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1. Problem: Accounting vs Economic earnings
2. Technology that Solves the Problem with Scale
3. How the Robo-Analyst Identified Verizon (VZ)

Confidential - New Constructs, LLC 2



ECONOMICS DO NOT ALWAYS FOLLOW ACCOUNTING <

< % . New Constructs®

“Look at the financial footnotes in 10-K filings and the gains then disappear”

“Only 1 sector has experienced real earnings gains in the past 12 months”
— MarketWatch.com &

$2,000 Economic Earnings Vs. GAAP Net Income
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*This graph was created based on information collected and analyzed by New Constructs, LLC. New Constructs regularly gathers information from
over 3,000 companies’ 10Ks, including the Notes to the Financial Statements and MD&A.
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http://www.marketwatch.com/story/the-earnings-recovery-is-an-illusion-2017-05-03
https://www.marketwatch.com/story/only-1-sector-has-experienced-real-earnings-gains-in-the-past-12-months-2018-01-16

WHY DILIGENCE IS NEEDED P

< % . New Constructs®

Core Problem: GAAP is exploitable.
Only Solution: Read the Footnotes and MD&A.

Traditional P&L

Revenues Revenues
- operating expenses - operating expenses
- Hidden Incomes/Charges
=pretax earnings =pretax earnings
- taxes - taxes
=Reported Profit =Profit

- capital charge/hidden
liabilities and assets

= Economic Profit
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http://blog.newconstructs.com/2010/08/05/economic-versus-accounting-earnings/

WHAT IS DILIGENCE?

< % ; New Constructs®

Scouring the Footnotes and MD&A of 10-Ks

e Hidden Expenses/Income  Employee Stock Options

e Unrecorded Goodwill Option Valuation Assumptions
e |Impairments e Operating Leases

e Unconsolidated Subsidiaries Loan Loss/LIFO Reserves

e Minority Interests e Pension Assumptions

e Unrealized Gains/Losses Excess Cash

e Changes in Accounting Rules ¢ Pension Over/Under Funding

e Derivatives Exposure e Auditor’s Opinions

e Customer Concentration e Carrying Value vs. Fair Value

e FASB 159 e Mid-year acquisitions
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GETTING TO THE ECONOMICS 5 | New Constructs

- NOPAT m=) core operating earnings after-tax

 Invested Capital ==) all cash invested in the business

- WACC =) rent management must pay for use of capital

Return on Invested Capital = NOPAT/Invested Capital
Economic Profit = (ROIC — WACC) * Invested Capital

Free Cash Flow = NOPAT - change in Invested Capital

Economic Profit Margin = ROIC - WACC
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Part |l
How Technology Solves the Problem
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DISCLOSURE TRENDS ARE NOT YOUR FRIEND

New Constructs®

M A

 Filings have grown to 200+ pages

(That’s longer than the average novel.)
* Increasingly complex and time-consuming work
* Accounting rules are constantly changing
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TECHNLOGY TO CLOSE THE RESEARCH GAP 74 e Constrcts

*
s

WHO HAS TIME TO READ 200+ PACE FILINES?

Y
10Ks |
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ERNST & YOUNG CO-AUTHERS REPORT A o contacts

Click for a copy.
See Appendix for links to critical

footnote data.

2
' Getting ROIC right:

how an accurate view of ROIC
can drive improved
shareholder value

i

New Constructs
Building a better

working world
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https://www.newconstructs.com/wp-content/uploads/2017/10/EY_Proof-High-Quality-ROIC-Matters_NewConstructs-Materially-Better.pdf

POWERFUL RESEARCH AUTOMATION HAS ARRIVED

¥ % | New Constructs®
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Harvard Business School Case Study features our Research Automation technology.

“Disrupting Fundamental Analysis with Robo-Analysts”
Click for a copy.

? HARVARD'IUSINESSISCHOOL

w-m Harvard .
|

Business
¥’ Publishing

CHARLES €Y. WANC

KYLE THOMAS

New Constructs: Disrupting Fundamental Analysis
with Robo-Analysts

CEO David Trainer and COO Lee Moneta-Koehler of New Constructs had just met with a potential
client. Their pitch was simple: New Constructs “leverages the only parsing technology capable of
reviewing every detail of every 10-K and 10-Q” to deliver quality fundamental analysis at scale. After
the p jon, the client responded, “You know, you might be right. Your data pmbablv is better.
Bul as long as everybody’s using the same bad data, I'm OK with that.” This was a familiar response
to Trainer and Moneta-Koehler: they were frustrated by investors who did not see the value of New
Constructs’ data or technology. They were concerned about the role of quality fundamental analysis in
a market increasingly focused on more technical and other short-term trading strategies.,

New Constructs

Trainer began working on Wall Street at Credit Suisse First Boston (CSFB) as a stock analyst in 1996,
where he honed his skills in financial modclmg and fundamt:nn.l analysis. At CSFB, he spearheaded
an effort to develop a consi fr k for ing, and analyzing the economic
earnings and profitability across all firms and industries g,loballv l\(lcr reading through thousands of
corporate filings, he realized that “the complexities of what's going on in modemn day business are so
much greater than what the current accounting standards can capture in the income statement and
balancc !hm:t To construct a more accurate economic picture of the firm and to facilitate more

I of pe e, his financial models incorporated quantitative details hidden
in foomon.‘s and the management’s discussion and analysis (MD&A) section, such as operating lease
obligations or components of income or expenses that are transitory in nature.

Although these adj were often gful to his overall assessment of a firm’s operating

e and valuation, integ g these dctmls into financial models was not the norm among

many sell-side analysts. Trainer bchcved this was due to a few reasons. For one, the increasing length

and complexity of corporate filings and the differences in the application of accounting rules across

firms for similar transactions made the execution of such detailed financial models impractical. Even
for Trainer, this mode of analysis was difficult to scale.

Prodessor Charles CY. Wang and Research Associate Kyle Thomas prepared this cae. 1t was reviewed and approved before publication by a
company designate. Pundirg fir the development of thix case was provided by Harvard Business School and not by the compary. HBS cases are
developed solely as the hasts for class discussion. Cases are not intended to serve as endomements, sources of primary data, or illustrations of
effoctive or inefbective mansgement

Copyright © 2018 Presisbert und Fellows of Harverd Colivge. T order copies or sequost permission 1 nepeoduce muterialy, call 1-500-535-765,

write Harvard Buscrnes School Publishing, Bostor, MA 02183, or go o www A harvand edu. This publication may et be digitised, photocopied.
or otherwive nproducel, povied, of trarsemitted, without the premssicn of Harvard Bosres School
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https://hbr.org/product/new-constructs-disrupting-fundamental-analysis-with-robo-analysts/118068-PDF-ENG

COMPUSTAT & STREET EARNINGS ARE MISLEADING

< % . New Constructs®
N . gunes | ideperiderce | Ferfoisnce

« “this paper serves as a warning for researchers seeking to
examine the value relevance of earnings.”

« “Data aggregators like Compustat do not appear to collect and
provide data on many non-operating or less persistent income-
related items, even when managers make these adjustments in
non-GAAP disclosures.”

« “We find that, in many instances, Compustat does not report
these disclosures— which can appear on the income statement
as a separate line item or in the footnotes or the MD&A—in any
of its fields.”

« “These shortcomings make it difficult for users to construct a

complete picture of a firm’s earnings, but taking additional steps
to adjust to GAAP net income can provide valuable insights.”
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Part lll
How the Robo-Analyst Identified Verizon
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ECONOMIC EARNINGS BETTER THAN GAAP v coms

“‘GAAP Earnings Mislead Investors”

1. 2018 GAAP earnings understated by $3.4 billion in restructuring, $4.6 billion in write-
downs (combined 7% of revenue).
2. 2017 GAAP earnings overstated by $16.8 billion (13% of revenue) benefit from tax

reform.
3. Economic earnings per share up 22% while GAAP EPS down 62% TTM.

Economic Earnings Rising, GAAP Falling
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*This graph was created based on information collected and analyzed by New Constructs, LLC. New Constructs regularly gathers information from over 3,000
companies’ 10Ks, including the Notes to the Financial Statements and MD&A.
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NEW CEO DRIVES IMPROVEMENT v o

“Focus on Core Business”

1. Previous management wasted capital on poor acquisitions (AOL, Yahoo)

2. New CEO Hans Vestberg appointed in 2018, halted acquisitions, cut costs, refocused
company around core competitive advantage, the network.

3. Free Cash Flow improved from $3 billion in 2017 to $20 billion TTM.

$25,000 CEO Change Leads to Free Cash Flow
Improvement

$20,000

$15,000

$10,000

$ in Millions

$5,000 New CEO

$0
2015 2016 2017 2018 TT™

emsm[ree Cash Flow (FCF)

*This graph was created based on information collected and analyzed by New Constructs, LLC. New Constructs regularly gathers information from over 3,000
companies’ 10Ks, including the Notes to the Financial Statements and MD&A.
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KEY COMPETITIVE ADVANTAGE v o

“Nation’s Best Network”

1. Verizon’s network is as the best in the nation
2. Superior network drives industry-low churn rate while raising prices
3. 7.5% ROIC is the best in the industry (next closest peer is T-Mobile at 6%)

Industry-Low Churn Rate

1.8%
1.6%
14%

12%

Churn Rate

1.0%

0.8%

\"P4 T S TMUS

mVZ mT S mTMUS

*This graph was created based on information collected and analyzed by New Constructs, LLC. New Constructs regularly gathers information from over 3,000
companies’ 10Ks, including the Notes to the Financial Statements and MD&A.
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https://www.reviews.org/mobile/best-cell-phone-coverage/

GREAT DIVIDEND OPPORTUNITY

New Constructs®
3 gunes | Undeperderce | Furformsnce

o A

1. Greatest spread between VZ dividend yield and 30-year
treasury rate since November 2017.

2. Last time spread was this wide, VZ gained 30% over the
following 12 months.

Verizon Gommunications Inc Dividend Yield (TTM) - 30 Year Treasury Ra

Mg 28 2019, s:sapm EDT. Poweedty TCHARTS
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CHEAP VALUATION LEADS TO UPSIDE POTENTIAL 7

< % . New Constructs®
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9/4/19

“Market Expects 30% Profit Decline”

1. VZ has a price to economic book value (PEBV) of 0.7, which means the market
expects profits to permanently decline by 30%.

2. Valuation ignores profit opportunities from 5G, edge computing, and cost-cutting

initiatives.

Our valuation accounts for $192 billion in liabilities (see our DCF model):

4. If VZ can maintain TTM NOPAT margins of 18% and grow NOPAT by just 2%
compounded annually for the next decade, the stock is worth $109/share today.

W

82% Upside

*This data was created based on information collected and analyzed by New Constructs, LLC. New Constructs regularly gathers information from over 3,000
companies’ 10Ks, including the Notes to the Financial Statements and MD&A.
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.l Ed i New Constructs® Results Financials & Metrics Marked-up Filings
P

Decision Forecast Overrides DCF Review WACC Review

Verizon Communications, Inc. (VZ)
Analyst Notes : Safest Dividend Yield Model Portfolio Aug 2019 | Dividend Growth Model Portfolio Aug 2019

Overndes are currently inactive. To review overrides click on the Overrides edt page .
= marks items on this page that can be overndden
(’ = marks tems on this page that have active overndes in effect

Select Forecast To View: Defauit (Updated 8/9/2018) [

Valfgii:\_hfi.llfons except per share amounts | 2020 EY 3: 2021 EY 4: 2022 EY 5: 2023 EY 6: 2024 EY 7: 2025 EY 8: 2026 EY 9: 2027 EY 10: 2028

@ Net Assets from Discontinued Operations .00 $0.00 $0.00 $0.00 $0.00 $0.00 $0.00 $0.00 $0.00

@ Net Deferred Tax Liability 56.00) {834,156.00) {$34,156.00) (834,156.00) ($34,156.00) ($34,156.00) ($34,156.00) (834,156.00) ($34,156.00)

@ Net Deferred Compensation Assets 5.00) (6165.00) (8165.00) (€165.00) (8165.00) (8165.00) (8165.00) ($165.00) ($165.00)

:o:f:;‘;‘:‘?n;; Unganealidated Subsidery /wests: [, $0.00 $0.00 $0.00 $0.00 $0.00 $0.00 $0.00 $0.00

@ Fair Value of Total Debt 961.11) ($140,961.11) ($140,961.11) ($140,961.11) ($140,961.11) {$140,961.11) {$140,961.11) {$140,961.11) ($140,961.11)

® rar Value of Preferred Capital .00) (80.00) 80.00) (80.00) (80.00) 80.00) (80.00) 80.00) 80.00)

@ Fair Value of Minority Interests B5.00) {$1,365.00) {81,385.00) ($1.365.00) {81.385.00) {$1,385.00) {81,355.00) {$1,385.00) {$1,365.00)

@ Vaiue of Outstanding ESO After-Tax .00) (80.00) (80.00) (80.00) (80.00) (80.00) (80.00) (80.00) (80.00)

® Pensions Net Funded Status 140.00) {$16,940.00) ($16,040.00) ($16,940.00) ($16,040.00) (316,940.00) ($16,040.00) ($16,940.00) {$16,940.00)

Shareholder Value f555.73 $360,840.76 $374,064.87 $387,773.10 $400,901.50 $414,047.09 $426,941.88 $430,677.85 $452,266.96
I—lﬁhﬂﬂm kﬂ L1358 L1358 LNESE: L1338 L3S L1308 L1358 L1308

Shareholder Value per Share 187 $30.42 $90.44 $93.76 $06.96 $100.11 $103.23 $106.31 $100.35 l

GAP (Growth Appreciation Period) 2 3 4 5 ] 7 8 9 10

L SISO Sl e 00 $0.00 $0.00 $0.00 $0.00 $0.00 $0.00 $0.00 $0.00

Decision Page pulls Performance

Hurdles values from below for the

relevant GAPs

Total Operating Revenue CAGR 3% 0.9% 0.8% 0.8% 1.2% 1.4% 1.6% 1.8% 1.9%

Average Economic Earnings Margin 1% 3.1% 3.2% 3.2% 3.2% 3.3% 3.4% 3.5% 3.6%

Average ROIC r.% 7.5% 7.5% 7.5% 7.6% 7.7% 17.7% 7.8% 7.9%

ROIC (Return On Invested Capital) ! % 7.6% 7.8% 7.7% 7.9% B.1% 8.3% B8.6% 8.8%

® WACC (Weighted Average Cost of Capital) 3% 4.3% 43% 4.3% 43% 43% 4.3% 4.3% 4.3%

Incremental Return on Invested Capital A% 120.8% 54.9% 216.1% 401.8% 123.0% 123.0% 123.0% 123.0%

Average NOPAT Margin 9% 17.9% 17.9% 17.9% 17.9% 17.9% 17.9% 17.9% | 17.9%

Average Avg Invested Capital Turns 42 0.42 0.42 0.42 0.42 0.43 0.43 0.44 0.44

NOPAT CAGR 5% 2.1% 1.7% 1.5% 1.8% 1.9% 21% 22%

Invested Capital CAGR % 0.1% 0.0% 0.1% 0.1% 0.1% 0.1% 0.19%

FCF CAGR 9% 50.1% 36.0% 28.0% 23.1% 20.0% 17.7% 16.0% 14.6%

Economic Earnings CAGR 3% 6.7% 5.2% 4.6% 4.9% 5.1% 5.2% 5.3% 5.4%



https://www.newconstructs.com/earn-double-the-30-year-treasury-yield-with-this-pick/

/

100% UNCONFLICTED

New Constructs has no trading, corporate or banking ties — no

conflicts.
» Morningstar gets paid by fund companies. Fund companies must
license ratings from Morningstar to use them in marketing materials.

New Constructs = unadulterated expertise in accounting,
finance and SEC filings.
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DISCLOSURES & DISCLAIMERS e

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.
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