
 
 DILIGENCE PAYS 11/26/18 

 

Page 1 of 4 
 

Important Disclosure Information is contained on the last page of this report.   
The recipient of this report is directed to read these disclosures. 

 

Be Thankful If You Stayed Out of the Danger Zone This Year 
Check out this week’s Danger Zone interview with Chuck Jaffe of Money Life. 

It’s the time of year to reflect on the things for which we’re thankful. Investors tend to focus their gratitude on the 
winners they pick, but research shows that it might be more profitable to focus on avoiding losers. To that end, 
we’re summarizing some Danger Zone picks that steered readers away from stocks whose true colors have 
been revealed in the recent market volatility. Investors that failed to heed our warning the first time are in the 
Danger Zone this week. 

 

 

Don’t Get Gobbled Up by the Micro-Bubble 

On August 6, we put the “Micro-Bubble” in the Danger Zone for the first time. We highlighted five stocks – 
Amazon (AMZN), Netflix (NFLX), salesforce (CRM), Tesla (TSLA), and Spotify (SPOT) – with negative free cash 
flow and unrealistically high expectations for market dominance that was embedded in their stock prices. 

Per Figure 1, shareholders in those companies have lost a combined $220 billion (18%) since we published that 
article while the S&P 500 is down just 8%. 

Figure 1: Shareholder Losses for Micro-Bubble Stocks 
 

Ticker Company  
Market Cap August 6 

($Billions) 
Current 

Market Cap 
Shareholder 

$ Loss 
Shareholder 

% Loss 

AMZN Amazon $895 $731 $164 18% 

NFLX Netflix $150 $116 $34 23% 

CRM salesforce.com  $104 $91 $13 13% 

TSLA Tesla  $59 $59 $0 0% 

SPOT Spotify $32 $23 $9 28% 

Total Total $1,240 $1,020 $220 18% 
 

Sources: New Constructs, LLC and company filings  

Tesla (TSLA) is the only company on the list whose market cap has not declined, but the stock is still down 8% 
due to dilution from employee stock compensation.  

The dismal performance of these stocks stands out even more when one considers that the news for these 
companies has been mostly positive over the past few months: 

• AMZN reported record profits in 3Q18. 
• NFLX spiked after beating expectations for subscriber growth, only to give up those gains in a week. 
• CRM beat on the top and bottom line and raised its full year guidance  
• TSLA posted its first quarter of GAAP profitability in over two years 
• SPOT beat on the top and bottom line and expanded its service to the Middle East 

The contrast between the positive news and the poor stock performance shows exactly why we labelled these 
stocks a “micro-bubble”. When the expectations are sky-high, even good results can disappoint.  

Amazingly, though, none of the stocks in Figure 1 hold the title for the worst performing micro-bubble stock. That 
honor goes to Snap, Inc. (SNAP), which is down 52% since our article on August 13. 

Beware of High-Flying IPO’s 

We launched our pre-IPO coverage this year. Given that 83% of IPO’s this year have been unprofitable, it’s no 
surprise that many of these IPO’s have ended up in the Danger Zone. 

Get the best fundamental research 
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In addition to Spotify, Eventbrite (EB) is down 18% since we warned investors to avoid it in September, and 
Domo (DOMO) has dropped over 40% since its June IPO. All three of these IPO’s had (and still have) several 
red flags that made these drops predictable: 

• Negative profits and free cash flow 
• Expenses growing faster than revenue 
• Dual-class share structures that keep investors from having a say in corporate governance 
• Valuations that implied unrealistic levels of growth and profitability 

Even though the stocks’ valuations have declined, the red flags just keep piling up. Amidst its slumping stock 
price, Domo’s president announced his departure for another cloud startup. Executive departures are just 
another red flag that make the stock especially risky in a market that is not quite as easy to navigate these days.  

Misleading ETFs and Mutual Funds Hurt Investors Too 

It’s not just stocks that end up in the Danger Zone. ETFs and mutual funds can put investors at risk when they 
have poor holdings, misleading labels, and excessive costs. 

Two mutual funds found their way into the Danger Zone this year. In June, we warned investors to stay away 
from Lord Abbett Value Opportunities Fund (LVOAX). The fund promises value right in its name, but its holdings 
have negative free cash flow and a price to economic book value (PEBV) of 3.8, which is significantly more 
expensive than the S&P 500 at 2.7. Since our article, LVOAX is down 16% while the S&P 500 is down just 4%.  

A month later, we put HSBC Opportunity Fund (HSOAX) in the Danger Zone. This fund promises to deliver 
“consistent or accelerating earnings growth”, but its holdings have low and declining economic earnings. Since 
our article, HSOAX is down 14% while the S&P 500 is down just 5%. 

Both the funds above also have above average total annual costs, a trait they share with the AI Powered Equity 
ETF (AIEQ). AIEQ debuted with a great deal of hype last year by promising to pick stocks using artificial 
intelligence. It capitalized on this hype by charging an expense ratio of 0.75%, which is higher than 90% of the 
ETFs we cover.  

Despite the high fees and the promise of a unique stock-picking approach, our analysis found little differentiation 
between the holdings quality of AIEQ and the S&P 500. In addition, the ETF gives almost no information to 
investors about the technology behind the fund or the methodology it uses to pick stocks. The black-box 
investment methodology and above-average fees led us to recommend that investors avoid the fund. 

Since our article, AIEQ is down 4% while the S&P 500 is flat.  

The poor performance of AIEQ, along with all the other examples above, shows why investors need diligence. 
Buying stocks on the basis of an exciting story, the recommendation of conflicted sell-side research, or 
misleading accounting earnings can lead to portfolio blowups. The only way to protect yourself from this risk is to 
do the hard work of analyzing the cash flows of a business and understanding the cash flow expectations 
embedded in its stock price.  

Our Robo-Analyst1 technology makes institutional-quality diligence available to all investors. TD Ameritrade 
(AMTD) gives seven million of their clients the diligence needed to make informed decisions by putting our 
unconflicted and comprehensive research on stocks, ETFs and mutual funds at their fingertips. 

This article originally published on November 26, 2018. 

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

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

                                                 
1 Harvard Business School features the powerful impact of our research automation technology in the case New Constructs: Disrupting 
Fundamental Analysis with Robo-Analysts. 
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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 CEO, 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).  

2. 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. 

http://blog.newconstructs.com/
https://www.newconstructs.com/roic-paradigm-linking-corporate-performance-valuation/
https://www.newconstructs.com/technology/
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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, f inancial 
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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