DILIGENCE PAYS 12/17/18
Three High-Flying Stocks to Sell Before a Bear Market
Check out this week’s Danger Zone interview with Chuck Jaffe of Money Life.
Last week we featured three safe stocks to get you through a bear market. This week we’re going in the opposite
direction and picking three stocks that have performed well in 2018 but look overvalued as the market grows
more volatile.
Advanced Micro Devices (AMD: $20/share), TripAdvisor (TRIP: $62/share), and Advance Auto Parts (AAP:
$166/share) are this week’s Danger Zone picks.
Get the best fundamental research
Price Increase Leads to Overvaluation
It should come as no surprise that many of the top-performing S&P 500 stocks for 2018 now earn our
Unattractive-or-worse rating. Anytime a stock nearly doubles in one year, there’s a good chance it will become
overvalued.
Figure 1 shows the year to date (YTD) performance and the price to economic book value (PEBV) for the top
three performing stocks in the S&P 500 so far this year. Economic book value represents the zero-growth value
of a company’s cash flows, so all three companies have a valuation at least four times higher than their zerogrowth value. For comparison, the weighted-average PEBV for the S&P 500 is 2.6.
Figure 1: Three Stocks to Sell Before a Bear Market
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In addition, these three stocks also share a few other traits, including:
•
•
•

Misleading reported earnings that overstate their true profit growth
Inferior return on invested capital (ROIC) compared to peers
Industries that could face competitive pressures in 2019

These factors, combined with overvaluation, mean investors should take their gains on these stocks now rather
than try to hold them into what could be a turbulent 2019.
Advanced Micro Devices (AMD)
Advanced Micro Devices is a global semiconductor company. The company is one of the smaller players in most
of its product lines, except for graphics processing units (GPU’s), where it operates in a virtual duopoly with
Nvidia (NVDA).
AMD drastically outperformed the market this year as it took GPU market share away from NVDA and analysts
perceived opportunities for the company to capitalize on struggles at Intel (INTC). Reported earnings growth also
helped drive the stock increase, as GAAP EPS increased 546% TTM to $0.32/share.
However, GAAP earnings growth is overstated due to a $19 million one-time gain from tax reform (5% of GAAP
net income) and understated earnings in the previous TTM period. Net operating profit after tax (NOPAT) grew
by 36% TTM, still impressive, but not as big an improvement as GAAP EPS.
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More importantly, even after its fundamental improvement, AMD remains at a significant disadvantage to its
peers. Figure 2 shows that AMD’s ROIC remains significantly below the rest of the semiconductor industry.
Figure 2: ROIC Since 2013: AMD Vs. Semiconductor Industry
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On top of its inferior profitability, AMD’s valuation implies an unrealistic level of future profit growth. In order to
justify its valuation of ~$20/share, AMD must immediately increase its pre-tax margins from 8% to 30% (in line
with industry leaders like INTC) and grow NOPAT by 42% compounded annually for 10 years. See the math
behind this dynamic DCF scenario.
We believe that level of growth and profitability will be incredibly difficult, especially with the prospect of the
crypto-bubble bursting leading to decreased demand for GPU’s. These concerns have already driven AMD down
30% over the past three months, and we think that decline could continue.
Even if AMD doubles its pre-tax margins to 15% and grows NOPAT by 33% compounded annually for 10 years,
the stock is worth just $10/share today – a 50% downside from the current stock price. See the math behind this
dynamic DCF scenario.
TripAdvisor (TRIP)
TripAdvisor is an online travel company that features reviews and recommendations for hotels, restaurants, and
attractions around the world.
TRIP’s presence on this list stands in contrast to Booking Holdings (BKNG), another travel site which we recently
featured in our article “Safe Stocks for a Bear Market”. TRIP and BKNG operate on two sides of the travel
industry. TRIP focuses on reviews and recommendations, whereas BKNG handles the actual payment and
reservations. The two companies compete for pageviews while at the same time partnering to serve customers,
as visitors to TripAdvisor can book tickets for hotels through Booking.
TRIP’s 82% YTD gain comes not from any major increase in demand or market share, as revenues are up just
3% TTM. Instead, the company has significantly improved its margins. TRIP’s NOPAT margin is up from 6% in
2017 to 8% TTM.
The major driver of this improvement comes from decreased spending on sales and marketing. In Q3 2018,
TRIP spent 45% of revenue on sales and marketing compared to 56% in Q3 2017. In addition, TRIP is
overstating its profit growth through the use of non-GAAP metrics that exclude real costs such as stock-based
compensation. Through the first nine months of 2018, TRIP reports that non-GAAP net income increased 46%,
but NOPAT is up just 32% TTM.
Even with its profitability improvements, TRIP remains well below BKNG in terms of ROIC, as shown in Figure 3.
TRIP bills itself as “the world’s largest travel site based on monthly unique visitors,” but it’s clear that BKNG is
better at monetizing its user base.
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Figure 3: ROIC Since 2013: TRIP Vs. BKNG
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In order to justify its valuation of ~$61/share, TRIP must immediately improve its pre-tax margins from 11% to
35%, in line with BKNG, and grow NOPAT by 24% compounded annually for 10 years. See the math behind this
dynamic DCF scenario.
It appears as if the market is valuing TRIP and BKNG based on eyeballs instead of cash flows. We think that in a
bear market, cash is going to matter much more.
If TRIP only improves margins to 20%, which it achieved in 2015, and grows NOPAT by 20% compounded
annually for 10 years, the stock is worth $38/share today – a 38% downside from the current stock price. See the
math behind this dynamic DCF scenario.
Advance Auto Parts (AAP)
Advance Auto Parts operates ~5,200 stores throughout North America selling auto parts and accessories. The
stock has gained 67% so far in 2018 on the back of earnings beats and positive analyst coverage. 2018 has
been a bounce back year after the stock was one of the S&P 500’s worst performers in 2017, declining 41%.
However, AAP’s earnings beats have been driven in large part by accounting head fakes. The company had a
one-time $144 million benefit from tax reform, as well as a $45 million TTM gain from changes in LIFO reserves.
Combined, these two items accounted for 34% of GAAP net income. Add in the company buying back $126
million (1% of market cap) in shares in the most recent quarter, and AAP manufactured 58% TTM GAAP EPS
growth even as NOPAT declined 25%.
As Figure 4 shows, this decline is part of a long-term trend. AAP’s ROIC has declined every year since 2011,
even as the rest of its industry has maintained a consistent level of profitability.
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Figure 4: ROIC Since 2013: AAP Vs. Auto & Parts Retail
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The auto parts industry faces significant competitive pressure in the near future as large brick-and-mortar
retailers, along with Amazon (AMZN), try to push their way into the market. AAP has already begun cannibalizing
its own business by partnering with Walmart (WMT) to stave off the competitive pressure.
When competition increases, the least profitable players tend to get squeezed out. Despite its growth in
accounting earnings, AAP is significantly less profitable than competitors such as AutoZone (AZO) or O’Reilly
(ORLY).
AAP’s high valuation only increases the risk of owning this stock. To justify its current valuation of ~$164/share,
the company must increase its pre-tax margins from 7% to 10% (in-line with its 2015 margins) and grow NOPAT
by 12% compounded annually for nine years. See the math behind this dynamic DCF scenario.
If AAP’s margins pre-tax margins rebound to 9% (the weighted average of the past three years), and the
company grows revenue at just 3% compounded annually for the next 10 years (in-line with projected industry
growth rates), the stock is worth $114/share today – a 31% downside from the current stock price. See the math
behind this dynamic DCF scenario.
The Importance of Unconflicted Fundamental Research
Bear markets will always be painful for investors. However, by leveraging our Robo-Analyst technology1, we can
cut through technical price movements, accounting earnings estimates, analyst opinions, and other noise to
identity overvalued stocks that investors should avoid if markets head downward.
This article originally published on December 17, 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.
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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 recipien t 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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