DILIGENCE PAYS 4/21/16
Not All Activist Investors Are Made the Same
Activist investors are supposed to play a critical role in the economy. They identify underperforming managers or
conflicts of interest that prevent a company from achieving its potential. A few activist investors genuinely do
great things for companies, their employees and investors.
There are, however, many more investors that masquerade as activists for shareholders when they are really
just looking to create short-term gains for themselves. The first kind of activist can create significant value for
your portfolio. The second kind tends to weaken companies in the long-term.
It’s no secret we’ve been on the opposite side of Bill Ackman’s Pershing Square Capital on many recent stock
picks, such as Herbalife (HLF), Mondelez (MDLZ), and, most notably, Valeant Pharmaceuticals (VRX). We
believe Ackman typifies the activist behaviors that destroy, rather than create, long-term shareholder value.
1. “Serial Acquirers”
Valeant remains one of Ackman’s most prominent (and most value-destructive) positions. Valeant has a long
history of acquiring other drug makers. This serial acquisition strategy looks superficially accretive due to the
high-low fallacy, which allows the acquirer to artificially boost earnings per share (EPS), one of Wall Street’s
most hallowed metrics.
Certain activist investors love serial acquirers because they can create the illusion of growth by indiscriminately
acquiring other companies. The illusion is growth in revenues, EBITDA, or non-GAAP metrics that overlook the
price paid for the acquiree, which, more often than not, is so high that the real cash flows of the deal are highly
negative and dilutive to shareholder value.
Case in point, Valeant’s debt has increased from $372 million in 2009 to $30 billion over the last twelve months
(TTM). At the same time, its shares outstanding have more than doubled while its economic earnings, the true
cash flows available to shareholders, have declined from $93 million in 2009 to -$685 million TTM. Valeant has
finally given up on its serial acquirer strategy, but the massive debt load seriously limits the company’s strategic
flexibility going forward, and the lack of cash flow from all the deals has it in trouble with its creditors.
Figure 1: Increase In Debt And Share Count For Valeant

Sources: New Constructs, LLC and company filings.

Activists such as Ackman love to tout the “platform value” of serial acquirers. They claim these companies can
unlock value from the companies they acquire through superior management. While it’s true that some
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companies have this capability (just look at how Disney has unlocked the value in Pixar, Marvel, and Lucasfilm),
these cases are few and far between.
2. Playing Both Sides Of the Deal
Another favorite Ackman strategy involves buying up shares in one company while working to help another
company acquire that position. We saw this with both Allergan (AGN) and Zoetis (ZTS), two companies that
Ackman bought shares in while working with Valeant on an acquisition. Beware what you hear about companies
where an activist is on both side of the deal. They may be more focused on getting a quick win to boost their
performance, while long-term shareholders deserve much more.
Shareholders would be better off if activists just left the company alone. Since 2012, ZTS has grown after-tax
profit (NOPAT) by 20% compounded annually and increased its return on invested capital (ROIC) from 11% to a
top quintile 17%. Pushing the company to accept an offer from a firm such as Valeant, with a history of value
destruction, is a disservice to current shareholders not an unlocking of value.
On top of that, these acquisition dramas create unnecessary distractions from the important work of running the
business. Allergan’s CEO David Pyott told CNBC that fending off Ackman and Valeant was a full-time job. The
run-up in Allergan’s shares netted Ackman $2.2 billion, but one has to believe the company would have been
better off with the CEO devoting his time to running the company.
3. Financial Engineering
The Valeant/Allergan saga is far from the first example of Ackman extracting short-term value from a company
while hurting it in the long-term. For another case-study, look at his 2005 investment in Wendy’s (WEN). Ackman
convinced the fast food chain to refranchise a number of stores, sell off Tim Hortons—its most profitable
business—and use the proceeds to buy back over $1 billion in stock.
The move delivered short-term gains to shareholders, and Ackman booked a nearly 100% return when he sold
his shares soon after during a feud with management. Wendy’s never recovered from the loss of Tim Horton’s.
Its credit rating was cut, making it more difficult to fund investment through debt, and buying back all those
shares used up resources that could have helped renovate stores and keep the chain competitive with
McDonald’s (MCD), where Ackman tried and failed to push through a similar plan.
Today, Wendy’s stock price remains mired below its level from before Ackman’s involvement, and the company
consistently earns an ROIC near the bottom of its peer group. By focusing on financial maneuvers such as
refranchising, spin-offs, and buybacks, Ackman successfully extracted short-term value from the company while
hurting long-term shareholders.
4. Bad Corporate Governance From Focus on Non-GAAP Earnings
The use of non-GAAP metrics is something we have warned about many times. The biggest issue with nonGAAP metrics is that management has wide discretion to add income or remove expenses, which means they
can easily manipulate the non-GAAP metrics. Unfortunately, activist investors gravitate towards firms that
highlight their non-GAAP metrics because it becomes easier to hide shareholder destruction in the short-term.
Unsurprisingly, Valeant was one of the biggest proponents of non-GAAP metrics. The company’s executives
bonuses were tied to a non-GAAP metric they called “Cash EPS” that excluded costs related to acquisitions, as
well as stock-based compensation.
Even worse, a significant target for executives was to “Do at least one significant deal that creates substantial
shareholder value.” Valeant’s board incentivized acquisitions while excluding acquisition costs and failing to
define shareholder value. That’s practically begging management to overpay!
Not only did Valeant’s board create misaligned executive incentives, they couldn’t even hold management
accountable for those targets. After the company’s pursuit of Allergan fell through in 2014, executives still earned
their full bonus for hitting that target on the premise that “management dedicated substantial effort to better
inform our shareholders about our business model and operations.”
This complete lack of accountability revealed an obvious corporate governance issue at Valeant. Executives
should not get bonuses for launching an overpriced and failed bid to acquire a competitor. A true activist investor
would have pushed for governance reform, not encouraged even more reckless acquisitions.
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Valeant is far from the only example of Ackman allowing lax corporate governance on non-GAAP issues. Take
for example, Jarden Corporation (JAH), a firm Ackman voiced strong support for in May 2015. We put Jarden in
the Danger Zone in October 2015 due in part to its use of non-GAAP metrics for executive compensation.
As long as the firm pays executives based on “adjusted EPS,” which conveniently removes certain restructuring
and acquisitions costs, JAH will continue to destroy shareholder value. Jarden also fits the description of serial
acquirer and takeover target when it agreed to a deal with Newell Rubbermaid in December 2015.
“Unlocking Value” Misses Opportunities
Valeant might be in the news more of late, but one of Ackman’s most high profile positions might be Herbalife
(HLF), about which he released details in a 342 slide presentation in late 2012. We highlighted the strengths of
Herbalife’s business in August 2013 and despite continued criticism, the company continues to counter each of
Ackman’s claims, as well as investigations by the SEC. Instead of going to $0/share, as Ackman predicted, HLF
increased over 144% in 2013 and remains up over 80% since Ackman first announced his position.
We noted the strength of Herbalife’s business in our report and the thesis hasn’t changed. Over the past decade,
Herbalife has grown NOPAT by 15% compounded annually and increased its ROIC from 21% to a top quintile
32% over the same timeframe. Best of all, Herbalife remains undervalued. At its current price of $55/share, HLF
has a price to economic book value (PEBV) ratio of 1.4. This ratio means that the market expects Herbalife to
only grow NOPAT by 30% over the remainder of its corporate life. If Herbalife can grow NOPAT by just 7%
compounded annually over the next decade, the stock is worth $80/share today – a 37% upside.
Activists Should Play A Positive Role… But They Don’t
There is no shortage of targets out for activists that truly want to unlock long-term value. Many companies have
misguided executive compensation plans that push management towards acquisitions and other activities that
destroy shareholder value. Just look at how misaligned executive compensation plans helped push profitable
Men’s Wearhouse (TLRD) into the disastrous acquisition of Jos. A. Bank.
Activists have more opportunity than ever to push back against misaligned executive compensation plans. The
Dodd-Frank Act in 2010 requires all companies to allow “Say On Pay” votes where shareholders can make their
voices heard on executive compensation.
We’d love to see activists with the resources to take on big companies make a push to better align executive
compensation with long-term shareholder value. We have compelling proof in the form of AutoZone (AZO) that
linking executive compensation to ROIC can help companies deliver market-beating returns.
Unfortunately, activists seem to be going the opposite direction. Between 2009-2014, fewer activist campaigns
targeted issues surrounding executive compensation and corporate governance. Instead, activists radically
increased their demands for buybacks, spin-offs, acquisitions, and other feats of financial engineering.
Activists also seem to be taking a short-term on their investments. 84% of all activist investments last less than
two years, according to FactSet.
The good news? These types of activists have underperformed this year. Ackman has led the pack downward.
Even before Valeant dropped 50% in March, his losses in 2015 and 2016 had already erased any gains he made
in 2014.
Maybe this underperformance will push activists away from the financial engineering and towards more
substantive changes that truly benefit shareholders.
Until then, don’t listen to activist investors claiming they can unlock value unless they articulate a focus on ROIC
and long-term cash flows. Look past the typical noise and focus on fundamentals. Find companies that
consistently generate profit, earn a quality return on invested capital, and have a stock price where expectations
for future cash flows are low.
Disclosure: David Trainer and Sam McBride receive no compensation to write about any specific stock, sector,
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
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.

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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