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Danger Zone Highlights From 2015

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

It pays to read our Danger Zone reports. In 2015, 21 out of our 35 Danger Zone stock or mutual fund picks
underperformed the market (S&P 500) while 26 stocks saw negative returns. As 2015 is now in the rear view,
we’d like to highlight a few of the many examples in which our Danger Zone reports could have saved investors
from serious price declines.

1. Men’s Wearhouse (MW) - published February 23: Down 72% while the S&P 500 was down 3%

Our report explicitly pointed out that the acquisition of Jos. A Bank was a clear destruction of value. Our thesis
came true when Men’s Wearhouse pre-announced 3Q15 results and the Jos. A Bank division came in well below
even the most pessimistic expectations.

Prior to the Jos. A Bank acquisition, Men’s Wearhouse had grown after-tax profits (NOPAT) by 16%
compounded annually from 2009-2013. Profit growth began to decline in 2014 and Men’s Wearhouse viewed
Jos. A Bank as a way to boost sales and return to profit growth. However, the price paid for Jos. A Bank was too
high and proved to be a poor use of capital. Based on the purchase price of $1.8 billion, and the $63 million
NOPAT Jos. A Bank earned in the year prior to acquisition, the deal offered a paltry 4% return on invested
capital (ROIC), which was half the ROIC Men’s Wearhouse earned in 2014.

What could have pushed Men’s Wearhouse to pursue an acquisition with such a poor ROIC? None other than
pressure from activist investors. Eminence Capital, the largest shareholder of MW, began pushing for the
acquisition in late 2013. When the deal closed in June 2014, MW shares had soared over 70%. Not a bad (short-
term) return. Turns out Eminence Capital also held a 5% stake in Jos. A Bank. Heads they win, tails they win.
Eminence Capital was clearly incentivized to see this deal through, regardless of the economics of the
acquisition or the implications for the average investor.

Our report also focused on the large rise in MW’s valuation and the attendant expectations for future cash flows
implied by the new price levels. For years MW had traded near its economic book value, or no growth value. As
the bidding process for Jos. A Bank began, investors pushed MW shares well above the economic book value,
which caused MW to be highly overvalued. Without perfect integration and execution of the Jos. A Bank
business, Men’s Wearhouse shares had nowhere to go but down.

And down shares would go. When MW pre-announced poor 3Q15 results, shares fell 40% in one day. Later
when the 10-Q was released, the stock fell even further and ended 2015 down 72% since our February 23
report.

2. El Pollo Loco (LOCO) — published March 23: Down 53% while the S&P 500 was down 3%

El Pollo Loco was once billed as the next Chipotle, a fast growing and healthier alternative to fast food. We
questioned whether this could be true, as the growth story of Chipotle is not easily replicable. When digging
deeper into the details, it became clear El Pollo Loco was simply an overvalued stock with little differentiation
from other fast food stores.

From 2013 to 2014, El Pollo Loco’s NOPAT fell 37% and its NOPAT margin fell from 16% to 9%. Despite claims
of rapid growth, Loco was growing store count and revenues at a slower pace than the more mature Chipotle
while margins were falling. Furthermore, 86% of Loco’s stores were in California, which showed little success in
growing the business in new markets.

A red flag in Loco’s “growth story” was that the company had previously attempted an eastward expansion in
2009. However, by 2012, all those stores had closed. Meanwhile, investors still believed Loco could achieve
nationwide success. Comparing the company to Chipotle, we found that Loco’s ROIC was less than half that of
CMG, but its valuation (as measured by price to economic book value or PEBV), implied nearly double the profit
growth of Chipotle. In sum, Loco was a business with declining profitability, highly concentrated revenue, and a
stock valuation with impossibly high growth expectations.
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All told, LOCO shares dropped significantly when the company reported slowing same store sales, guided for
lower margins, and lowered the expectation of system-wide growth in both 2Q15 and 3Q15. It total, shares
ended 2015 down 53% since our March 23 report.

3. Groupon (GRPN) - published June 9: Down 48% while the S&P 500 was down 2%

Groupon’s goal of revolutionizing how consumers interact with merchants never materialized. Our Danger Zone
report noted that not only was Groupon’s initial “daily coupon” business failing, its expansion towards acting as a
traditional retailer would only further depress margins and profitability as the company faced steep competition in
that space as well. At the end of 2014, it was clear that Groupon’s revenue growth had come at the expense of
profits, which cratered to -$6 million NOPAT in 2014, down from $42 million the year before.

Compounding the issues with its middleman business model, Groupon relied heavily on its user base remaining
active and interested in the daily coupon market. However, with only 48 million active users at the time of our
initial report, Facebook, Twitter, and even LinkedIn dwarfed Groupon’s user base. With relatively few users, it
was hard to see why investors had valued Groupon for such significant future profit growth.

The failings of Groupon'’s business became clear when the company began reporting results in the second half
of 2015. Expected revenues and earnings were continually being lowered as Groupon failed to profitability grow
its new retail operations. All the issues came to a head when, in 3Q15, Groupon reported year over year revenue
decline, guided 4Q15 metrics below expectations, and CEO Eric Lefkofsky stepped down from his position. At
this point, shares were down 55% since our June 9 Danger Zone call. Shares slightly rebounded after the
appointment of a new CEO. GRPN ended 2015 down 48% since we placed it in the Danger Zone.

4. Twitter (TWTR) — published June 1: Down 37% while the S&P 500 was down 3%

Twitter went public in 2013 touting excellent customer growth, revenue growth, and had the makings of “the next
big thing.” Investors seemed willing to overlook the fact that the company had failed to operate the business in a
profitable manner, and, therefore, the stock had plenty of room to fall.

We identified two big problems with Twitter’s business. The first was its cost structure. Despite achieving
impressive revenue growth, Twitter’s cost of sales and marketing expenses were growing nearly as fast.
Compounding the growth in costs was the increased use of stock based compensation, which had grown from
6% of total expenses in 2012, to nearly one third of the company’s expenses in 2014. Twitter conveniently
removed this compensation expense when reporting its non-GAAP earnings.

The second, and bigger problem was Twitter’s flawed business model. The best interests of the users (i.e. quick,
easy access to the content of their choosing) were not (and still not) aligned with the best interests of advertisers
(i.e. getting more attention of users not necessarily looking for them). This conflict made us wonder how
successful Twitter’s business could be long-term.

The stock dropped when Twitter reported it would have trouble growing its user base in the near-term and that
CEO Dick Costolo was departing from his position. Despite a slight bounce in October, when Jack Dorsey was
confirmed as permanent CEO, TWTR ended 2015 down 37% since our June 1 Danger Zone report.

5. Box (BOX) — published January 27: Down 34% while the S&P 500 was up 1%

The story of Box, a high profile cloud-based company, would come to exemplify much of 2015, a year in which
we saw numerous unprofitable companies go public due to the availability of cheap capital. Large investors had
nowhere else to put their cash, and it found its way into startups and tech companies with “promising futures”.
However, the Box IPO served the best interest of insiders and Wall Street banks while hanging IPO investors out
to dry.

When Box went public, it was burning cash at an alarming rate and needed the IPO proceeds to continue
operations. But, what sense does it make to continue operations that are burning -$156 million in NOPAT in
2014, worse than the -$108 million the year before? The lack of profits helped drive Box’s ROIC down to -100%.
In other words, Box burned $1 for every dollar invested into its business.

Making matters worse, Box went public with little in the way of competitive advantage or differentiation from the
numerous other cloud storage providers. With 32 million users, the company was nearly 1/10" the size of
Dropbox and still smaller than Google Drive and Microsoft's OneDrive. With a -100% ROIC, Box had no pricing
power either to fight off the large amount of competition.
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Investors realized the inherent problems with Box and shares tanked post IPO. When the dust settled, BOX
ended 2015 down 34% since our January 27 Danger Zone report.

Disclosure: David Trainer and Kyle Guske Il receive no compensation to write about any specific stock, sector, 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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