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Danger Zone: Compensation Committees
Check out this week’s Danger Zone interview with Chuck Jaffe of Money Life and Marketwatch.com

When executives’ compensation incentives are not aligned with creating shareholder value, you risk having
executives whose goals are not aligned with investors. The consequences of such misalignment are behavior
like what we are seeing with Valeant (VRX), whose stock is down 74% YTD and whose internal controls may get
a qualified opinion by their auditor. The primary culprit for this kind of misalignment is the compensation
committee. They are responsible for designing, approving and recommending to the Board of Directors the
executive compensation plans for companies. They make the rules that the executives play by.

We know that Valeant is not the only company with misaligned executive incentives. There are many others,
many of which have already been put in the Danger Zone and some who will go into the Danger Zone soon. This
week, however, compensation committees land in the Danger Zone because of the role they play in creating the
problems that lead to shareholder value destruction.

Here's How Non-GAAP Performance Goals Misalign Executive Behavior
From a recent release by Valeant:

“The tone at the top of the organization and the performance-based environment at the company, where
challenging targets were set and achieving those targets was a key performance indication, may have
been contributing factors resulting in the company’s improper revenue recognition.”

The “tone at the top” wasn’t simply a performance-based environment that led to issues. All executives should
strive to achieve certain “performance goals.” The problem comes from what type of performance was
emphasized, in particular, achieving non-GAAP targets that fail to reflect actual business operations. In it's most
recent proxy statement, the goals for achieving cash and/or stock bonuses at VRX ranged from:

1. Total shareholder return

2. Revenue growth

3. “Do at least one significant deal that creates substantial shareholder value”
4. “Cash EPS” — Valeant's term for non-GAAP EPS

None of these goals lead to generating the cash flows Valeant needs to pay its debt holders. In reality, they are
straw men for corporate performance with no real connection to the economics of the business. The result of
these misaligned goals manifests in a major divergence between real cash flows and Valeant’s “cash” (i.e. fake)
earnings.

Figure 1: Executives Grow “Cash” Earnings At Expense of Real Cash Flows
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From 2010 to the trailing twelve months, Valeant grew “cash” earnings from $421 million to $3.55 billion. At the
same time, free cash flow was positive only once, and, cumulatively is -$38.4 billion.

Of all the goals, the worst for shareholders is, ironically, “Do at least one significant deal that creates substantial
shareholder value” because there was no accountability for the amount management would pay for acquisitions.
As a result, executives could exploit the hi/lo fallacy to boost earnings while gouging profits.

The only thing worse than a bad rule is not enforcing the rules. Valeant executives got paid for the Allergan deal
even though Valeant failed to actually acquire Allergan (a deal that would not have created shareholder value
even if it had gone through).

Essentially, executives received the “significant deal” bonus with an “A for effort” note attached. In total $14.3
million was paid under the annual cash incentive program in 2014 and total compensation across five executives
totaled $122.9 million. Compare this with 2013, when four executives were paid “only” $23.8 million.

In hindsight, what happened at Valeant almost looks inevitable given the misalignment of their performance
goals and creating shareholder value.

Compensation Committees Fail Across The Board

VRX'’s “tone at the top” admission may be rare, as only four other companies have used such language from
2010-2015 in their Internal Controls of Financial Reporting opinions. We cover four of these five companies, and
each of them receives a Dangerous rating and has for quite some time. However, compensation committee’s
creating a misalignment of interests is widespread and often surfaces in companies that land in the Danger
Zone. Since 2014, 53 out of 69 companies placed in the Danger Zone have executive compensation plans
directly related to non-GAAP metrics. A sampling of these metrics include:

1. Adjusted EBITDA

2. Adjusted operating income
3. Adjusted Net Income

4. Core Sales Growth

5. Normalized Gross Margin
6

7

8

9

Non-GAAP Net Revenues
Total Bookings
Customer Satisfaction
. # Of Customers
10. Club Openings
11. “Financial Operations Efficiency”
12. Dollar retention
13. Manufacturing Cash Flow
14. Adjusted Free Cash Flow
15. Organic Net Revenue Growth

The large number of Danger Zone companies with poor executive pay plans is no coincidence. If compensation
committees set goals misaligned with shareholder interests, it is only natural for executives to focus more on
what their best interests, i.e. pay, instead of shareholders’ interests, i.e. real cash flow. This divergence of
interests expands over time as executive’s efforts to compensate themselves at the expense of shareholders
compound over the years. Figure 2 shows the five worst performing Danger Zone picks since 2014.

Figure 2: Worst Performing Danger Zone Stocks Since 2014

Return Since S&P 500

Company Ticker Publish Return
Navistar NAV -68% 14%
Men's Wearhouse TLRD -66% -2%
Valeant Pharmaceuticals VRX -60% 7%
Universal Technical Institute UTI -55% 4%
Twitter TWTR -54% -2%

Sources: New Constructs, LLC and company filings
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Navistar (NAV) pays executives based on adjusted EBITDA margin and revenue growth. Men’s Wearhouse
(TLRD) paid executives for meeting EBIT growth, excluding the Jos. A Bank acquisition. Valeant
Pharmaceuticals (VRX) compensation committee emphasized “Cash” EPS and revenue growth. Universal
Technical Institute (UTI) incentivized executives to meet EBIT, graduate placement, and completion rate goals
while Twitter (TWTR) pay was solely at management discretion, with 99% of pay tied to equity-based
compensation.

Unfortunately, only four of the 69 Danger Zone companies referenced above include return on invested capital
(ROIC) in their executive compensation plans. ROIC is a metric that has been proven to create shareholder
value, links corporate performance to valuation, and, we believe, should be the first are foremost measure for
executive compensation.

Misaligned Compensation Undermines the Integrity of the Capital Markets

We believe that the purpose of the capital markets is to allocate capital to its most efficient use. The best way to
quantify “the most efficient use” is through ROIC, which measures the return of cash flow per dollar of capital
invested. When compensation committee’s align incentives with goals that fail to create true value, they
undermine the integrity of capital markets. Investors must trust the agents of capital (i.e., executives) to focus on
earning the highest return per dollar invested, and thereby growing shareholder value. When this trust is broken,
through misaligned incentives, Pandora’s box is opened to any number of untrustworthy actions.

Worse yet, misaligned incentives tend to attract executives that are more likely to misbehave. Truly good
managers will naturally want to maximize shareholder value. That is their purpose, not maximizing non-GAAP
EPS for a few quarters to get the big annual bonus. This short-term focus mirrors the compensation and mindset
of hedge fund managers, who can earn massive performance bonuses for outperforming in any given year. With
the ability to earn hundreds of millions in compensation in just a few short years, executives can, and will, take
actions with little regard to the future. If events take a turn for the worse, as in the case of Valeant, executives
can ride off with little fear of losing the large compensation they received during their tenure as clawback rules
are rarely enforced.

Investors Need To Be Aware of Poor Executive Compensation

It's a known fact that executives will manipulate earnings. One of the top reasons for manipulation is to meet
bonus targets, which makes transparency and details on executive compensation material information to
investors. We include a compensation analysis in each of our Danger Zone reports. it is important to note that
the risk of a Valeant-type episode exists for every company with misaligned executive compensation.
Sometimes, the risk is more obvious, such as the case of Jarden Corporation (JAH), whose entire business
model was built upon growing “adjusted EPS.” Adjusted EPS was also the main determinant of executive pay.
While growing adjusted EPS, the company’s economic earnings remained negative and were only getting worse.

Other firms, such as Qlik Technologies (QLIK), have larger issues such as deteriorating margins and little
competitive advantage. By itself, focusing on non-GAAP metrics is no more a red flag than normal. However,
alarms go off when the compensation committee states in the Proxy Statement:

“Over the past three years, we have increased our emphasis on non-GAAP operating profit and we now reward
our executive officers for over-performance of this key financial measure”.

Not surprisingly, Qlik's GAAP net income, net operating profit after-tax (NOPAT), ROIC, and economic earnings
have declined as the company has focused more on non-GAAP metrics. Figure 3 below shows the disconnect
between true profits and non-GAAP net income.
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Figure 3: Qlik’s Non-GAAP lllusion
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Another company we've exposed for their egregious use of non-GAAP metrics is Demandware (DWRE). The
compensation committee at Demandware has aligned executive interests with non-GAAP EBITDA and dollar
renewal percentage. Figure 4 shows that non-GAAP net income has grown from -$1 million in 2012 to $11
million in 2015 while economic earnings have declined from -$16 million to -$55 million.

Figure 4: Demandware’s Non-GAAP Nonsense
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Compensation Committee’s Lack Accountability

At the end of the day, compensation committee’s need to be held accountable. Currently, members of the
committee are tightly tied to executives. In the case of Jarden, we noted in our Danger Zone report that the three
largest recipients of a bonus tied to a non-GAAP metric also held seats on the Board of Directors. The group that
was supposed to protect the interest of shareholders was instead comprised of executives that can vote to give
themselves larger bonuses. That is not how corporate governance should work.

It is clear that many compensation committees are failing shareholders. We will continue to find these companies
and highlight them in the Danger Zone so our clients can make more informed investment decisions.

Disclosure: David Trainer and Kyle Guske Il 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 forensic 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
guality 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.

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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