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Danger Zone: Demandware Inc. (DWRE)
Check out this week’s Danger Zone interview with Chuck Jaffe of Money Life and MarketWatch.com.
Demandware (DWRE: $72/share) IPO’d in 2012 based on plans to create shareholder value by providing ecommerce platforms for retailers and brands worldwide. So far, the plan is not working as the company’s profits
have declined. Paradoxically, the stock price has climbed over 140% since its IPO. The stock is dangerously
overvalued and earns a place in the Danger Zone this week.
Revenue Growth Is Misleading
Demandware joins our list of cloud-based companies that fail to make money. The list includes names such as
Salesforce.com (CRM), Workday (WDAY), and Box (BOX). Unfortunately, too many investors appear willing to
overlook this fundamental flaw and focus on revenue growth instead. Since 2012, Demandware has grown its
revenue by 42% compounded annually. Businesses aren’t built upon revenue growth though. Only profits can
sustain a business.
Net operating profit after-tax (NOPAT), which has never been positive, has moved in the opposite direction to
revenue. Since 2012, NOPAT has fallen from -$6 million to -$26 million in 2014. This trend has continued into
2015, as NOPAT has declined even further to -$28 million on a trailing 12-month (TTM) basis.
Figure 1: Profit Headed the Wrong Way

Sources: New Constructs, LLC and company filings.

The biggest reason for the company’s widening losses has been its rising costs. In 1Q15, revenues grew 54%
year over year (YoY), while cost of revenues grew 69%. Since 2012, cost of revenue has grown by 31%
compounded annually and operating expenses have grown 53% compounded annually. Attracting new
customers and developing new features has been increasingly expensive for Demandware.
As could be expected, with negative profits, Demandware has also never achieved a positive return on invested
capital (ROIC). In 2012, Demandware earned a -16% ROIC, which has since fallen to -35% in 2014 and -23% on
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a TTM basis. Operating pretax margins (NOPBT) have only declined since IPO from -9% in 2012 to -16% on a
TTM basis as well.
Fierce Competition In a Saturated Market
Demandware generates revenues through creating and servicing clients’ e-commerce activities, including online
presence, omni channel integration, or customer relationship management. Demandware takes a percentage of
sales generated through these channels. Investors are failing to realize just how much competition this business
model creates. In the same year Demandware went public, 4 other cloud software companies had a public
offering, highlighting the exuberance the market has had. In addition, IBM, Oracle, HP and Dell all have
competing products. For example, Oracle’s ATG Web Commerce product can provide companies with an
established digital presence but can also provide integrated hardware and software infrastructure. More
importantly, Oracle can do so profitably giving it a big advantage in pricing and product innovation.
IBM’s WebSphere product also competes with Demandware. Smaller and more aggressive competitors lurk
within the market. Salesforce.com, Workday, and ServiceNOW all compete in the cloud/big data market, albeit
unprofitably.
Aside from the traditional technology based competitors, Demandware indirectly competes with traditional
retailers. Demandware receives a portion of revenues generated through sites it develops, and while this
revenue sharing aligns the company with clients, it makes the company dependent on its clients and vulnerable
to their retail competitors, such as Amazon and eBay, whose margins are razor thin.
Figure 2 shows how poorly Demandware stacks up against many of its numerous competitors. Due to
Demandware’s low ROIC, the company will face pressure from competitors who possess greater pricing power
and the ability to reinvest in their business
Figure 2: Demandware Lags All Competition
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Sources: New Constructs, LLC and company filings.

A Hollow Bull Case
The success of Demandware relies heavily upon its ability to add new clients, create new services to further
integrate clients into its system, and at some point make money. To date, the company’s profits have only
declined while competition has increased. Beware revenue growth that belies profit declines. That trend has a
very limited life span.
Demandware’s position as a lower cost alternative leaves it little pricing flexibility. Low price doesn’t always win
out in the technology sector. Ultimately, retailers will gravitate towards the product that provides the best overall
value. Larger competitors, like IBM or Oracle, have greater resources, brand cache, and exposure. These
competitors stand squarely in the way of Demandware’s future.
Stupid Money (Buyout) Risk
The industry in which Demandware operates lends itself to rampant acquisition speculation. The hope is that
larger competitors will purchase Demandware, and large tech firms have a long history of buying smaller firms to
bolster existing products or enter new spaces. However, in this case, potential acquirers IBM and Oracle already
have robust business models providing cloud-based e-commerce, so purchasing an unprofitable Demandware
does not provide any strategic value. Take Salesforce.com as a prime example of a cloud business struggling to
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find a suitor. It would be much wiser for any potential acquirer to let the price of Demandware fall back to more
reasonable levels before initiating any acquisition efforts.
Impact of Footnotes Adjustments and Forensic Accounting
In order to derive the true recurring cash flows, an accurate invested capital, and a real shareholder value, we
have made several adjustments to Demandware’s 2014 10-K. The adjustments we made are as follows:
The largest income statement adjustment was $1 million (<1% of revenue) in non-operating expenses hidden in
operating line items. Despite removing these expenses, Demandware’s NOPAT is still negative -$25 million.
The largest balance sheet adjustment made was the removal of $36 million in assets related to midyear
acquisitions. This adjustment represented 12% of reported net assets. Despite removing this amount from
invested capital, Demandware still generated a -35% ROIC in 2014.
The largest adjustment to shareholder value came in the form of $105 million in outstanding employee stock
option liabilities. These option liabilities represent 4% of Demandware’s current market cap.
Valuation is Out of Touch
Demandware is dangerously overvalued. To justify its current price of $72/share, the company must raise its
pretax (NOPBT) margin from -16% to 5% and grow revenue by 31% per year for the next 18 years. In this
scenario, Demandware would then be generating over $20 billion in revenue, higher than eBay’s 2014 revenue.
Growth at the levels implied by the market price seems unrealistic given the stiff competition the company faces.
A more realistic value for Demandware, even giving them credit for 15% NOPBT margins (above retailers but
below large tech firms like IBM and MSFT), and 10% revenue growth for the next decade, the stock is only worth
$12/share today –– a 83% downside from current levels.
Catalyst
The biggest potential catalyst for Demandware, much like other recent Danger Zone stocks, is an earnings miss.
When revenue growth stories fail to produce the profit results the market is expecting, the stock can drop
drastically. Take Workday’s recent 15% decline after recent earnings or even Netflix’s 20% drop in late 2014 as
prior examples. Demandware walks a fine line between “hyper revenue growth” and unprofitable cloud business.
An earnings miss can easily flip sentiment from exuberant to negative.
Short Interest
Short interest stands at 3.6 million shares, or less than 10% of shares outstanding.
Heavy Insider Selling, Not Much Buying
In the past 12 months, insiders have bought 265 thousand shares and sold 1.5 million shares, for a net of 1.2
million shares sold. This figure represents 3% of all shares outstanding.
Executive Compensation Not Based On Profits
Demandware’s executives are paid annual cash bonuses in addition to long-term stock awards. 90% of the cash
bonuses are based upon corporate performance with the remainder based upon individual performance. Half of
the corporate performance bonus is based upon non-GAAP EBITDA and a company defined “renewal dollar
percentage”, while the other half is based on the discretion of the compensation committee using companydefined metrics for success. The compensation committee is able to award executives with equity incentive
awards that are aimed at aligning executives with the interests of shareholders. Metrics for how executives earn
these equity awards are not abundantly clear in Demandware’s proxy document, other than they are based on
individual performance and remaining competitive against the company’s peer group.
Dangerous Funds That Hold DWRE
The following ETFs and mutual funds allocate significantly to DWRE and earn our Dangerous or Very Dangerous
ratings.
1. Wells Fargo Advantage Emerging Growth Fund (WEMAX) — 2.2% allocation to DWRE and Very
Dangerous rating
2. John Hancock Small Cap Equity Fund (SPVSX) — 2.0% allocation to DWRE and Dangerous rating
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Disclosure: David Trainer, Allen L. Jackson, and Kyle Guske II receive no compensation to write about any
specific stock, sector, or theme.
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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. Objectivity – 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.
2.
3.

Based on the complete set of financial information available.
Standard for all companies.
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 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
WACC, 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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