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Tesla’s New Exec Comp Plan Means It’s Time to Short the Stock
Check out this week’s Danger Zone interview with Chuck Jaffe of Money Life.

Everyone already knows that Tesla (TSLA: $345/share) loses a great deal of money and has massive growth
expectations baked into its stock price (we've addressed these concerns here and here). Despite these obvious
concerns, the stock has continued to soar on the hope that the company’s technological advantage will allow it to
dominate the growing electric vehicle (EV) market and play a big role in energy storage.

2018 could be the year the market starts to see through this bullish thesis. In reality, Tesla’s technological
advantage is slim or even nonexistent, and it's facing a growing stable of competitors with more resources and
more expertise. As competitors begin eating into its market share, Tesla won'’t be able to keep distracting from its
current problems by promising the next big thing. This increased competition, combined with a sky-high
valuation, lands Tesla in the Danger Zone.

Tesla’s Tech Doesn’t Live up to the Hype: Autopilot Tech Ranks Last

Tesla’s autopilot feature has been a big selling point of its existing car models, and the company recently
announced that it's producing Al chips that Elon Musk claims “will be the best in the world.” So naturally, when
Navigant research analyzed the top 19 companies developing self-driving technology, Tesla ranked... dead last.

Figure 1: Tesla Ranks 19" out of 19 in Self-Driving Technology
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Navigant sees Tesla as a distant challenger in the self-driving space, while the leaders are established car
companies such as GM (GM) and Ford (F) along with Alphabet’'s Waymo (GOOGL). While Tesla hypes up its
self-driving cars that don’t deserve the name, GM is preparing to deploy fully autonomous vehicles next year.

Tesla’s Tech Doesn’t Live up to the Hype: Battery Tech Shows No Signs of Further Gains

On the battery front, Tesla continues to make claims it can’t back up. Some of its promises, like a semi-truck that
can haul 80,000 pounds for 500 miles, may be feasible if battery technology continues to advance at the same
rate. Other claims, like charging stations that will give those trucks 400 miles of charge in 30 minutes, appear
completely impossible. To achieve the latter goal, Tesla’s charging stations would need a tenfold leap in
efficiency.

Nevertheless, promises like these would lead one to believe that Tesla has made some significant breakthrough
in battery technology, but we cannot find evidence to support that assertion. While the company may have a
marginal advantage due to refinements to the production process and the scale of the Gigafactory (if they ever
get production running smoothly), experts project the competition to catch up very soon.

Tesla’s scale advantage should melt away fairly quickly. Chinese companies are targeting battery factories that
would out produce the Gigafactory more than 3 to 1 by 2021. Two former Tesla executives are building their own
battery factory with the backing of VW. Without some unforeseen technological breakthrough, it's hard to see
how Tesla can have any long-term competitive advantage around battery production.

Forget Tech, Tesla Struggles with Basic Manufacturing & Production

Meanwhile, Tesla continues to experience production delays at its Gigafactory. Most recently, CNBC reported
that the company is still producing certain battery components by hand and has been forced to borrow
employees from supplier, Panasonic, as it keeps pushing back its production schedule for the Model 3. With
these delays, the Model 3 is the latest in a long-line of Tesla vehicles to be plagued by production issues:

o lts first car, the Roadster, was pushed back from 2007 to 2008 due to production delays.

e Customers faced long wait times for the Model S due to the company’s struggles in balancing global
demand.

e The Model X faced numerous delays around missing parts and issues with the “Falcon Wing” doors that
ended up pushing delivery back almost two years. These problems prompted Musk to promise that
Tesla would “rethink production planning.”

e Currently, Tesla is promising to produce 5,000 Model 3's a week by the end of June, a number it was
originally targeting by the end of 2017.

o Efforts to deal with Model 3 production problems led to the delay of the debut of Tesla’s electric semi-
truck.

If Elon Musk can’t hit simple production targets, it's hard to take his claims of major technological breakthroughs
seriously.

Elon Musk seems to be promising the moon (and Mars) to distract from Tesla’s ongoing production issues and
the fact that its competitors have matched or surpassed them on several fronts.

First Mover Advantage Lost Long Ago

For a time, Tesla had the competitive advantage of being the only quality, semi-affordable electric vehicle on the
market. That's definitively no longer the case, as the Chevy Bolt alone outsold all Tesla models combined last
October, and it nearly replicated the feat in November.

In a recent head-to-head comparison in Motor Trend, three reviewers compared the Tesla Model 3, Chevy Bolt,
and Nissan Leaf: only one person picked the Tesla. The reviewers highlighted certain features, such as one-
pedal driving, where the competitors have definitively surpassed Tesla. Notably, the reviewers were comparing
the base versions of the Leaf and Bolt, which cost $30-35 thousand, to the fully loaded Model 3 that costs more
than $60 thousand. To date, Tesla has not shipped any units of the $35 thousand base Model 3.

The number of competing electric vehicles coming out makes you wonder how many people will want to keep
waiting a year or more to be able to buy the Model 3. If Tesla can'’t fix its production issues soon, it may see its
customers abandoning it for cheaper and more accessible options.
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Longer-term, increased competition should put additional strain on Tesla’s already poor after-tax profit (NOPAT)
margins. Reduced pricing power, combined with the eventual end of its federal tax credit, will make the
company’s already precarious path to profitability that much more difficult.

Figure 2: Tesla Getting Further Away from Profitability
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Executive Compensation Creates Dangerous Incentives

Tesla made headlines earlier this month with a new compensation plan for Elon Musk that the New York Times
described as the “Boldest Pay Plan in Corporate History.” Bold is one way to describe the plan, which provides
for 12 escalating tranches of stock option grants based on hitting market cap, revenue, and adjusted EBITDA.
We would call it foolhardy.

In many ways, Musk’s compensation plan reminds us of the misaligned incentives that led to the blowup of
Valeant (VRX). Both plans use adjusted, “Non-GAAP” measures and outrageous valuation targets that
incentivize excessive risk-taking and earnings manipulation. Tesla’s plan could encourage some of the troubling
behaviors it already shares with Valeant, such as:

¢ Value-Destroying Acquisitions: Tesla has already made one big, value-destroying acquisition with its
$7.5 billion bailout of SolarCity.

e Shareholder Dilution: Employee stock compensation and the SolarCity acquisition has increased
outstanding shares by 34% since the beginning of 2015.

e Earnings Management: Tesla has benefited at times from non-operating income that it doesn’t highlight
to investors, and a leaked memo in 3Q16 showed Elon Musk urging employees to cut costs and push
production as much as possible to hit GAAP profitability for the quarter. For as much as Tesla hypes
itself as being long-term focused, it places great emphasis on short-term numbers.

¢ Focus on Distractions Not Operations: Emphasizing the stock price over operational goals
incentivizes Musk to spend more time on publicity stunts, such as sending a Roadster to Mars, instead
of achieving production targets and profitability.

Tesla’s new compensation plan stands in stark contrast to its previous scheme, which required Musk to hit
targets around new model releases, production, and gross margins. Executives should be focused on these
operational goals, along with efficient capital allocation, instead of constantly trying to pump up the stock price.

Cash Flow Burn Is Just Another Disadvantage

As Tesla starts to face more competition, it faces a key disadvantage compared to more established
automakers. While these incumbents have steady cash-flow streams coming in from their existing business,
Tesla loses money as it tries to build up production and sell its cars below cost to attract a customer base. Figure
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3 shows how far behind its peers Tesla ranks in terms of trailing twelve months free cash flow (excluding the
SolarCity acquisition) and cash on hand.

Figure 3: TSLA’s Cash Flow Disadvantage Over the Last 12 Months
Free Cash Flow Excess Cash

Company Ticker

($Billions) ($Billions)
Toyota ™ $23.6 $90.8
General Motors GM $6.5 $13.5
Honda HMC $2.9 $13.3
Mazda MZDAY $1.2 $3.4
Ferrari RACE $0.9 $0.3
Ford F $0.4 $18.4
Fiat Chrysler FCAU ($5.4) $7.9
Tesla TSLA ($7.4) $0.8

Sources: New Constructs, LLC and company filings

Tesla’s lack of cash flow limits the amount it can invest compared to competitors and makes it more beholden to
financial markets. Operational struggles, of which the company has had plenty, can lead to more difficulty
attracting capital, which creates a negative feedback loop that amplifies any problems.

Valuation Leaves Significant Downside

It's so self-evident to say that Tesla’s stock is overvalued that even Elon Musk is saying it. No one needs to be
told that the stock price reflects enormous growth expectations, but it's worth quantifying how unrealistic those
expectations really are.

If we assume that Tesla can achieve 8% NOPAT margins (somewhere in between a mass-market and a luxury
car brand) within four years, it would still need to grow revenue by 30% compounded annually for the next 10
years to justify its current price of $345/share. Those are ambitious targets for a company with no track record of
profitability.

If, instead, NOPAT margin tops out at 4% and Tesla grows revenue by 25% compounded annually for a decade,
the stock is worth just $45/share today. That's an 87% downside for what would still be fairly impressive
operating results.

Many Downside Potential Catalysts Abound

With all of Tesla’s recent struggles, there are plenty of potential catalysts that could send the stock falling further
in the near future, including:

Further production issues

Customers backing out of preorders to go to competitors

Major product/technological announcements from competitors

Negative cash flow forcing a capital raise that dilutes shares or adds to debt
More bad publicity or crashes involving Tesla’s Autopilot technology

Any one of these factors could plausibly hit Tesla’s shares over the next several months.
Insider Trading is Minimal and Short Interest is Massive

Over the past twelve months, TSLA insiders have acquired 211 thousand shares and sold 501 thousand, for a
net disposition of 290 thousand shares. These sales represent less than 1% of shares outstanding.

Short interest is currently 30.7 million shares, which equates to 28% of shares outstanding and 5 days to cover.
Short interest has been steady over the past year, hovering in a range from 35 million to 27 million shares.
Though Tesla remains a highly shorted stock, it's no longer even in the top 50 NASDAQ stocks in terms of short
interest as a % of the float. The stability of the short interest over the past year indicates that shorts aren’t too
sensitive to price swings, which means a short squeeze isn’t a significant risk.
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Auditable Impact of Footnotes & Forensic Accounting Adjustments’

Our Robo-Analyst technology enables us to perform forensic accounting with scale and provide the research
needed to fulfill fiduciary duties. In order to derive the true recurring cash flows, an accurate invested capital, and
an accurate shareholder value, we made the following adjustments to Tesla’s 2016 10-K:

Income Statement: we made $364 million of adjustments, with a net effect of removing $168 million in non-
operating expense (2% of revenue). We removed $98 million in non-operating income and $266 million in non-
operating expenses, including $22 million of transaction costs from the SolarCity acquisition. You can see all the
adjustments made to TSLA’s income statement here.

Balance Sheet: we made $6.8 billion of adjustments to calculate invested capital with a net decrease of $2.4
billion. The largest adjustment was a $3 billion midyear acquisition adjustment. This adjustment represented 18%
of reported net assets. You can see all the adjustments made to TSLA'’s balance sheet here.

Valuation: we made $18 billion of adjustments with a net effect of decreasing shareholder value by $16.3 billion.
One of our largest adjustments was $3.2 billion to account for outstanding employee stock options.

Unattractive Funds That Hold TSLA
The following funds receive our Unattractive-or-worse rating and allocate significantly to Tesla:

Baron Partners Fund (BPTIX): 18.4% allocation and Very Unattractive rating

Baron Focused Growth Fund (BFGUX): 16.1% allocation and Very Unattractive rating

ARK Industrial Innovation ETF (ARKQ): 8.9% allocation and Unattractive rating

Baron Energy and Resources Fund (BENFX): 8.6% allocation and Very Unattractive rating

Baillie Gifford Funds: US Equity Growth Fund (BGGKX): 7.3% allocation and Unattractive rating
Zevenbergen Genea Fund (ZVGNX): 6.1% allocation and Unattractive rating

ARK Innovation ETF (ARKK): 5.6% allocation and Very Unattractive rating

Zevenbergen Growth Fund (ZVNIX): 5.4% allocation and Unattractive rating

Virtus Zevenbergen Innovative Growth Stock Fund (SAGAX): 5.4% allocation and Unattractive rating
10 Baron Opportunity Fund (BIOPX): 5.2% allocation and Unattractive rating

CoNIO~WN =

This article originally published on January 29, 2018.

Disclosure: David Trainer, Sam McBride, and Kyle Guske Il receive no compensation to write about any specific
stock, style, or theme.

Follow us on Twitter, Facebook, LinkedIn, and StockTwits for real-time alerts on all our research.

! Ernst & Young’s recent white paper, “Getting ROIC Right”, proves the superiority of our research and analytics.
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New Constructs® - Research to Fulfill the Fiduciary Duty of Care

Ratings & screeners on 3000 stocks, 450 ETFs and 7000 mutual funds help you make prudent
investment decisions.

New Constructs leverages the latest in machine learning to analyze structured and unstructured
financial data with unrivaled speed and accuracy. The firm's forensic accounting experts work
alongside engineers to develop proprietary NLP libraries and financial models. Our investment ratings
are based on the best fundamental data in the business for stocks, ETFs and mutual funds. Clients
include many of the top hedge funds, mutual funds and wealth management firms. David Trainer, the
firm's CEQ, is regularly featured in the media as a thought leader on the fiduciary duty of care,
earnings quality, valuation and investment strategy.

To fulfill the Duty of Care, research should be:

1. Comprehensive - All relevant publicly-available (e.g. 10-Ks and 10-Qs) information has been
diligently reviewed, including footnotes and the management discussion & analysis (MD&A).

Un-conflicted - Clients deserve unbiased research.

3. Transparent - Advisors should be able to show how the analysis was performed and the data
behind it.

4. Relevant - Empirical evidence must provide tangible, quantifiable correlation to stock, ETF or
mutual fund performance.

Value Investing 2.0: Diligence Matters: Technology is Key to Value Investing With Scale

Accounting data is only the beginning of fundamental research. It must be translated into economic
earnings to truly understand profitability and valuation. This translation requires deep analysis of
footnotes and the MD&A, a process that our robo-analyst technology empowers us to perform for
thousands of stocks, ETFs and mutual funds.
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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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