 6: IQV’s Low Profitability Limits Competitiveness

Return on Invested NOPAT

T Vet Capital (ROIC)  Margin
Veeva Systems Inc. VEEV 185% 25%
Infosys Ltd INFY 24% 16%
ICON, PLC ICLR 25% 15%
Cognizant Technology Solutions CTSH 20% 12%
International Business Machines IBM 7% 12%
Accenture, PLC ACN 32% 11%
Nielsen N.V. NLSN 5% 11%
PRA Health Sciences, Inc. PRAH 10% 9%
Syneos Health Inc. SYNH 4% 6%
IQVIA Holdings, Inc. Qv 3% 6%

Sources: New Constructs, LLC and company filings

Going forward, some of the world’s most successful tech firms will put additional pressure on IQV. Alphabet,
directly and through its subsidiaries is providing healthcare and life sciences data and analytics. Amazon,
through its AWS Data Exchange, recently partnered with Deloitte to create a more efficient and secure
healthcare data system. Apple, through its iPhones and Apple watches, helps institutions conduct healthcare
studies using clinical trial participants, which can then be leveraged to better medical research and treatments.

Each of these firms are among the most experienced in data analytics, cloud software, and even machine
learning and Al. Their ability to funnel resources (lots of cash and expertise) from other business lines into
healthcare data analytics can drive down profitability across the industry as other firms lose pricing leverage and
sacrifice margins to compete.

Management Still Not Accountable to Creating Shareholder Value

We criticized IQVIA’s executive compensation plan in our original report, and it's no better now. Per the firm’s
most recent proxy statement, short-term incentive awards are tied to revenue and adjusted EBITDA goals. Long-
term incentive awards are tied to total stockholder return (TSR) and adjusted diluted EPS.

We've previously highlighted the problems with using adjusted EBITDA in executive compensation and none of
the other metrics used in IQVIA’s plan are tied to true shareholder value creation. Three of the metrics, revenue,
adjusted EBITDA, and adjusted EPS can be boosted through acquisitions or accounting loopholes that exclude

real costs of the business. In addition, we’'ve seen the pitfalls of tying executive compensation to TSR.

The bottom line here is that IQVIA’s executive compensation plan rewards executives while shareholder value is
destroyed. Investors deserve better corporate governance.

The Importance of Fundamentals & Quantifying Expectations

In volatile markets like the one we’re in today, it pays to incorporate fundamentals into investment decision
making. Fundamentals need not be 100% of your process, but they should not be 0%. And, if you're relying on
fundamentals at any level, it pays to make sure you have accurate fundamentals. Investors should not make
decisions based on incomplete or less accurate data than what is available. Our Company Valuation Models
incorporate all the data from financial filings to truly assess whether a firm is under or overvalued and get an
accurate representation of the risk/reward of a stock. For ZEN and IQV, the risk/reward does not look good.

This article originally published on March 9, 2020.

Disclosure: David Trainer, Kyle Guske Il, and Matt Shuler 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.
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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:

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

e Corporate managers hide gains/losses in footnotes to manage earnings.

¢ 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.

Learn more.
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 20

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 14

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 4

Exploit market inefficiencies:

“These results ... suggest that the adjustments made by analysts and Compustat to better capture core earnings
are incomplete. Moreover, 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 33-34
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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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