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Danger Zone: Twitter (TWTR)

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

Twitter (TWTR: $36/share) went public in late 2013 touting excellent customer growth, equally impressive
revenue growth, and the potential to be the “next big thing.” More recently, Twitter shares have come under
pressure in the face of concerns about the company’s ability to make money. We think investors are just seeing
the tip of the iceberg of the problems with Twitter. The stock has much farther to fall and earns a place in the
Danger Zone this week.

Twitter derives nearly 90% of its revenues from advertisements. Twitter sells ads that promote individual tweets,
accounts, or even trends that allow advertisers to increase awareness of their brand, product, or service. The
company’s profits depend on maximizing monetization of users and growing its user base. The company is
struggling and lags peers in both areas.

Some Growth...Yes, But Not In Profits

Twitter is similar to other Internet stocks about whom we’ve written recently: Salesforce.com (CRM), Workday
(WDAY), and Box (BOX). The similarities are not positive, however. First, Twitter has failed to record any profit
(accounting or other) since its IPO. Second, Twitter touts large revenue growth (upwards of 100% annually), but
converts none of it to profits.

Since 2012, revenue has grown from $317 million to $1.4 billion in 2014. However, net operating profit after-tax
(NOPAT) has moved in the opposite direction. Since 2012, NOPAT has fallen from -$45 million to -$490 million
in 2014. This trend has continued into 2015, as NOPAT has declined even further to -$500 million on a trailing
12-month (TTM) basis.

Figure 1 shows the inverse relationship between Twitter's revenue and profit.

Figure 1: The Opposite of Growth For Profits

Revenue Doesn't Mean Profit

$1,600 - %0
$1,400 - -$100
@ $1,200

2 31,000 - -5200
£ $800 / - -$300
5 60 - -$400

$400 —
$200 - -$500
$0 -$600

2012 2013 2014
s Revenue NOPAT

Sources: New Constructs, LLC and company filings.

The biggest reason for the company’s declining profits is costs are rising as fast as revenues. In 1Q15, when
revenues grew 74% year over year (YoY), cost of revenues grew 68% while sales and marketing costs grew
73%. One of the largest drivers of these increases has been stock based compensation. Stock based
compensation was 6% of total expenses in 2012, 50% in 2013, and 30% in 2014. While stock based
compensation was a lower percentage of expenses in 2014, it still accounted for nearly 1/3 of the company’s
expenses.
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As could be expected, with negative profits, Twitter has also never achieved a positive return on invested capital
(ROIQ). In 2012, Twitter earned a -5% ROIC, which has since fallen to -10% in 2014 and on a TTM basis.

Operating pretax margins (NOPBT) have only declined since IPO as well, from -14% in 2012 to -32% on a TTM
basis.

Highly Competitive Landscape Undermines Ability To Grow Users

While Twitter’s service for its users has few direct rivals, the company faces stiff competition for advertising
dollars. Most notable are Facebook (FB), Google (GOOGL), and LinkedIn (LNKD). Companies wishing to buy
advertising have many alternatives besides just Twitter.

Twitter's management touts its user growth as a driving factor of its ability to succeed. However, with only 302
million monthly average users (MAU) at the end of 1Q15, Twitter ranks below Facebook and even messaging
company WhatsApp. It does not appear that Twitter's user base will catch up with its competitors anytime soon
either as the rate of user growth has been declining since 2Q12. Management has already stated that new user
additions have been disappointing to begin 2Q15.

Figure 2 shows how Twitter's monthly active user base stacks up to competitors.

Figure 2: User Growth Lags
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Sources: New Constructs, LLC and company filings.

As you can see, since 1Q13, Facebook has added over 300 million users and WhatsApp has added around 600
million users. In contrast, Twitter has grown its user base by only 100 million over this timeframe, surpassing
only LinkedIn, another company struggling to monetize its user base.

Business Model Flaw: What Is Good For Users Is Not Good For Investors

Twitter's business model has a large, overlooked flaw. The best interests of the users (i.e. quick, easy access to
the content of their choosing) are not aligned with the best interests of advertisers (i.e. getting more attention of
users not necessarily looking for them). This conflict makes me wonder how successful Twitter's business can
be. If Twitter shows more ads, it risks putting off users and seeing user growth falter. If Twitter does not give
advertisers more access to its users, its profits will continue to struggle.

There are other inherent problems as well. Advertising clients can now choose to pay only for clicks on ads or
actual sign-ups instead of just impressions. This change contributed to the company lowering its expected 2015
revenue.

Bull Case?

Much of the bull case behind Twitter is built around the belief that it will begin to monetize not only its existing
user base but also the services it has acquired, including Vine and Periscope. These two video sharing apps are
different from one another in functionality but are both believed to bring additional revenue streams to Twitter.
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This strategy may be possible, but revenue has never been an issue with Twitter: it is profits that have been
elusive. Twitter management has given no reason to believe in their ability to monetize these new avenues
either. Twitter had no plans to monetize Vine when asked in October 2014. Even worse, since acquiring Vine in
2012, monthly average user percentage growth has significantly declined from 10% per quarter to 5% in 1Q15.

Stupid Money (Buyout) Risk

Twitter operates in the most fast-paced area of the Tech sector and acquisitions are always a possibility.
However, Twitter has always been on the purchasing side of acquisitions, buying other startups and small
technology firms. We believe the chances of Twitter being acquired are low. First, with its large market cap of
$24 billion, very few companies can afford it. Second, the company’s business model challenges and utter lack
of profits suggest that waiting for the price to drop or the business model to prove itself worthy of the current
valuation are more likely strategies for any potential suitors in the short to medium term.

Adjustments to Twitter’'s Income Statement

While Twitter's net income showed a narrowing loss in 2014, our NOPAT calculation shows that Twitter's
operating loss actually grew. The company depressed 2013 earnings by burying $406 million of unusual charges
in its earnings, which, in turn, set up a (false) positive comparison for 2014 earnings. These unusual charges
came from stock based compensation expenses related to Pre-2013 restricted stock units vesting upon IPO.

Without these unusual charges in 2013, the company’s losses would have increased, instead of decreasing, in
2014.

Valuation is Outrageous

Simply put, Twitter is grossly overvalued. To justify its current price of $37/share, the company must raise its
pretax (NOPBT) margin from -32% to +5% (similar to LinkedIn and Yelp) and grow revenue at 29% per year for
the next 17 years. In this scenario, Twitter would then be generating over $106 billion in revenue, more than
Google, Facebook, and LinkedIn combined.

To put the current valuation into even more understandable terms, it helps to look at the current revenue per
user. Twitter currently generates $1.29 per monthly active user.

Even if Twitter were to achieve the $106 billion in revenue as implied by the above DCF scenario, the company
would require 82 billion monthly active users at $1.29 per user. Assuming Twitter were able to significantly
increase its average revenue per user to $20 (despite Facebook earning just $8.30/user in the U.S. and Canada
in 1Q15), the company would still need 5.3 billion users to generate the revenue required in the DCF scenario
above.

Much like our analysis on Netflix showed, there simply aren’t enough people on Earth to support the growth
expectation embedded into Twitter’s stock price. If we give Twitter credit for 10% NOPBT margins (above LNKD
and YELP, but below FB), and 20% revenue growth for the next decade, the stock is only worth $14/share today
— a 62% downside from current levels.

The Ride Stops Here

The biggest potential catalyst for Twitter is another earnings miss. After 1Q15, the stock dropped over 20% on
fears that the company is not monetizing its user base and that its user base is not growing nearly as fast as
expected. After concerns about lowered guidance, investors fled in large numbers. Anything less than expected
results could drop Twitter’s stock even further. With that said, there are times when the market simply ignores
profits (i.e. Netflix, Salesforce, etc.) and Twitter may trade on nothing but momentum for the foreseeable future.

Short Interest
Short interest stands at 22.8 million shares, or just over 4% of shares outstanding.
Heavy Insider Selling, Not Much Buying

In the past 12 months, insiders have bought 3.8 million shares and sold 22 million shares, for a net of 18 million
shares sold. This represents ~3% of shares outstanding.

Executive Compensation Not Based On Profits
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Executives were paid $113 million in 2014, 99% of which was in the form of equity. Twitter's compensation
committee believes that keeping cash salaries and cash performance bonuses low is a good way to conserve
cash. In addition, the compensation committee believes awarding equity rewards tied to the stock price
motivates the executive team to focus on growing the business by aligning with the interests of shareholders.
These stock awards are not given based on any specific formula but rather by a process under the discretion of
the compensation committee that involves examining the expected stock price and projecting a value similar to
competitors’ compensation.

Dangerous Funds That Hold TWTR
The following ETFs and mutual funds allocate significantly to TWTR and earn our Dangerous or Very Dangerous
ratings.

Berkshire Focus Fund (BFOCX) — 7.0% allocation to TWTR and Very Dangerous rating

Transamerica Growth Opportunities (ITSAX) — 4.9% allocation to TWTR and Very Dangerous rating

Morgan Stanley Institutional Fund Trust: Mid Cap Growth Portfolio (MMCGX) — 4.8% allocation to
TWTR and Dangerous rating

Disclosure: David Trainer, Kyle Guske II, and Allen Jackson 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. 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 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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