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Micro-Bubble Winners

“Micro-Bubbles” are groups of stocks with extraordinary risk within an overall market that is reasonably valued.

Since shorting these stocks can be expensive and difficult, this report presents a list of long ideas for stocks that
should rise when the micro-bubble stocks we listed in our last report fall. Just to maintain the current valuations
of their stocks, those micro-bubble companies must drastically improve profit margins while also taking
unrealistic amounts of market share from very powerful incumbents. We think some of these incumbents are the
micro-bubble winners and expect to see a lot of capital flow back to them when this micro bubble bursts.

Micro Bubble Winner #1: General Motors (GM): Building the Car of the Future

We have to give credit to Elon Musk. The entire saga over his offer to take Tesla private (that may or may not be
real) has done a brilliant job of distracting from the ongoing issues at the electric vehicle manufacturer. Tesla
finally hit its target of producing 5,000 Model 3’s in a week last quarter, although it’s still unclear whether that
production rate is sustainable.

Meanwhile, GM sells ~180,00 cars a week. What's more, it does so profitably, while Tesla continues to burn
through cash at an alarming rate, as shown in Figure 1. Tesla burned over $20 billion in free cash flow over the
past three years while GM earned over $14 billion.

Figure 1: TSLA Loses Billions While GM Makes Billions
Money Loser (TSLA) vs. Money Maker (GM)
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Sources: New Constructs, LLC and company filings

Despite having drastically worse cash flow than GM, TSLA’s stock price reflects expectations for future cash
flows that are drastically higher than the expectations in GM. TSLA’s market cap of $58 billion is nearly 15%
higher than GM. These two stocks are the clearest example of the micro-bubble phenomenon. Tesla remains an
extremely small, unprofitable player in the auto industry, but the market expects it to grow so much that it must
take a large chunk of GM’s market share. See the comparison of the market's expectations? for future free cash
flow growth for the two stocks in Figure 2.

' Future cash flow expectations (aka “PVGQ”) throughout this report equal the incremental present value of growth in future cash flows
required to justify the stock prices. The calculation is market value minus economic book value.
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Figure 2: Cash Flow Expectations? for TSLA Are Dangerously High

Future Cash Flows Expectations in the Stock:
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GM’s economic book value — or zero-growth value — is $86 billion, but its market cap is $51 billion, so the market
is projecting a $35 billion free cash flow decline in the company’s future.

While the market sees GM as an incumbent ripe for obsolescence, there’s actually a great deal of innovation
taking place at the company. GM has plans to launch at least 20 electric vehicles by 2023, and Navigant
Research ranked it as the industry leader in self-driving technology.

Of all the companies in the micro-bubble, Tesla looks the most likely to implode in the near future due to the
increasingly erratic behavior of Elon Musk. TSLA’s bubble bursting would likely send a lot of capital to GM as
investors realize that it's not about to lose as much market share as currently implied by its valuation.

Micro Bubble Winner #2: Disney (DIS): The King of Content

Disney’s long track record of content creation and recognizable franchises gives it a significant advantage over
Netflix. The company earned $4.8 billion in TTM economic earnings — the highest of any media company we
cover — on the back of recognizable intellectual properties like Marvel and Star Wars. Disney also leveraged the
powerful brands of Pixar and Disney Animation to help an original movie like Coco earn over $800 million.

Netflix has no major established franchises (relative to DIS), and its quantity over quality approach to content
creation means it can’t count on the strength of its brand to generate hype for new releases. As a result, it has to
overspend on new content to draw viewers, which leads to hugely negative free cash flow (-$7.2 billion over the
last 3 years). Figure 3 compares Netflix's free cash flow to Disney’s.

2 Future cash flow expectations (aka “PVGO”) throughout this report equal the incremental present value of growth in future cash flows
required to justify the stock prices. The calculation is market value minus economic book value.
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Figure 3: NFLX Loses Billions While DIS Makes Billions
Money Loser (NFLX) vs. Money Maker (DIS)
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Since 2011, Netflix has issued $8.7 billion in debt to finance its aggressive content spending (projected to be $13
billion in 2018). A rise in interest rates could severely handicap the company’s ability to maintain its free-
spending ways, and it won’t have any established franchises to fall back on when the pace of new content slows.

Despite its negative free cash flow, 99% of the current stock price depends on future cash flows growing to
extraordinary levels, as shown in Figure 4. On the other hand, only 22% of Disney’s market cap relies on future

cash flows.
Figure 4: Cash Flow Expectations for NFLX Are Dangerously High

Future Cash Flows Expectations in the Stock:
High Risk (NFLX) vs. Low Risk (DIS)
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For Netflix to achieve the cash flow growth implied by its market cap, it must take huge market share from
Disney while cutting content spending so margins can rise. Note that this extraordinary accomplishment is
already baked into the stock price. For the stock to move higher (for fundamental reasons), the market has to

believe the company will do even better.
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Betting on such an optimistic scenario seems risky compared to investing in Disney, which has relatively modest
growth expectations baked into its valuation and a major driver of growth going forward with the acquisition of
21t Century Fox (FOXA). In our original Long Idea on Disney, we highlighted the company’s ability to grow
profitability through acquisitions such as Pixar, Marvel, and Lucasfilm. If it can pull off a similar feat with Fox, it
has the potential to meaningfully exceed the expectations in its current valuation and establish itself as the
dominant media company that the market currently expects Netflix to be.

Micro Bubble Winner #3: Oracle (ORCL): Transitioning to the Cloud With a War Chest of Profits

Salesforce.com (CRM) gets all the headlines these days when it comes to enterprise software, but its Oracle that
generates cash flow for its shareholders, as shown in Figure 5.

Figure 5: CRM Loses Billions While ORCL Makes Billions
Money Loser (CRM) vs. Money Maker (ORCL)
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Investors love CRM’s 25% annual revenue growth, but the company has only achieved this growth through a
string of overpriced acquisitions. Meanwhile, Oracle’s cloud business is growing at 30% year over year.

The discrepancy in the cash flows means that CRM shareholders keep getting diluted while ORCL shareholders
get richer. Since 2014, CRM shares outstanding have increased by 20% while ORCL shares outstanding have
declined by 11%.

Over 100% of CRM’s stock price depends on future cash flows, while future cash flow expectations make up just
5% of ORCL’s valuation, as shown in Figure 6.
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Figure 6: Cash Flow Expectations for CRM Are Dangerously High

Future Cash Flows Expectations in the Stock:
High Risk (CRM) vs. Low Risk (ORCL)
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Both ORCL and CRM have rapidly growing cloud businesses. The difference is that CRM has to dilute its
shareholders to maintain this growth rate while ORCL generates enough excess cash flow to grow its business
just as fast while also returning significant capital to its investors.

Micro Bubble Winner #4: Walmart (WMT): Brick & Mortar Retail Is Not Dead

The press loves to speculate about potential antitrust cases against Amazon. If you only read the headlines and
never looked at the numbers, you’'d think Amazon (AMZN) was an unstoppable monopoly that had already
completely taken over the retail industry.

In reality, Amazon accounted for just 4% of U.S. retail sales in 2017. Its $178 billion in revenue in 2017 is less
than half of Walmart’s $500 billion. More importantly, its $3 billion in after-tax operating profit (NOPAT) was less
than 1/5 of Walmart’s $17 billion. The difference in their operating profits explains why Walmart has generated
positive free cash flow of $57 billion over the past three years while Amazon has negative free cash flow of $47
billion over the same time, as shown in Figure 7.
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Figure 7: AMZN Loses Billions While WMT Makes Billions
Money Loser (AMZN) vs. Money Maker (WMT)
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Walmart is also building out an impressive eCommerce business. It earned over $11 billion in revenue on U.S.
ecommerce sales in 2017 and grew online sales 40% year over year in Q2. The growth of ecommerce hasn’t
killed Walmart’s physical store sales either. Q2 comparable store sales increased 4.5% for U.S. Walmart stores
and 5% for Sam’s Club.

WMT shares spiked 10% after its strong Q2 earnings report, but the market still does not fully appreciate the
retailer’s resilience. Just 4% of Walmart’'s valuation comes from growth expectations, while 96% of Amazon'’s
market cap depends on future cash flow growth, as shown in Figure 8. Amazon has often reported impressive-
looking free cash flow numbers, but those reported cash flows are overstated by omitting operational
expenditures such as stock compensation and capital leases. It has a long, long way to go to achieve the real
cash flows baked into its stock price.

Figure 8: Cash Flow Expectations for AMZN Are Dangerously High

Future Cash Flows Expectations in the Stock:
High Risk (AMZN) vs. Low Risk (WMT)
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Despite the “retail apocalypse” narrative, brick and mortar stores still hold an important role in the retail
landscape. Even Amazon recognizes this fact, which is why it bought Whole Foods, partnered with Best Buy and
is opening its own Amazon Go stores.

No Good Bet Against Spotify

Spotify (SPOT) was the last member of our micro-bubble stocks list, and unfortunately there’s no good option for
investors to bet against it. Both the record labels that it aims to disrupt and the other streaming services it
competes with are small subsidiaries of much larger companies, so investors can’t get direct exposure to them.

Micro Bubble Winner #5: Bonus Bet Against Amazon: Best Buy (BBY)

Best Buy stands out as the clearest example of how the “retail apocalypse” narrative misled investors. Instead of
going bust as most people were predicting a few years back, the company has grown NOPAT by 12%
compounded annually over the past four years.

In fact, Best Buy’s renaissance has been so great that Amazon recently partnered with the brick-and-mortar
retailer to sell its Fire TVs. We think Best Buy could emerge as an acquisition target as Amazon expands its brick
and mortar presence.

As we wrote in our original article on the micro-bubble, changing trends and new technologies get overhyped by
the media. The narrative that Best Buy was doomed never really held water, and the same goes for all the other
companies on this list. Disney, Oracle, GM, and Walmart are all highly profitable, stable companies with durable
competitive advantages. Investors should take advantage of the hype surrounding their competitors to buy these
great companies at a discount.

This article originally published on August 16, 2018.

Disclosure: David Trainer, Kyle Guske Il, and Sam McBride 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.
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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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