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FCF to Debt: Unscrubbed Data Creates Misleading Credit Ratings

To demonstrate the difference our proprietary Adjusted Fundamental data makes, we are writing a series of
reports that show how our Credit Ratings are more reliable than legacy firms’ ratings. This first report compares
our “Adjusted” Free Cash Flow (ECF) to Debt ratio to the “Traditional” ratio based on unscrubbed financial data.
FCF to Debt is one of the 5 ratios that drives our Credit Ratings. Get explanations and comparisons for the other

four metrics here.
Learn more about the best fundamental research

No Bias, More Coverage, and Better Analytics: A New Paradigm for Credit Ratings

For too long, legacy providers, e.g. Moody’s, S&P, and Fitch, have dominated the credit ratings industry.
Controversy surrounding these providers’ conflicts of interest during the Financial Crisis is well documented, yet
conflicts of interest persist because these firms get paid so much by the companies they rate. Our Credit Ratings
are free of conflicts of interest and also offer:

e more coverage: ~2,700 companies vs. ~1,500 for S&P
¢ more frequent updates: we update all ~2,700 of our credit ratings quarterly while S&P updates ratings for
~400 companies per year

Most importantly, superior fundamental data drives material differences in our Credit Ratings and research
compared to legacy firms’ research and ratings. This report will show how FCF to Debt ratings for 54% of S&P
500 companies are misleading because they rely on unscrubbed data.

We will also detail the differences that better data makes at the aggregate’, i.e. S&P 5002, level and the
individual company level (see Appendix) so readers can easily quantify the benefits of our superior data.

Unscrubbed FCF Is Highly Overstated for the S&P 500

We use 3-year average FCF as the numerator for the FCF to Debt ratio. Figure 1 shows the difference between
Traditional 3-Year Average FCF and our Adjusted 3-Year Average FCF since 2016. Over the TTM, Traditional 3-
Year Average FCF is overstated by $689 billion, or 51% of the Traditional 3-Year Average FCF.

Figure 1: Traditional Vs. Adjusted 3-Year Average FCF for S&P 500
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Sources: New Constructs, LLC and company filings.

' We calculate the S&P 500 Traditional and Adjusted 3-Year Average FCF by aggregating the results for all current members of the S&P 500.
2 |n this analysis, we use the 494 companies for which we have data back to 2016 and are currently in the S&P 500.
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Unscrubbed Total Debt Is Understated for the S&P 500

We use total debt as the denominator for the FCF to Debt ratio. Our Adjusted Total Debt provides a more
complete view of the fair value of a firm’s total short-term, long-term, and off-balance sheet debt. Over the trailing
twelve months (TTM), Traditional Total Debt is understated by $595 billion, or 7% of Traditional Total Debt.

Figure 2: Traditional Vs. Adjusted FCF to Debt for S&P 500
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Sources: New Constructs, LLC and company filings.

Inflated Numerators + Deflated Denominators = Overstated Ratios

Better inputs yield better outputs. After reviewing Figures 1 and 2, we are not surprised to see in Figure 3 how
much higher the Traditional FCF to Debt ratio is compared to our Adjusted version. In the TTM, the Traditional
FCF to Debt ratio is more than twice the Adjusted FCF to Debt ratio.

Figure 3: Traditional Vs. Adjusted FCF to Debt Ratio for S&P 500
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Sources: New Constructs, LLC and company filings.
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The Five Most Under/Overstated FCF to Debt Ratios in the S&P 500

Given the large difference we see in the results at the aggregate level, we are not surprised to see very large
differences at the individual company level. Figure 4 lists ten S&P 500 companies with most understated and
overstated FCF to Debt ratios, by total difference over the TTM.

Note: we detail the data and disclosures that drive the differences in Traditional versus Adjusted FCF and Debt
for Monolithic Power Systems’ (MPWR) and T. Rowe Price Group’s (TROW) in the Appendix to this report.

Figure 4: Select Companies with Under/Overstated FCF to Debt: TTM

Traditional Adjusted

UELEE L FCF to Debt Ratio FCF to Debt Ratio /ierence
Most Understated
MPWR | Monolithic Power Systems Inc (4) 11 (15)
MNST | Monster Beverage Corp 40 54 (14)
BIO Bio-Rad Laboratories, Inc. 1 12 (11)
CTVA | Corteva Inc. <1 10 (10)
ABMD | Abiomed Inc. 14 21 (8)
Most Overstated
TROW | T. Rowe Price Group, Inc. 11 10 2
CTSH | Cognizant Technology Solutions Corp 2 <1 1
FFIV F5 Networks Inc 1 <0 1
LIN Linde, PLC <1 (1) 1
CRM salesforce.com Inc. <1 (1) 1

Sources: New Constructs, LLC and company filings.

Ratings Based on Traditional Ratios Are Misleading

Not surprisingly, these large differences between Traditional and Adjusted ratios drive large differences in the
Credit Ratings we derive for FCF to Debt.

Figure 5 shows how our Credit Ratings align with legacy firms’ ratings systems and the percentage of Traditional
FCF to Debt ratings that are different from ratings based on Adjusted ratios for companies in the S&P 500.
Overall, 54% of the Traditional FCF to Debt ratings are different from our Adjusted FCF to Debt rating because
they rely on unscrubbed data.

As we explain in our Credit Ratings methodology, we set the FCF to Debt ratio thresholds so that the distribution
of our ratings is comparable to the distribution of ratings for legacy firms. We use the Traditional version of the
FCF to Debt ratio to set thresholds so that the difference in our ratings comes from the difference in our data.

Figure 5: S&P 500%: Percent of Traditional FCF to Debt Ratings that Are Misleading
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Sources: New Constructs, LLC and company filings.

Figure 6 provides more details on the number of companies whose Traditional FCF to Debt ratings are different
from the rating based on Adjusted FCF to Debt ratios.

3 Due to a lack of a sufficient number of available filings to calculate a Traditional FCF to Debt ratio over the TTM, we exclude Amcor Plc
(AMCR), Carrier Global Corp (CARR), and Otis Worldwide Corp (OTIS) from this analysis.
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For example, 48 out of 123 (39%) companies that earn a Very Attractive FCF to Debt rating based on the
Traditional ratio earn a different rating based on the Adjusted ratio.

Figure 6: S&P 500%: Number of Misleading Traditional FCF to Debt Ratings
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Sources: New Constructs, LLC and company filings.

We dedicate the Appendix of this report to showing readers exactly how our Adjusted values for FCF and total
debt are different and better than the unscrubbed versions.

This article originally published on June 21, 2021.

Disclosure: David Trainer, Kyle Guske I, Alex Sword, and Matt Shuler receive no compensation to write about
any specific stock, style, or theme.

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

4 Due to a lack of a sufficient number of available filings to calculate a Traditional FCF to Debt ratio over the TTM, we exclude Amcor Plc
(AMCR), Carrier Global Corp (CARR), and Otis Worldwide Corp (OTIS) from this analysis.
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Appendix: Auditing the Differences in Traditional Vs. Adjusted Values

This Appendix will show exactly how our Adjusted values for FCF and debt differ from the Traditional versions for
two companies Monolithic Power Systems and T. Rowe Price.

Monolithic Power Systems: The Difference in Traditional Vs. Adjusted Values

Figure 7 shows the differences between the two components of the FCF to Debt ratio, 3-year average FCF and
total debt for Monolithic Power Systems (MPWR). The difference between Monolithic Power Systems’ Traditional
3-Year Average FCF and Adjusted 3-Year Average FCF is -$108 million, or 499% of Traditional 3-Year Average
FCF. The difference between Traditional Total Debt and Adjusted Total Debt is $2 million, or 46% of Traditional
Total Debt.

Figure 7: Monolithic Power Systems: Traditional Vs. Adjusted FCF to Debt Components

3-Year FCF ($mm) Total Debt ($mm) FCF to Debt Ratio
Traditional ($22) $5 (4)

Adjusted $87 $8 11
Difference

Sources: New Constructs, LLC and company filings.

Reconciling Monolithic Power Systems’ Traditional and Adjusted 3-Year Average FCF

The primary driver of Monolithic Power Systems’ understated FCF to Debt ratio is understated 3-year average
FCF. Figure 8 shows the firm’s Traditional and Adjusted 3-Year Average FCF have diverged since 2016.

Figure 8: Monolithic Power Systems: Traditional Vs. Adjusted 3-Year Average FCF: 2016-TTM
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Sources: New Constructs, LLC and company filings.

The differences between Traditional 3-Year Average FCF and Adjusted 3-Year Average FCF are driven by the
differences between:

1. NOPAT and EBIT after tax
2. change in net working capital vs. change in adjusted net working capital, and
3. the change in adjusted fixed assets® vs. depreciation and amortization - CAPEX.

5 The Adjusted FCF used in our Credit Ratings accounts for the impact of acquisitions on the firm’s fixed assets. Over the TTM, however,
Monolithic Power Systems’ 3-year average Adjusted FCF equals its 3-year average Adjusted FCF excluding acquisitions.
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For Monolithic Power Systems, those differences are:

e The difference between NOPAT and EBIT after tax is $0.
e The difference between change in net working capital and adjusted net working capital is $112 million.
e The difference between change in adjusted fixed assets vs. depreciation and amortization - CAPEX is

-$96 million.

Figure 9 reconciles Monolithic Power Systems’ Traditional 3-Year Average FCF and Adjusted 3-Year Average

FCF and details each of the differences listed above.

Figure 9: Monolithic Power Systems: 3-Year Average Adjusted Vs. Traditional FCF Detailed Comparison

3-Year Avg Adjusted FCF (TTM)

| 3-Year Avg Traditional FCF (TTM)  Difference

($mm)

Item

$ (mm)

3-Year Average Reported EBIT $137
+ 3-Year Average Net Non-Operating ($0)
Expense Hidden in Operating Earnings
+ 3-Year Average Asset Write-Downs $0
Hidden in Operating Earnings
+ Interest for PV of Operating Leases $0
= 3-Year Average NOPBT $137
- 3-Year Average Cash Operating Taxes $5

= 3-Year Average NOPAT $132

3-Year Average Change in Required

Cash ($2)
3-Year Average Change in Accounts $36
Receivable/Inventory/Other

3-Year Average Change in Current Assets $33
3-Year Average Change in NIBCL $38
3-Year Average Change in Hidden %0
Short-Term Operating Lease Liabilities

3-Year Average Change in Current $38

Liabilities

= 3-Year Average Change in

Adjusted Working Capital

3-Year Average Change in Fixed Assets’

3-Year Average Change in Asset Write-
Downs After Tax

3-Year Average Change in Accumulated
OCl

3-Year Average Change in Off-Balance-
Sheet Operating Leases

= 3-Year Average Change in
Adjusted Fixed Assets

3-Year Avg FCF

$ (mm)

3-Year Average Reported EBIT $137

- 3-Year Average Cash $5

Operating Taxes®
= 3-Year Average EBIT
After Tax $132 30

3-Year Average Change in

Cash and Equivalents $111
3-Year Average Change in
Accounts $36
Receivable/Inventory/Other
3-Year Average Change in $146
Current Assets
3-Year Average Change in
NIBCL $38
3-Year Average Change in %1
Short-Term Debt
3-Year Average Change in $38

Current Liabilities
= 3-Year Average
Change in Working

Capital

3-Year Average Depreciation
& Amortization

3-Year Average CAPEX

$16
($62)

= 3-Year Average

Depreciation &
Amortization - CAPEX

3-Year Avg Traditional

FCF ($22)

($108)

Sources: New Constructs, LLC and company filings.

6 We calculate the Cash Operating Taxes applied to Reported EBIT and NOPBT using the same cash operating tax rate.
7 Fixed assets include Net Property, Plant, and Equipment, Goodwill, net, Net Other Intangibles, Long-term Restricted Cash, and Other Fixed

Assets.
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Reconciling Monolithic Power Systems’ Traditional and Adjusted Total Debt

Figure 10 compares Monolithic Power Systems’ Traditional Debt and Adjusted Debt since 2016. The difference
over the TTM between the reported net present value (NPV) of operating lease liability of $5.4 million and our
adjusted NPV of operating lease liability of $7.9 million drives the -$2.5 million difference between Monolithic
Power Systems’ Traditional and Adjusted Total Debt.

Figure 10: Monolithic Power Systems: Traditional Vs. Adjusted Total Debt: 2016-TTM
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Sources: New Constructs, LLC and company filings.

Monolithic Power Systems’ FCF to Debt Ratio Is Understated

With understated 3-year FCF and total debt, Monolithic Power Systems FCF to Debt ratio has the largest
difference between Traditional and Adjusted of all companies in the S&P 500. Per Figure 11, Monolithic Power
Systems’ FCF to Debt has been largely understated since 2017.

Figure 11: Monolithic Power Systems: Traditional Vs. Adjusted FCF to Debt Ratio: 2016-TTM
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Sources: New Constructs, LLC and company filings.
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T. Rowe Price: The Difference in Traditional Vs. Adjusted Values

Figure 12 shows the difference between T. Rowe Price’s Traditional 3-Year Average FCF and Adjusted 3-Year
Average FCF is $190 million, or 12% of Traditional 3-Year Average FCF. The difference between Traditional
Total Debt and Adjusted Total Debt is -$3 million, or just -2% of Traditional Total Debt.

Figure 12: T. Rowe Price: Traditional Vs. Adjusted FCF to Debt Components

3-Year FCF ($mm) Total Debt ($mm) FCF to Debt Ratio
Traditional $1,621 $146 11.1

Adjusted $1,431 $149 9.6
Difference $190 1.5

Sources: New Constructs, LLC and company filings.

Reconciling T. Rowe Price’s Traditional and Adjusted 3-Year Average FCF

Nearly all the difference between T. Rowe Price’s Traditional and Adjusted FCF to Debt ratio is driven by the
difference between its Traditional 3-Year Average FCF and Adjusted 3-Year Average FCF, which is illustrated in
Figure 13.

Figure 13: T. Rowe Price: Traditional Vs. Adjusted 3-Year Average FCF: 2016-TTM
T. Rowe Price's Overstated 3-Year FCF
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Sources: New Constructs, LLC and company filings.

The following is a summary of the differences when calculating T. Rowe Price’s TTM Adjusted 3-Year Average
FCF:

e The difference between NOPAT and EBIT after tax is -$5 million.
e The difference between change in net working capital and adjusted net working capital is $0.

e The difference between change in adjusted fixed assets® vs. depreciation and amortization - CAPEX is -
$232 million.

Figure 14 reconciles T. Rowe Price’s Traditional 3-Year Average FCF and Adjusted 3-Year Average FCF and
details each of the differences listed above.

8 The Adjusted FCF used in our Credit Ratings accounts for the impact of acquisitions on the firm'’s fixed assets. Over the TTM, T. Rowe
Price’s 3-year average Adjusted FCF of $1,431 million is equal to its 3-year average Adjusted FCF excluding acquisitions.
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Figure 14: T. Rowe Price: 3-Year Average Adjusted Vs. Traditional FCF Detailed Comparison

3-Year Avg Adjusted FCF (TTM)

$ (mm)
3-Year Average Reported EBIT $2,977
+ Interest for PV of Operating Leases $6
= 3-Year Average NOPBT $2,984

- 3-Year Average Cash Operating Taxes $685

= 3-Year Average NOPAT

3-Year Average Change in Required

Cash $780
3-Year Average Change in Accounts $97
Receivable/Inventory/Other

3-Year Average Change in Current Assets $878
3-Year Average Change in NIBCL $224

3-Year Average Change in Hidden $0
Short-Term Operating Lease Liabilities
3-Year Average Change in Current
Lo $224
Liabilities

= 3-Year Average Change in

Adjusted Working Capital

3-Year Average Change in Fixed Assets® $216
3-Year Average Change in Accumulated $8
OcCl

3-Year Average Change in Off-Balance- ($17)

Sheet Operating Leases
3-Year Average Change in Hidden $7
Deferred Tax Assets

= 3-Year Average Change in

Adjusted Fixed Assets

3-Year Avg FCF $1,431

3-Year Avg Traditional FCF (TTM)

Item
3-Year Average Reported EBIT

- 3-Year Average Cash
Operating Taxes®
= 3-Year Average EBIT
After Tax
3-Year Average Change in
Cash and Equivalents
3-Year Average Change in
Accounts
Receivable/Inventory/Other
3-Year Average Change in
Current Assets
3-Year Average Change in
NIBCL
3-Year Average Change in
Short-Term Debt
3-Year Average Change in
Current Liabilities
= 3-Year Average
Change in Working
Capital
3-Year Average Depreciation
& Amortization

3-Year Average CAPEX

= 3-Year Average
Depreciation &
Amortization - CAPEX
3-Year Avg Traditional
FCF

Difference
$(mm)  (Smm)
$2,977
$684

$2,294

$780

$97

$878

$224

$224

$654 $0

$183
($201)

$1,621 $190

Sources: New Constructs, LLC and company filings.

Reconciling T. Rowe Price’s Traditional and Adjusted Total Debt

Figure 15 shows T. Rowe Price’s Traditional Debt and Adjusted Debt since 2016. The difference over the TTM
between T. Rowe Price’s reported NPV of operating lease liability of $146 million and our adjusted NPV of
operating lease liability of $149 million drives the -$3 million difference between its Traditional and Adjusted Total

Debit.

® We calculate the Cash Operating Taxes applied to Reported EBIT and NOPBT using the same cash operating tax rate.
'° Fixed assets include Net Property, Plant, and Equipment, Goodwill, net, Net Other Intangibles, Unconsolidated Subsidiary Assets, and

Other Fixed Assets.
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Figure 15: T. Rowe Price: Traditional Vs. Adjusted Total Debt: 2016-TTM
T. Rowe Price's Traditional & Adjusted Total Debt
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Sources: New Constructs, LLC and company filings.
T. Rowe Price’s FCF to Debt Ratio Is Overstated

T. Rowe Price’s Traditional FCF to Debt ratio rose from 10.5 in 2020 to 11.1 TTM, while its Adjusted FCF to Debt
ratio fell from 9.9 to 9.6 over the same time. Per Figure 16, T. Rowe Price’s Traditional FCF to Debt ratio has
been overstated since 2016.

Figure 16: T. Rowe Price: Traditional Vs. Adjusted FCF to Debt Ratio: 2016-TTM
2 T. Rowe Price's Overstated FCF to Debt Ratio

11

10

(o]

FCF to Debt Ratio

2016 2017 2018 2019 2020 TT™
e» a» Traditional FCF to Debt Ratio e=ssss Adjusted FCF to Debt Ratio

Sources: New Constructs, LLC and company filings.
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It’s Official: We Offer the Best Fundamental Data in the World

Many firms claim their research is superior, but none of them can prove it with independent studies from highly-
respected institutions as we can. Three different papers from both the public and private sectors show:

1. Legacy fundamental datasets suffer from significant inaccuracies, omissions and biases.

2. Only our “novel database” enables investors to overcome these flaws and apply reliable fundamental
data in their research.

3. Our proprietary measures of Core Earnings and Earnings Distortion materially improve stock picking and
forecasting of profits.

Best Fundamental Data in the World

Forthcoming in The Journal of Financial Economics, a top peer-reviewed journal, Core Earnings: New Data &
Evidence proves our Robo-Analyst technology overcomes material shortcomings in legacy firms’ data collection
processes to provide superior fundamental data, earnings models, and research. More details.

Key quotes from the paper:

o “[New Constructs’] Total Adjustments differs significantly from the items identified and excluded from
Compustat’s adjusted earnings measures. For example... 50% to 70% of the variation in Total
Adjustments is not explained by S&P Global’s (SPGI) Adjustments individually.” — pp. 14, 1%t para.

¢ “Afinal source of differences [between New Constructs’ and S&P Global’s data] is due to data collection
oversights...we identified cases where Compustat did not collect information relating to firms’ income
that is useful in assessing core earnings.” — pp. 16, 2" para.

Superior Models

A top accounting firm features the superiority of our ROIC, NOPAT and Invested Capital research to Capital 1Q &
Bloomberg’s in Getting ROIC Right. See the Appendix for direct comparison details.

Key quotes from the paper:

e “...an accurate calculation of ROIC requires more diligence than often occurs in some of the common,
off-the-shelf ROIC calculations. Only by scouring the footnotes and the MD&A [ as New Constructs does]
can investors get an accurate calculation of ROIC.” — pp. 8, 5™ para.

e “The maijority of the difference...comes from New Constructs’ machine learning approach, which
leverages technology to calculate ROIC by applying accounting adjustments that may be buried deeply
in the footnotes across thousands of companies.” — pp. 4, 2" para.

Superior Stock Ratings

Robo-Analysts’ stock ratings outperform those from human analysts as shown in this paper from Indiana’s Kelley
School of Business. Bloomberg features the paper here.

Key quotes from the paper:

e “the portfolios formed following the buy recommendations of Robo-Analysts earn abnormal returns that
are statistically and economically significant.” — pp. 6, 3" para.

e “Our results ultimately suggest that Robo-Analysts are a valuable, alternative information intermediary to
traditional sell-side analysts.” — pp. 20, 3" para.

Our mission is to provide the best fundamental analysis of public and private businesses in the world and make it
affordable for all investors, not just Wall Street insiders.

We believe every investor deserves to know the whole truth about the profitability and valuation of any company
they consider for investment. More details on our cutting-edge technology and how we use it are here.
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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 two 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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