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Important Disclosure Information is contained on the last page of this report.   
The recipient of this report is directed to read these disclosures. 

 

Long Idea: Wells Fargo & Company (WFC) 
In the search for safe investments in today’s volatile markets, investors should focus on companies that have a 
history of creating shareholder value, the ability to earn quality returns on capital, and an undervalued stock. This 
week’s Long Idea, Wells Fargo & Company (WFC: $53/share) not only fits the description of a safe investment, 
but its shares are also greatly undervalued, which gives long-term investors an excellent investing opportunity.  

Profitable Through All Economic Cycles 
Wells Fargo has run an increasingly profitable business by adopting a strategy that some would describe as 
boring; focusing on the basics of banking: deposits and loans. Since 1998 the company has grown after-tax profit 
(NOPAT) by 15% compounded annually. The blip seen in Figure 1 involved Wells’ acquisition and integration of 
beleaguered Wachovia, which more than doubled Wells Fargo’s asset base.  

Figure 1: WFC Profit Growth Is Robust 
 

 
 

Sources: New Constructs, LLC and company filings 

Wells Fargo has emerged from the financial crisis as the most profitable of the big four banks in the United 
States. The company currently earns a return on invested capital (ROIC) of 10%, up from 8% in 2010. 

Additionally, over the past four years Wells Fargo has generated a cumulative $26 billion in free cash flow and 
currently has a FCF yield of 6%, also the highest among the big four U.S. banks. 
A Business Model That Beats the Competition 
In 3Q15, when JPMorgan Chase (JPM), Bank of America (BAC), and Citigroup (C) all reported year-over-year 
revenue declines, Wells Fargo grew revenue by 3%. Without a substantial gain/loss from trading operations, 
Wells Fargo is able to focus on growing a more sustainable core business. In 3Q15, Wells Fargo’s deposits 
totaled a record $1.2 trillion, and its loan balance equaled just over $903 billion. Best of all, Wells Fargo has 
grown its interest earning assets by $123 billion, or 8%, over the past year alone, which is significantly greater 
than its competition. By focusing on the basics, Wells Fargo has built a business that can be run efficiently, best 
serve the customer, and create shareholder value. 

By asset size, Wells Fargo ranks fourth in the U.S., but as can be seen in Figure 2, Wells Fargo does more with 
less as it earns the highest ROIC of the competition group. The high ROIC is a testament to management’s 
ability to extract greater value from the capital vested with it. 
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Figure 2: Wells Fargo ROIC Ranks On Top 
 

Company Ticker Return On 
invested Capital 

Wells Fargo WFC 10% 
JPMorgan Chase JPM 8% 
Bank of America BAC 6% 
Citigroup   C 4% 

 

Sources: New Constructs, LLC and company filings 

Bear Concerns Imply All Banks Created Equal 
If looking only at the headlines, it may appear that the entire financial industry is in trouble. Recent earnings 
releases have seen big names such as Goldman Sachs (GS), Morgan Stanley (MS), and even JPMorgan miss 
earnings expectations and disappoint “the Street.” Furthermore, the low interest rate environment and regulatory 
actions can only create trouble for banks moving forward right? Wrong. The problem with this thinking is that not 
all banks are created equal.  

The Wells Fargo business model allows it to excel when other banks do not. In 3Q15, Wells Fargo reported the 
strongest retail bank customer growth in four years. This achievement is paramount to Wells Fargo’s success in 
low interest rate environments because the company has a history of successful cross-selling products to 
existing customers. This cross-selling creates additional revenue at a low marginal cost. In fact, Wells Fargo 
cross-sells on average 6.13 products per household. Strong fee-driven businesses (non-interest income was 
48% of income in 3Q15) are key to consistent profit growth given the inherent cyclicality of the lending business. 

Apart from a business model that works regardless of interest rates, Wells Fargo has a history of meeting the 
regulatory requirements laid out for systematically-important financial institutions. Wells Fargo has passed the 
Federal Reserve’s Comprehensive Capital Analysis and Review every year since 2011. Additionally, the bank 
has maintained a common equity tier 1 ratio well above that required by the Basel Committee since 2013. Wells 
Fargo excels where many of its financial sector peers seem to struggle. 

Shares Are Cheap At the Current Price 
Despite the excellent business operations, WFC is down 3% year-to-date and fell 12% in August alone. We think 
the recent selloff presents an excellent entry point. At its current price of $53/share, Wells Fargo has a price to 
economic book value (PEBV) ratio of 1.1. This ratio implies that the market expects the company’s profits to 
grow no more than 10% over its remaining life. This expectation seems rather pessimistic given Wells Fargo’s 
consistent profit growth through multiple economic cycles. 

If Wells Fargo can grow NOPAT by just 5% compounded annually for the next decade, the stock is worth 
$68/share today – a 28% upside. Keep in mind Wells Fargo has grown NOPAT by 15% compounded annually 
since 1998. 

Continued Loan Growth and Business Expansion Will Propel Shares Higher 
In 2015, Wells Fargo has seen broad based growth in its loan balances, with commercial and industrial loans 
leading the way. However, auto loans, credit card loans, and family-first mortgage loans have each grown year-
over-year as well. Wells Fargo is not reliant upon one particular lending group to continue growing its business, 
and we believe they are well positioned to continue increasing loans through the use of attractive fixed rates or 
better terms than the competition, which do not operate as profitably as Wells Fargo. Additionally, with the 
acquisition of General Electric’s property loan portfolio, railcar leasing business, and specialty finance business, 
Wells Fargo is looking to expand market share while interest rates remain unattractive, i.e. buy business on the 
cheap. With the addition of these assets and customers, Wells Fargo is positioned to continue it s profit growth 
and reap the benefits of cross-selling to an expanded customer base. 
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Insider Trends/ Short Sales Raise No Red Flags 
Over the past 12 months, insiders have purchased just over 7.8 million shares and sold nearly 6.9 million shares 
for a net effect of 1 million insider shares purchased. This amount represents less than 1% of shares 
outstanding. 

Executive Compensation Passes The Test 
Much of Wells Fargo’s executive compensation is paid in an “at risk” form such as equity awards. The 
compensation committee has discretion over when awards are given and outlines performance metrics 
consistent with ensuring executives grow the business while properly managing risk. The compensation 
committee uses metrics such as net income, return on realized common equity relative to peers, and the 
achievement of strategic goals such as growing Wells Fargo loan and deposit balances. While we would prefer 
executive compensation be tied specifically to ROIC, Wells Fargo’s executive compensation plans raise no red 
flags. 

Share Repurchases and Dividends Approved By Fed 
In 2014, Wells Fargo authorized the repurchase of up to 350 million shares, which was approved by the Federal 
Reserve as part of its annual review of banks. At the end of 2014, the company had 240 million shares remaining 
for repurchase under this authorization. In 2015 the Federal Reserve once again approved Wells Fargo’s capital 
return plans, including a dividend increase. At current prices, the 250 million share buyback authorization would 
represent $13.2 billion and through 3Q15, Wells Fargo has repurchased $6.7 billion of common stock, which 
represents 2.5% of WFC’s market cap. The total yield to investors (buybacks at 2.5% plus and the dividend at 
2.8%) is 5.3% at current prices. With such high yields, it’s easy to see why even Warren Buffett is a fan of Wells 
Fargo.  

Impact of Footnotes Adjustments and Forensic Accounting 
We have made several adjustments to Wells Fargo’s 2014 10-K. The adjustments are: 

Income Statement: we made $5.9 billion adjustments with a net effect of removing $499 million of non-operating 
income. The largest adjustment was the removal of $2.1 billion (3% of revenue) from net income due to changes 
in reserves. Despite this removal, WFC’s NOPAT was still the highest ever achieved in the history of our model, 
which dates back to 1998. 

Balance Sheet: we made $54.2 billion of balance sheet adjustments to calculate invested capital with a net 
increase of $33.9 billion. The largest adjustment made was the inclusion of $23.2 billion due to accumulated 
goodwill. This adjustment represented 13% of reported net assets.  

Valuation: we made five adjustments that decreased shareholder value by $32 billion. There were no value-
increasing adjustments. The most notable adjustment to shareholder value was the removal of $21.6 billion due 
to preferred stock, which represents 8% of Wells Fargo’s market cap.  

Attractive Funds That Hold WFC 
The following funds receive our Attractive-or-better rating and allocate significantly to Wells Fargo. 

1. iShares Dow Jones U.S. Financial Services Index Fund (IYG) – 11.4% allocation and Very Attractive 
rating 

2. PFS Funds: Bretton Fund (BRTNX) – 11% allocation and Attractive rating 

3. Fidelity Select Portfolios: Banking Portfolio (FSRBX) –10.5% allocation and Attractive rating. 

Disclosure: David Trainer and Kyle Guske II receive no compensation to write about any specific stock, style, or 
theme. 
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New Constructs® – Profile 
How New Constructs Creates Value for Clients 
We find it. You benefit. Cutting-edge technology enables us to scale our forensics accounting 

expertise across 3000+ stocks. We shine a light in the dark corners of SEC filings so our clients 
can make safer, more informed decisions. 

Our stock rating methodology instantly informs you of the quality of the business and the fairness of 
the stock’s valuation. We do the diligence on earnings quality and valuation so you don’t have to. 

 
In-depth risk/reward analysis underpins our ratings. Our rating methodology grades every stock, ETF, 

and mutual fund according to what we believe are the 5 most important criteria for assessing the 
quality of an equity. Each grade reflects the balance of potential risk and reward of buying that 
equity. Our analysis results in the 5 ratings described below. Very Attractive and 
Attractive correspond to a "Buy" rating, Very Dangerous and Dangerous correspond to a "Sell" 
rating, while Neutral corresponds to a "Hold" rating. 

 
QUESTION: Why shouldn’t fund research be as good as stock research? Why should fund investors 

rely on backward-looking price trends? 
ANSWER: They should not. 
 
Don’t judge a fund by its cover. Take a look inside at its holdings and understand the quality of 

earnings and valuation of the stocks it holds. We enable you to choose the best fund based on its 
stock-picking merits so you do not have to rely solely on backward-looking technical metrics.  

 
 The drivers of our forward-looking fund ratings are Portfolio Management (i.e. the aggregated ratings 

of its holdings) and Total Annual Costs. The Total Annual Costs Rating (details here) captures the 
all-in cost of being in a fund over a 3-year holding period, the average period for all fund investors. 

 
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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