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Too Much Goodwill: A Red Flag For Your Portfolio

Analysts and investors tend to spend very little time on Goodwill when looking at financial statements. Like most
of the balance sheet, it gets glossed over as people rush to the income statement to find revenue and EPS, the
headline numbers that supposedly “drive” stock performance.

In reality, Goodwill is an important number to keep an eye on. Since it reflects the money paid for acquisitions
above the market value of the acquired company, it can signal overpayment, reckless spending, and the
potential for damaging write-downs in the near future. We’ve warned in the past of how write-downs destroy
shareholder value.

Goodwill is an especially important number to look at these days, as big acquisitions are happening at a nearly
unprecedented pace. The total dollar amount of global mergers and acquisitions hit $3.5 trillion in 2014, up 47%
from the year before. There were 95 deals valued at $5 billion or more. That's a lot of Goodwill hitting a lot of
balance sheets. M&A activity in 2015 has been even stronger.

Figure 1: These Stocks Get the Goodwill Red Flag

Company Ticker

HomeAway AWAY
Carbonite CARB
MDC Partners MDCA
Arthur J. Gallagher | AJG
IPC Healthcare IPCM
Proofpoint PFPT
CoStar Group CSGP
Adobe ADBE
IHS Inc. IHS
Verint Systems VRNT

Sources: New Constructs, LLC and company filings.

Acquisitions Tend To Be Value Destroying

Academic research has consistently shown that large mergers and acquisitions tend to be value destroying for
the acquiring shareholders. One study by KPMG found that only 17% of deals added value, 30% had no effect,
and 53% actually destroyed value. Other researchers have come up with different numbers, but the vast majority
agrees that more than half of mergers fail to create value.

This reality appears to be disconnected from market perception of M&A. The evidence is clear that mergers and
acquisitions are, at best, a highly risky and suboptimal way to create shareholder value, yet businesses continue
to carry them out at a rapidly increasing rate. There are two primary drivers of this disconnect.

For one, mergers and acquisitions can result in hefty payouts for the executives and insiders at the heart of the
decision making process. Look at the massive sums of money executives and investment bankers stand to make
from the upcoming Charter-Time Warner Cable merger. With such lucrative potential rewards, these insiders
have a vested interest in propagating the myth that acquisitions are good for shareholders.

This is accomplished through the outsized focus on accounting earnings per share in equity analysis. Investors
buy into these deals on the premise that they will increase earnings, ignoring the fact that earnings accretion is a
mirage. Accounting earnings don’t create value, economic earnings do.
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Figure 2: Economic Earnings Drive Valuations
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Sources: New Constructs, LLC and company filings. Excludes outlier Lorillard, which has negative invested capital.

As shown in Figure 2, economic earnings, which measure the difference between return on invested capital
(ROIC) and weighted average cost of capital (WACC) explain most of the difference in valuations for companies
in the S&P 500.

Another reason acquisitions continue to occur at such a high rate is the “valence effect”, the psychological
tendency to overestimate the probability of positive outcomes and underestimate the probability of negative
ones. Executives, analysts, and investors all fall prey to the idea that this specific acquisition is more likely to
succeed, even though the majority of past ones have failed.

Tracking Goodwill and write-downs allows us to see the valence effect in action. Goodwill represents the
estimated value of an acquisition on top of the tangible assets. Write-downs occur when it is discovered that the
true value is lower than the estimated value. Figure 3 shows that large write-downs (also known as impairments)
are directly correlated with big acquisitions that result in Goodwill.
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Figure 3: The Bigger The Acquisition, The More Value Destroyed
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Sources: New Constructs, LLC and company filings.

The data is clear. Acquiring companies consistently overstate the value of deals and end up having to undergo
costly write-downs in the future when those deals don’t work out as expected.

Higher Goodwill=Lower Returns

Of course, Goodwill and impairments aren’t of direct concern to investors. Ultimately, everyone cares about
returns in the market. We've already shown that economic earnings drive returns and overpriced acquisitions
hurt economic earnings. Additionally, the data shows a correlation between large impairments and market

crashes, as seen in Figure 4.
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Figure 4: Impairments Spike Higher During Market Crashes
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Big acquisitions artificially inflate book value and accounting earnings, leading to a gap between market
valuations and economic book value. A bullish market can prop up this artificial value, but when market
sentiment turns bearish, we tend to see that Goodwill wiped off the books in a dramatic manner.

Overpriced acquisitions that create excessive Goodwill don’t just create risks during a market crash; they can
lead to long-term underperformance. Take consumer goods giant Procter & Gamble (PG) as an example. On
October 1, 2005, PG completed the acquisition of Gillette for over $50 billion, $35 billion of which was recorded
as Goodwill. Overall, its Goodwill as a percentage of total invested capital spiked to 48%.

PG’s underperformance since that date is striking. Its 30% return is less than half of the S&P 500’s 70% return.
Major competitors Unilever (UL) and Colgate Palmolive (CL) have gained 83% and 150% respectively, while the
entire consumer staples sector is up 110%. PG has underperformed its peers both during the market crash of '08
and the ensuing bull market.

Digging into the numbers, we see that the acquisition was accretive to PG’s EPS but hurt economic earnings.
PG’s ROIC dropped from 16% in fiscal year 2005 (which ended in June of that year) to 11% the following year,
and has hovered around 10% ever since. While PG’s has grown EPS by 69% since the acquisition, its economic
earnings per share have declined by 3%.

Watch The Red Flags

Like any metric, Goodwill should not be analyzed in isolation. An acquisition of a high ROIC business might
create a significant amount of goodwill due to the low level of reported assets but still improve economic
earnings. A thorough analysis of any specific company or acquisition requires an analysis of numerous factors.

That being said, even an acquisition of a good company can be highly risky if done at the wrong price. Take, for
example, Intel’s (INTC) recently announced $16.7 billion acquisition of Altera (ALTR). We’ve been bullish on
INTC for some time and continue to rate it as Very Attractive. While we’re more mixed on ALTR, we do love its
78% ROIC. Additionally, the deal makes some strategic sense, as ALTR’s field-programmable gate display
(FPGA) technology could help shore up INTC’s datacenter business while expanding its reach in connected
devices and the Internet of Things (loT).
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The high price, however, should raise some major concerns for investors. After subtracting net cash, the deal is
worth roughly $14 billion. Most of the value will be recorded as Goodwill, which will likely increase INTC’s
Goodwill as a percentage of Invested Capital from ~15% to above 25%. Even worse, ALTR’s TTM after-tax
operating profit (NOPAT) of $470 million gives the deal an ROIC of just 3.4%, well below INTC’s WACC of 7.3%.

Our bullishness on INTC has been due in part to its impressive 20% ROIC, so it's disappointing to see it commit
so much capital at such a low rate of return. The high price means that ALTR and INTC must have enormous
synergies in order to create value for shareholders and the odds of value-destroying write-downs in the future
are high. Here’s a useful model for how to measure the implied synergies and incremental ROIC of an
acquisition.

Goodwill doesn’t make it into the headlines very often, but it's a number that astute investors should keep an eye
on. For both individual companies and the broader market, high levels of acquisition activity and Goodwill can be
a sign of future impairments and underperformance.

At-Risk Stocks

Figure 5 shows 10 stocks that we believe to be at a large risk for significant asset write-downs in the near future.
These companies have all completed major acquisitions in the past two years, earn our Dangerous-or-worse
rating, and have extremely high levels of Goodwill as a percent of Invested Capital.

Figure 5: Companies At Risk of Write-Downs

Goodwill as a

Company % of Capital = Acquisition Overall Rating
HomeAway AWAY 90% | Stayz Pty Dangerous
Carbonite CARB 85% | MailStore Dangerous
MDC Partners MDCA 81% | Various Dangerous
Arthur J. Gallagher | AJG 76% | Crombie/OAMPS | Dangerous
IPC Healthcare IPCM 75% | Various Dangerous
Proofpoint PFPT 74% | Nexgate Dangerous
CoStar Group CSGP 70% | Apartments.com | Dangerous
Adobe ADBE 70% | Neolane Dangerous
IHS Inc. IHS 67% | Various Very Dangerous
Verint Systems VRNT 66% | KANA Dangerous

Sources: New Constructs, LLC and company filings.

Vacation rental website HomeAway (AWAY) tops the list. AWAY currently has $471 million in Goodwill on its
balance sheet and just $526 million in invested capital. The majority of its non-cash assets could be written off
the books at any time.

AWAY has a history of overpaying for acquisitions, most recently with its $197 million deal for Australian rental
website Stayz in 2013. $178 million of the purchase price was attributed to Goodwill. As of yet, none of that
Goodwill, or the Goodwill for any of AWAY’s acquisitions, has been written down.

We can see that the Stayz acquisition has already hurt shareholders, as AWAY’s ROIC fell from 7% in 2013 to
4.8% in 2014. Moreover, the stock itself has dropped 15% since the completion of the acquisition. Given the high
price of the acquisition and the poor performance of the company since, it would not be surprising to see AWAY
forced to record a significant write-down in the near future.
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New Constructs® — Profile

How New Constructs Creates Value for Clients

1. Superior Recommendations — Our stock picks consistently outperform. See our track record
in our stock-picking accolades and Proof Is In Performance reports.

2. More Accurate Research — Our patented Research Platform for reversing accounting
distortions and discounted cash flow analysis leverages better data to deliver smarter research.

3. Time Savings — We check the fine print in thousands of corporate filings so you don't have to.
As reported by Barron’s, our expertise in analyzing SEC filings delivers Hidden Gems and Red
Flags that drive long-term stock-picking success.

4. Transparency — We are proud to share the results of our analysis of over 50,000 10Ks. See
the Corporate Disclosure Transgressions report we provided the SEC. Our reports detail all
data and assumptions. Company Models enable users to change them.

5. Obijectivity — New Constructs is an independent research firm, not tied to Wall Street or
investment banking services. Our models are driven by comprehensive high-quality data not
stories. See our presentation to the Senate Banking Committee, the SEC and many others in
DC.

Our Philosophy About Research

Accounting data is not designed for equity investors, but for debt investors. Accounting data must be
translated into economic earnings to understand the profitability and valuation relevant to equity
investors. Respected investors (e.g. Adam Smith, Warren Buffett and Ben Graham) have repeatedly
emphasized that accounting results should not be used to value stocks. Economic earnings are what
matter because they are:

1. Based on the complete set of financial information available.
2. Standard for all companies.
3. A more accurate representation of the true underlying cash flows of the business.

Additional Information

Incorporated in July 2002, New Constructs is an independent publisher of investment research that
provides clients with consulting and research services. We specialize in quality-of-earnings, forensic
accounting and discounted cash flow valuation analyses for all U.S. public companies. We translate
accounting data from 10Ks into economic financial statements, i.e. NOPAT, Invested Capital, and
WACC, to create economic earnings models, which are necessary to understand the true profitability
and valuation of companies. Visit the Free Archive to download samples of our research. New
Constructs is a BBB accredited business and a member of the Investorside Research Association.
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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.

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.

Copyright New Constructs, LLC 2003 through the present date. All rights reserved.
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