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Using Float Shrink, Free Cash Flow, and Leverage to Pick Stocks

Liquidity theory is based on the premise that shares should become more expensive as their supply shrinks. When the float
shrinks and demand is stable, the same amount of money is chasing fewer shares—prices rise. From a behavioral finance
perspective, company managers and insiders know more about the value of their companies than the investing public. They
are able to time stock issuance and buybacks in order to maximize returns, and the growing importance of stock-based
incentives in management compensation packages has increased the incentive to do so.

We have used this approach for market timing and sector rotation, but we have done little work at the stock level. For
stock-picking purposes, we added two criteria:

o Free cash flow. We are interested in companies that shrink the float because their underlying business is
profitable, not because they are divesting assets.

e Stable debt to equity ratio. We are not interested in companies that simply swap equity for debt. Doing so fails to
add genuine value—the risk of equity capital rises when the proportion of debt capital grows.

Our findings:

e There is no clear linear relationship between float shrink and stock returns one quarter later, although companies
with strong float growth tend to underperform. There is a strong linear relationship between float shrink and risk-
adjusted returns one quarter later. Float shrinkers offer a better risk/reward profile than float growers.

e There is a clear positive relationship between free cash flow to market cap and stock returns one quarter later.
Additionally, companies with large declines in free cash flow also perform strongly in the subsequent quarter.
We attribute this oddity to mean reversion and big-bath accounting.

e There is no significant relationship between changes in debt/equity ratios and stock returns one quarter later. This
squares with the Modigliani-Miller theorem—managers cannot add value by changing the capital structure of
their companies.

e A model that combines all three criteria performs better (on both absolute and risk-adjusted bases) than the single-
criterion models. Risk-adjusted returns for the top decile are 2.4 times greater than for the bottom decile. This is
the result of a tight link between the three variables. The abnormal returns seem to fade quickly, as the
relationship is much weaker in the subsequent quarter.
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Note on Methodology:

Our investment criteria are as follows:

o Float Shrink. We used a four-quarter moving average of float shrink, measured as the % change in outstanding
shares divided by the number of shares in the previous quarter. We adjusted float shrink for stock splits.

o Free Cash Flow. We used a four-quarter moving average of free cash flow to market cap, measured as the dollar
value of free cash flow divided by start-of-quarter market cap.

o Leverage. We used a four-quarter moving average of the change in the debt to equity ratio, measured as end-of-
quarter long-term debt divided by end-of-quarter equity.

We ranked all the companies in our universe in deciles according to each criterion. The top decile for float shrink
consists of the 10% of companies with the largest float shrink. The top decile for free cash flow consists of the 10% of
companies with the highest free cash flow to market cap ratio. The top decile for leverage consists of the 10% of
companies with the greatest decrease in their debt to equity ratio.

We then measured each decile’s return in the following quarter. We used total stock return, defined as: (split-adjusted
change in price + dividend) / start-of-quarter price.

Our simulation period was March 31, 2000 to March 31, 2010.
Our investment universe consists of the Russell 3000 stocks as of March 31, 2010. We have not adjusted for additions and

deletions to the index. While this creates obvious survivorship bias issues—Lehman Brothers and General Motors are not
in our investment universe, for example—we do not believe they invalidate our results because they affect all deciles.
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Biggest Float Shrinkers Post Higher Risk-Adjusted Returns One Quarter Later.

There is no clear linear relationship between float shrink and stock returns one quarter later. The best-performing
companies seem to be those with little or no float shrink—the ones in the fourth and fifth deciles. Companies in the ninth
and tenth deciles underperformed significantly, suggesting companies tend to fare poorly in quarters following large new

offerings.
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Absolute returns are, of course, an imperfect measure of the desirability of a stock. Investors should be willing to accept
lower returns when they come with lower risks. We scaled each decile’s return by its average standard deviation to
compute an information coefficient, and there is a clear and positive relationship between float shrink and risk-adjusted
returns. Companies in the top decile offer 1.7 times more return per unit of risk than companies in the bottom decile.
Float-shrinking companies achieve this performance mostly because of lower risk. The quarterly standard deviation of
stock returns in the first decile was only 18.9% versus 28.8% for stocks in the tenth decile.

Average Information Ratio of Float Shrinkers by Decile (Q+1)
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Free Cash Flow: Invest in the Best...or in the Very Worst!

There is a strong positive correlation between free cash flow to market cap and stock returns one quarter later. The 10% of
companies with the highest free cash flow/market cap ratio returned an average 9.1% quarterly, sharply higher than our
sample average of 4.3%. Interestingly, companies with deeply negative free cash flow—those in the tenth decile—also
posted very strong returns in the following quarter. We see two main explanations for this oddity:

reveal other negative news—which makes it easier to show improvement in following quarters.

Average Quarterly Return of FCF Growers by Decile (Q+1)
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Mean reversion. The market tends to overcorrect companies with especially poor results in a given quarter, which
makes it easier for them to outperform in the next quarter.
Big-bath accounting. Once company executives know their quarterly number is bad, they have an incentive to
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This effect persists, albeit in weaker fashion, once we adjust for risk. Companies with the highest free cash flow/market
cap ratios clearly offer the best risk/reward profile—their information ratio is 0.33—but companies in the tenth decile do

better than companies in the ninth through fifth deciles.

Average Information Ratio of FCF Growers by Decile (Q+1)
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No Significant Relationship between Leverage and Risk-Adjusted Returns.

There is no significant relationship between changes in debt/equity ratios and stock returns.
statistically different from the universe’s 4.3% average in any of the deciles.
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There is also no clear relationship between changes in debt/equity ratios and risk-adjusted returns. The best risk/reward
profile appears to be achieved by stocks in the fourth decile—little to no change in the debt/equity ratio—but we believe
this is pure chance. These results are consistent with the Modigliani-Miller theorem, which states that companies cannot
add value by changing their capital structure.

Average Information Ratio of Debt Shrinkers by Decile (Q+1)
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Combination of Three Criteria Yields Best Results, but Outperformance Fades Quickly.

We created a third variable, average liquidity score, by averaging the decile rankings of free cash flow, float shrink, and
leverage. For example, a company in the top decile for free cash flow, the third decile for float shrink, and the sixth decile
for leverage has an average liquidity score of 3.33. We separated these scores into 10 deciles and calculated returns for
each.

We found a strong positive correlation between average liquidity score and stock returns. Stocks in the top decile posted
an average quarterly return of 6.6%, easily beating the 4.3% average. These companies also returned 718% in the past 10
years, crushing our sample average of 250%. (Note that our benchmark’s return is much higher than the market’s because
of survivorship bias—see the preliminary note).
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The relationship is even stronger when we look at risk-adjusted returns. Stocks in the top decile offer 2.4 times more
return per unit of risk than stocks in the bottom decile. The relationship between average liquidity score and returns is
almost perfectly linear—the lower the liquidity score, the lower the average return—which indicates robust results.

Risk-Ajusted Returns by Average Liquidity Score
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The downside? Extra returns appear to fade quickly. A look at returns in the following quarter—two quarters after we
observe float shrink, free cash flow growth, and deleverage—reveals a much weaker relationship.

The direction of the relationship is nonetheless the same—companies with a better average liquidity score offer the best
risk/reward profile. The decline in outperformance also owes to the use of a four-quarter moving average for each
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variable, and to lagging the data by two quarters. That some extra returns remain almost six quarters later suggests our
three criteria offer an especially robust framework for selecting stocks.

Average Information Ratio of Debt Shrinkers by Decile (Q+2)
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The fact that the combined model performs better than any of the three individual models suggests a tight link between
float shrink, free cash flow growth, and leverage. Intuitively, companies with large free cash flow are much more likely
to shrink the float. Also, companies that shrink the float must simultaneously reduce debt if they do not want debt/ratios

to rise.

Correlation analysis confirms this intuition. Float shrink and free cash flow showed a positive correlation of 23% in the
past 48 quarters. Free cash flow and leverage displayed a positive correlation of 14%, while float shrink and change in

leverage exhibited a negative correlation of 11%.
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Annex 1: Overview of the Current Top-Decile Stocks.
We looked at the 378 companies’ in the top decile based on their filings for Q4 2009.

e Q1 2010 performance. Top-decile stocks returned an average of 9.4% against 8.9% for the average stock in our
sample. The standard deviation of their returns was 19.7% versus 21.6% for the entire sample.

e Average market cap. The companies in the top decile have an average market cap of $4.1 billion, not
significantly different from the average of $4.8 billion for Russell 1000 stocks.

e Sector bias. Information Technology was the most overweight sector in our model (many technology companies
completed large stock buybacks in Q4 2009, and free cash flow in the sector has rebounded faster). Alternately,
Energy and Financials were strongly underweighted in our model.

Sector Composition of Top Decile Sector Composition of Russell 3,000

Consumer Discretionary 10.2%]| [Consumer Discretionary 9.0%
Consumer Staples 12.2%| |Consumer Staples 7.0%
Energy 1.4%| |Energy 12.5%
Financials 9.4%| |Financials 17.0%
Health Care 5.7%| [Health Care 12.2%
Industrials 9.5%| [Industrials 11.3%
Information Technology 47.5%| |Information Technology 20.8%
Materials 2.7%| |Materials 3.5%
Telecommunication Services 0.1%] |Telecommunication Services 3.0%
Utilities 1.3%] [Utilities 3.7%
'For the “combined criteria” data, all deciles arengnot of
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The TrimTabs Family of Products

For further coverage of liquidity and macroeconomic trends, please refer to the following TrimTabs products:
- Daily Liquidity Report(Monday through Friday)
- Overnight Liquidity Updat€éMonday through Thursday)
- Weekly International Liquidity RevieivMonday)
- Weekly Macro Analysi@uesday)
- Weekly Flow RepofWednesday)
- Sector Liquidity(every other Thursday)

Legal Disclaimer

The data and analysis contained herein are provided "as is" and without warranty of any kind, either expressed or implied.
TrimTabs Investment Research (TTIR) any affiliates or employees, or any third party data provider, shall not have any
liability for any loss sustained by anyone who has relied on the information contained in any TTIR publication. All
opinions expressed herein are subject to change without notice, and you should always obtain current information and
perform due diligence before trading. TTIR accounts that TTIR or its affiliated companies manage, or their respective
shareholders, directors, officers and/or employees, may have long or short positions in the securities discussed herein and
may purchase or sell such securities without notice. TTIR uses various methods to evaluate investments, which may, at
times, produce contradictory recommendations with respect to the same securities. When evaluating the results of prior
TTIR recommendations or TTIR performance rankings, one should also consider that TTIR may modify the methods it
uses to evaluate investment opportunities from time to time. For this and for many other reasons, the performance of
TTIR's past recommendations is not a guarantee of future results. The securities mentioned in this document may not be
eligible for sale in some states or countries, nor be suitable for all types of investors; their value and income they produce
may fluctuate and/or be adversely affected by exchange rates, interest rates or other factors. TTIR has an investment
management affiliate, TrimTabs Asset Management (TTAM) which actively invests in highly liquid ETF securities which
are sometimes similar or identical to those tracked in the TTIR model portfolio and sometimes different. The portfolio
trades held by TTAM will not always be the same as those recommended by TTIR, primarily because the TTIR trade
recommendations are updated weekly while TTAM portfolios are managed on a daily basis as conditions change. Due to
the highly liquid nature of ETF securities tracked by TTIR, TrimTabs does not believe there is the potential for conflicts
of interest. Further distribution prohibited without prior permission. Copyright 2009 © TrimTabs Investment Research.
All rights reserved.
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