>

< % , New Constructs®
Diligence | Independence | Performance STOCK PICKS AND PANS

9/25/18

Micro-Bubble Winners Part 2

“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, investors can bet against micro-bubbles by going
long the stocks that should rise when the micro-bubbles burst. In Part 1, we identified five stocks that were well
positioned to rise when the micro-bubble stocks we listed in “Bursting the Micro-Bubble Part 1” fall. Three of
these micro-bubble winners have outperformed the S&P 500 since the article was published.

This week, we’re doing the same for the stocks in “Bursting the Micro-Bubble Part 2”. We think these stocks will
see a lot of capital flow to them when the second micro bubble bursts.

Micro Bubble Winner #1: Alphabet (GOOGL: $1,180/share): The King of the Internet

GoDaddy (GDDY: $81/share) built a strong brand name with its flashy Super Bowl commercials. Unfortunately,
this brand did not create lasting profits or competitive advantage, as we discussed in our Danger Zone report in
April 2018. Rather, its main business, domain registration, has grown commoditized due to the regulated nature
of domain registrations and competition from giants such as Alphabet (GOOGL), Amazon (AMZN), web.com
(WEB), and many more, all of which offer domain registration for similar or cheaper prices.

To diversify, GoDaddy expanded into hosting, site creation, and email account management. These markets are
filled with entrenched incumbents, many of which are partnered with or owned by Alphabet. For site creation,
Alphabet partners with third parties such as Shopify (SHOP), Squarespace, Wix.com (WIX), WordPress, and
more. Furthermore, platforms such as Facebook (FB) and Etsy (ETSY) often make websites less important.

For email, Alphabet has no partners or peers as its Gmail email platform has over 1 billion monthly active users
and an estimated 27% share of the email client market. By comparison, GoDaddy is far from posing a threat with
18 million customers company wide, not just in email, at the end of June 2018.

Entrenched competition and slow growth have not stopped investors from allocating to GDDY in hopes it can
take even a fraction of market share. However, investors are backing the wrong horse in this race. Over the past
three years, GDDY burned $1.1 billion in free cash flow while GOOGL earned over $37 billion, per Figure 1.

Figure 1: GoDaddy Loses Billions While Alphabet Makes Billions
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Despite having much worse cash flow than Alphabet, GoDaddy’s stock price reflects expectations for future cash
flows that are much higher than the expectations in GOOGL. GoDaddy continues to generate negative economic
earnings, even after operating for 20 years, yet the market expects it to grow so much that it must take a large
chunk of GOOGL'’s (and all other competitors’) domain, site creation, and email management businesses.

See the comparison of the market’s expectations' for future growth for the two stocks in Figure 2. As it stands,
more than 100% of the current stock price depends on future cash flow growth, as GDDY currently has a
negative economic book value per share. Only 49% of GOOGL’s market cap relies on future cash flow growth.

Figure 2: Future Growth Expectations for GDDY Are Dangerously High
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Unlike GoDaddy, Alphabet is highly profitable. Alphabet has never earned a return on invested capital (ROIC)
below 25%, and it has grown economic earnings by 19% compounded annually over the past decade, as we
noted in our Long Idea report in February 2018. While the market continues to wonder whether Alphabet’'s
dominance can continue, its importance in nearly all internet services cannot be overstated. Instead of investing
in competitors fighting in its shadow, investors can own the dominant Alphabet at a reasonable valuation.

If GOOGL’'s NOPAT margin expands from 20% to 23% (based on lower tax rates) and the company can grow
after-tax profit by 15% compounded annually for the next 10 years, the stock is worth $1,415/share today — a
20% upside. See the math behind this dynamic DCF scenario. Those expectations are low when compared to
the company’s 20% compounded annual NOPAT growth rate over the past decade.

GDDY’s bubble bursting would likely send a capital to competitors, and GOOGL represents the best in class.
Micro Bubble Winner #2: Microsoft (MSFT: $114/share): A Cloud Application & Storage Cash Cow

Dropbox (DBX: $27/share) has built up a large base of free users with its cloud storage system, but the company
has struggled to attract more profitable customers. DBX faces slowing revenue growth, accelerating expense
growth, and a service that has been replicated by multiple competitors, either for free or at a similar price point.
We covered each of these issues in depth in our March 2018 report.

Competitors include Microsoft OneDrive, Google G-Suite, Apple iCloud, Box (BOX), Amazon Drive and more.

Microsoft has solid relationships (through its Windows operating system and Office software) with the enterprise
customers that Dropbox hopes to attract. Microsoft also benefits from (a) easily integrating Dropbox-like services
within its deeply entrenched products and (b) generating significantly more cash than Dropbox, per Figure 3.

' 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.
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Figure 3: DBX Barely Breaks Even While MSFT Makes Billions
Minimal Money Maker (DBX) vs. Cash Cow (MSFT)
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Dropbox’s valuation only compounds its lack of cash flow. To justify its current price of $27/share, DBX must
immediately improve from a -5% to 9% NOPAT margin (average of competitors) and grow revenue by 22%
compounded annually for the next 12 years. See the math behind this dynamic DCF scenario.

In this scenario, Dropbox would be generating $12 billion in revenue, which, at current paying user averages,
implies the firm would have nearly 103 million paying users. For reference, DBX had just 11.9 million paying
users as of June 30, 2018. Microsoft’s Office 365, which provides access to Microsoft's OneDrive, had 135
million commercial subscribers and 31.4 million consumer subscribers as of June, 30, 2018. Essentially, DBX
must grow its user base to near Microsoft levels, while drastically improving margins and fighting off competition
from Microsoft itself, along with the others listed above.

Figure 4 highlights the how much more cash flow growth DBX must achieve, compared to MSFT, to justify its
current stock valuation. More than 120% of DBX'’s current stock price (due to DBX’s negative economic book
value) is based on future cash flow growth. Meanwhile, only 54% of MSFT’s stock price is based on future cash
flow growth.
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Figure 4: Future Growth Expectations for DBX Are Dangerously High

Present Value of Growth Opportunities in the Stock:
High Risk (DBX) vs. Lower Risk (MSFT)
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MSFT earned $21.8 billion in TTM economic earnings — the second highest [Apple Inc. (AAPL) is first and
GOOGL is third] of any technology company we cover — on the back of strong growth in cloud services and
continued Office 365 dominance.

In fiscal 4Q18, Microsoft reported year-over-year revenue growth in 20 out of 22 product/service segments and
double-digit growth in 16 of those segments. NOPAT margins increased from 21% in fiscal 2017 to 26% in fiscal
2018 and ROIC improved from 28% to 32% over the same time.

If MSFT can maintain fiscal 2018 margins, and grow NOPAT by 11% compounded annually for the next 15
years, the stock is worth $142/share — a 25% upside. See the math behind this dynamic DCF scenario. Those
expectations are low when compared to the company’s historical NOPAT growth: 12% compounded annually
over the past 15 years and 33% compounded annually over the past three years.

As we wrote in our original articles on the micro-bubble, changing trends, new technologies, and smaller tech
“disruptors” get overhyped by the media and the market. The narrative that Best Buy (BBY) was doomed, that
Tesla (TSLA) could supplant General Motors (GM), or that Amazon would bankrupt Walmart (WMT) never held
water. The same goes for the companies on this list. Alphabet and Microsoft are highly profitable, stable
companies with durable competitive advantages. Investors should stop allocating to money losers and invest in
the winners in these industries.

This article originally published on September 26, 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 Stock Twits 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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