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Why Holdings-Based Research Matters: Avoid This Micro-Bubble
ETF

Check out this week’s Danger Zone interview with Chuck Jaffe of Money Life.

Fund labels and descriptions should not be trusted. Too often, investors make the decision to buy a fund based
on its name or stated methodology, rather than on holdings-based research. Only by analyzing a fund’s holdings
can one determine whether its methodology is fundamentally sound or just marketing hype. When investors
neglect basic due diligence, they take more risk and miss significant red flags that cause funds to underperform.

Get the best fundamental research

Narratives Are Not Investment Strategies

This ETF’s label plays on the false “Retail Apocalypse” narrative that e-commerce is destroying traditional brick-
and-mortar retailers by taking long positions in online focused firms and shorting brick-and-mortar firms. Our
analysis shows that the narrative of brick-and-mortar decline is overhyped. Making matters worse, when we
analyze its holdings, we find that this ETF actually buys low-quality, overvalued stocks and shorts high-quality,
undervalued stocks. ProShares Long Online/Short Stores ETF (CLIX: $41/share) is in the Danger Zone.

Why Shorting Brick-and-Mortar Can Be A Bad Strategy (and False Narrative)

The disconnect in holdings quality and ETF label is a byproduct of the fund’s methodology, which isn’t as sound
as the e-commerce narrative would have investors believe. In CLIX’s profile, it states:

“Physical retailers are under immense pressure. Sales have been declining and profit margins are approaching
lows not seen since the recession.”

This sales decline — the reason CLIX gives for shorting brick-and-mortar retailers — is not backed up by the data.
According to U.S. Census Bureau data, CBRE Research, and emarketer.com, in-store sales have grown (and
not declined) in each of the past eight years. Per Figure 1, in-store sales actually contribute more to overall retail
growth than online sales on an absolute basis. Over the past three years, in-store sales have increased by $284
billion, compared to a $155 billion increase in e-commerce sales.
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Figure 1: Brick & Mortar Sales Growing More than E-Commerce

Figure 3: E-commerce vs. In-store Sales Growth (Absolute)
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CLIX’s Short Strategy Is Based on False Narrative

We have featured many of the stocks CLIX takes short positions in as Long Ideas in the recent past. Companies
such as Best Buy (BBY), Children’s Place (PLCE), Michael's (MIK), Ross Stores (ROST), Target (TGT), and
Walmart (WMT) have long histories of profit growth, high ROICs, undervalued stock prices, and have proven
resilient in the face of struggling big-box retailers such as Sears Holdings (SHLD).

Furthermore, each of the above companies bucks the false narrative of dying brick-and-mortar retail, and in
some cases, is seeing significant growth in e-commerce sales. For instance:

e Best Buy’'s domestic online sales have grown by double digits in each of the past five years and made
up 16% of domestic revenue in fiscal 2018.
Ross Stores has grown comparable store sales in 38 consecutive quarters (each quarter since 4Q08).
The Children’s Place has grown after-tax profit (NOPAT) by 8% compounded annually over the past five
years.

¢ Michaels has grown NOPAT by 6% compounded annually since 2015.

e Walmart's fiscal 2Q19 e-commerce sales grew 40% year-over-year, faster than the 19% growth at
Amazon.

More Red Flags Only Identified Through Holdings Analysis

Holdings-based research on CLIX reveals two additional issues: severe lack of diversification and a holding that
is not aligned with the stated strategy.

First, Amazon (AMZN) and Alibaba (BABA) make up 40% of CLIX’s long portfolio, and, therefore, exert outsized
influence on the performance of the ETF.

Further, Amazon has become more of a brick-and-mortar firm, with its acquisition of Whole Foods and opening
of physical locations. This shift, from online to bricks-and-mortar, begs the question, why is an e-commerce giant
opening locations if brick-and-mortar stores are a dying industry? The answer, as noted above, lies in the fact
that brick-and-mortar is not actually declining, but instead growing, and still makes up the large majority of retail
sales.

Second, one holding in particular stands out as not like the others, Netflix (NFLX). We find it hard pressed to
categorize Netflix as an online retailer along the likes of Etsy (ESTY), eBay (EBAY), Wayfair (W), and even
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Amazon. Sure, it sells its product online, but Netflix is more commonly compared to tech firms and/or media
conglomerates than it is to retailers.

Holding Netflix, given that it is not a retail business, suggests that CLIX's real strategy is to chase performance or
momentum. Unfortunately for CLIX investors, Netflix may be running out of momentum, as we highlighted in our
recent article “NetflixXs Momentum Has Run Out”.

Poor Asset Allocation Doesn’t Bode Well for Performance

CLIX’s asset allocation strategy results in picking worse stocks than its benchmark. You'd hope a fund that was
focused on a specific subset of the retail market to be able to pick better stocks than a fund allocating passively
across the entire market. Instead, as Figure 2 shows, our holdings-based research reveals that CLIX has worse
asset allocation than its benchmark, the iShares Trust Russell 3000 ETF (IWV).

Figure 2: CLIX’s Asset Allocation is Worse Than its Benchmark
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To make our determination of holdings quality, we leverage our Robo-Analyst technology’ to drill down and
analyze the individual stocks in every fund we cover.

CLIX allocates just 6% of its assets to Attractive-or-better rated stocks versus 24% for IWV. It allocates 53% to
Unattractive-or-worse rated stocks versus just 30% for IWV. Essentially, investors buying IWV, which is indexed
to the entire market, receive better asset allocation than the focused strategy of CLIX.

CLIX’s Strategy Shorts Quality Stocks and Buys Poor Stocks

Diving deeper into CLIX’s holdings reveals a key flaw in its methodology to go long online firms and short brick-
and-mortar firms. As Figure 3 shows, CLIX’s long holdings have significantly worse ratings than its short
holdings.

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

Page 3 of 6


http://blog.newconstructs.com/
https://www.newconstructs.com/netflixs-momentum-has-run-out/
https://www.newconstructs.com/technology/
https://hbr.org/product/new-constructs-disrupting-fundamental-analysis-with-robo-analysts/118068-PDF-ENG
https://hbr.org/product/new-constructs-disrupting-fundamental-analysis-with-robo-analysts/118068-PDF-ENG

% » New Constructs®
DILIGENCE PAYS 11518

Figure 3: CLIX’s Long Positions Rank Worse Than Its Short Positions

CLIX's Stock Rating Allocations - Long vs. Short
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Of CLIX’s long positions, only 11% earn an Attractive-or-better rating, while 56% of its long positions earn an
Unattractive-or-worse rating. Long positions include companies such as Blue Apron Holdings (APRN),
Overstock.com (OSTK), Wayfair (W), and JD.com (JD), each of which have a negative return on invested capital
(ROIC) over the last twelve months. These are exactly the types of firms where cash flows cannot justify their
valuations, which we call micro-bubble stocks.

Meanwhile, 45% of its short positions earn an Attractive-or-better rating, while only 13% earn an Unattractive-or-
worse rating. Shorting high-quality stocks and buying low-quality stocks is not a winning strategy.

CLIX’s Costs Create Another Hurdle to Outperform

At 0.72%, CLIX's total annual costs (TAC) are higher than 87% of the 697 ETFs under coverage. For
comparison, the average TAC of all ETFs under coverage is 0.46%, the weighted average is 0.17%, and the
benchmark ETF (IWV) has total annual costs of 0.22%.

The only way for any mutual fund or ETF to justify its higher fees is through better asset allocation. As shown
above, CLIX does not justify its higher fees.

Look Past the Narrative and Demand Diligence

Because of Amazon’s success, the narrative that all brick-and-mortar based businesses are in decline has taken
ahold of the market. As shown above though, this narrative is simply incorrect. While there are certainly
traditional retailers that are struggling (such as Sears) there are also numerous retailers thriving in the industry.
We’'ve highlighted a few above, but the list doesn't stop there.

Investors need to check their enthusiasm about all things e-commerce before jumping into this ETF. Without
holdings-based research, investors would fall prey to marketing that touts the end of brick-and-mortar while in
reality, the ETF allocates heavily to low-quality, unprofitable stocks.

This article originally published on November 5, 2018.

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