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Danger Zone: Glu Mobile (GLUU)

Click here to subscribe to our research.
Check out this week’s Danger Zone Interview with Chuck Jaffe of Money Life and MarketWatch.com.

Mobile game developer Glu Mobile (GLUU: $5.70/share) is in the Danger Zone this week. GLUU has ridden a
wave of optimism after hit games “Deer Hunter”, “Dino Hunter”, and “Kim Kardashian: Hollywood” have grown
revenues rapidly and sent the stock up 50% this year. In all the enthusiasm, many investors have ignored the
long-term risks to GLUU’s business model. Think of Zynga (ZNGA) without the real estate assets to provide a
bottom for the stock.

Faux Business Model

The problem with valuing game developers is that their revenues can be fairly irregular. One big hit can have
enough of an impact to overshadow longer-term trends. In its seven-year life as a public company, GLUU has
already had two big spikes in revenue, as shown in Figure 1.

Figure 1: Inconsistent Revenue
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Sources: New Constructs, LLC and company filings.

In 2008 and 2012, GLUU saw revenue growth of 34% and 64% respectively. After each of those big years,
revenue declined the following year.

Notice that I've said nothing about profits, and that’'s because there are none. GLUU has yet to turn an annual
profit. Even with its impressive revenue growth this year, GLUU has continued to lose money in 2Q14. Royalty
payments to Kardashian, who reportedly is due 45% of the profits from her game, should increase costs
significantly for the rest of the year.

GLUU has averaged -$22 million in free cash flow annually over the past six years, which has necessitated the
selling of more and more stock. GLUU has already doubled its outstanding share count since 2009, and its
recently announced acquisition of Cie Games should dilute shareholders by another 10%, as GLUU will pay
most of the acquisition price in stock.

Why The Business Model May Never Work

I've argued several times before that it's incredibly difficult to consistently create and monetize original content.
Former hit producers such as DreamWorks (DWA) and ZNGA are now struggling, and while Netflix’s (NFLX)
early forays into original content have had some success, they’ve also increased costs significantly. The most
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profitable content producers (companies like Disney (DIS)) have strong brand recognition, the ability to spin-off
their successes into long-running franchises, and high barriers to entry. Mobile gaming has none of these
cornerstones to creating a viable (i.e. profitable) business model.

1) Branding: People might have some loyalty to a movie studio. People will go see a Pixar movie just
because it's Pixar. Zynga’s decline proves people don’t download a game just because they’ve played
one by that developer before.

2) Sequels and Franchising: Sequels frequently dominate the box office. Certain console video game
franchises like Halo, Call of Duty, and FIFA have very loyal followings. Hit mobile games, however, are
almost always one-hit-wonders that rarely have a popular sequel.

3) Barriers to entry: Flappy Bird was made by one Vietnamese developer in a few days, and yet hit #1 on
the iTunes app store. The expertise, resources, and time required to develop a mobile game is
extremely low compared to other media.

Number three highlights another big issue for mobile game developers: no one really knows what makes a
successful game. Sure, now that it's a hit everyone gushes over the brilliant marketing strategy that made “Kim
Kardashian: Hollywood” a success, but prior to its launch GLUU was actually mentioning its Hercules movie tie-
in game more prominently in press releases. Hercules has already dropped out of the top 100 on the free
downloads chart on the iTunes store despite coming out more recently.

Bulls have argued that GLUU could get into mobile real money gambling, which would lead to more consistent
profits, but people made similar arguments about ZNGA. If mobile gambling ever does happen, ZNGA actually
seems the more likely to profit, given its popular poker game.

Irrational Exuberance

The valuation and expectations are sky-high for GLUU. The precipitous drop in the stock last Thursday despite
beating EPS expectations is not a surprise when a stock is as expensive as GLUU . Our DCF model quantifies
just how high the market’s expectations for GLUU really are.

To justify its current valuation of ~$5.70/share, GLUU must achieve pre-tax margins of 20% (currently margins
are -19%%) within five years and grow revenue by 25% compounded annually for 11 years. , 20% is the all-time
high (from back in 2004) for Electronic Arts (EA) over the past 15 years.

More specifically, our estimates include 100% revenue growth in 2014 followed by 20% per year after that. Look
at Figure 1 again. Does it really seem likely that GLUU will be able to deliver even bigger games next year after
its big hits in 20147 And even if it does manage that revenue growth, can it deliver those high profit margins?
And can it maintain both for over a decade?

Even if GLUU were to cut both its product development and marketing expenses in half, it would only be earning
pre-tax margins of ~15%. If we use that lower number as their long-term margin, and slow revenue growth to
15% compounded annually for 15 years, the stock is worth just $2/share.

Even those expectations seem highly optimistic. GLUU could easily never turn a consistent profit and go to zero
someday. Unlike Zynga (ZNGA), which owns valuable real estate, GLUU lacks significant tangible assets to
create a floor for the stock.

Insiders Are Selling

Insiders have sold 4.4 million shares, or about 20% of the shares they hold, over the past year. A large portion of
these sales occurred when the stock first spiked above $5/share in early February, a sign that management was
eager to cash out at those levels.

For the short-term oriented trader, GLUU is a rapidly growing company on the path to profitability. For the long-
term investor, GLUU is a company with no profits, moderate growth, and management that consistently destroys
shareholder value by diluting their equity. Not sure about you, but | prefer not to gamble with my investments. |
recommend you avoid GLUU too.

Sam McBride contributed to this report.
Disclosure: David Trainer is short GLUU. David Trainer and Sam McBride receive no compensation to write
about any specific stock, sector, or theme.

Page 2 of 4


http://blog.newconstructs.com/�
http://www.newconstructs.com/�
http://blog.newconstructs.com/2013/08/07/how-new-constructs-discounted-cash-flow-model-works/�
http://blog.newconstructs.com/wp-content/uploads/2014/08/GLUU_DCF_NewConstructsModel.jpg�
http://blog.newconstructs.com/wp-content/uploads/2014/08/GLUU_DCF2_NewConstructsModel.jpg�
http://www.nasdaq.com/symbol/gluu/insider-trades�

New Constructs STOCK PICKS AND PANS siazo14

New Constructs® — Profile

How New Constructs Creates Value for Clients

1. Superior Recommendations — Our stock picks consistently outperform. See our track record
in our stock-picking accolades and Proof Is In Performance reports.

2. More Accurate Research — Our patented Research Platform for reversing accounting
distortions and discounted cash flow analysis leverages better data to deliver smarter research.

3. Time Savings — We check the fine print in thousands of corporate filings so you don't have to.
As reported by Barron’s, our expertise in analyzing SEC filings delivers Hidden Gems and Red
Flags that drive long-term stock-picking success.

4. Transparency — We are proud to share the results of our analysis of over 50,000 10Ks. See
the Corporate Disclosure Transgressions report we provided the SEC. Our reports detail all
data and assumptions. Company Models enable users to change them.

5. Obijectivity — New Constructs is an independent research firm, not tied to Wall Street or
investment banking services. Our models are driven by comprehensive high-quality data not
stories. See our presentation to the Senate Banking Committee, the SEC and many others in
DC.

Our Philosophy About Research

Accounting data is not designed for equity investors, but for debt investors. Accounting data must be
translated into economic earnings to understand the profitability and valuation relevant to equity
investors. Respected investors (e.g. Adam Smith, Warren Buffett and Ben Graham) have repeatedly
emphasized that accounting results should not be used to value stocks. Economic earnings are what
matter because they are:

1. Based on the complete set of financial information available.
2. Standard for all companies.
3. A more accurate representation of the true underlying cash flows of the business.

Additional Information

Incorporated in July 2002, New Constructs is an independent publisher of investment research that
provides clients with consulting, advisory and research services. We specialize in quality-of-earnings,
forensic accounting and discounted cash flow valuation analyses for all U.S. public companies. We
translate accounting data from 10Ks into economic financial statements, i.e. NOPAT, Invested Capital,
and WACGC, to create economic earnings models, which are necessary to understand the true
profitability and valuation of companies. Visit the Free Archive to download samples of our research.
New Constructs is a BBB accredited business and a member of the Investorside Research
Association.
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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.

New Constructs is affiliated with Novo Capital Management, LLC, the general partner of a hedge fund. At any particular time, New
Constructs’ research recommendations may not coincide with the hedge fund’s holdings. However, in no event will the hedge fund receive
any research information or recommendations in advance of the information that New Constructs provides to its other clients.

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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