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Don’t Buy What “Smart Money” Sells

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

Next week, Dropbox is set be the biggest tech IPO since Snap (SNAP). Is the market hungry enough to justify
the expected $7 billion valuation? Or, is this IPO how insiders sell stock and raise capital after the “smart money”
(i.e. private equity, hedge funds, etc.) has dried up? Given Dropbox’s losses, fierce incumbent competition, and
relatively small paying user base, the latter seems more likely. Dropbox (DBX) is in the Danger Zone this week.

Has the “Smart Money” Dried Up?

At the midpoint of Dropbox’s expected price range, its post IPO valuation would be nearly one-third below the
$10 billion valuation it earned in 2014. Why would a tech firm with revenue growth upwards of 30% per year
need to lower its valuation, if not to attract mainstream (non-insider) investors? Private markets are no longer
interested.

Could Dropbox’s IPO be another overpriced offering that leaves investors holding the bag? Look no further than
Snap’s recent IPO for a cautionary tale on sell-side research.

Share Class & Voting Structure Aren’t Truly Public

Dropbox’s multiple share classes and voting rights would lend further evidence that the firm isn’t truly interested
in going public, in the true sense of the word. Following suit with Snap and other firms such as Facebook (FB),
Dropbox’s share structure gives founders, executives, and early investors significantly more voting rights.
Holders of class B shares (which are entitled to 10 votes per share) will hold 98% of the voting power following
the IPO. Class A shares, which are being sold in the IPO, are entitled to just one vote per share.

This share structure also means that Dropbox will be ineligible for inclusion in S&P and FTSE Russell indices,
such as the S&P 500 or Russell 2000. Ultimately, Dropbox is going public and enjoying the benefits of an IPO
(influx of cash) while giving away very little voting power to new investors. In addition, it will not benefit from
inclusion in many ETFs and index funds.

Dropbox’s Large User Base Is Not Profitable

If IPO investors get little say in the way Dropbox is run, what are they getting? Certainly, not any profits.
Dropbox’s revenue growth is slowing. Revenue growth dropped from 40% in 2016 to 31% in 2017. Paid users
grew by 35% in 2016 and 25% in 2017, while average revenue per paid user has barely changed.

Dropbox’s after-tax profit (NOPAT) was -$55 million in 2017 and Its NOPAT margin was -5%. The company
earned a return on invested capital (ROIC) of -4%. Despite amassing a large user base over the past decade
(500+ million), Dropbox has yet to monetize these users in a profitable manner.

“Infrastructure Optimization” Benefits Set to Expire

Dropbox’s income statement makes it appear as if the firm is rapidly approaching profitability. The company’s
losses have declined, cost of revenue has fallen, and its revenue growth outpaces key operating expenses, such
as sales & marketing.

However, when you look beneath the surface and remove accounting distortions, Dropbox’s profitability is
headed the wrong direction. The recent reduction in cost of revenue was a byproduct of Dropbox’s “infrastructure
optimization”, in which user data was moved from third-party service providers to co-location facilities Dropbox
manages and leases. Now that the initial efficiency gains and transfer are complete, costs are expected to rise
again. The company notes in its S-1 that its plans to increase the capacity of its infrastructure to support user
growth, which will cause cost of revenue to begin increasing again.

Transitioning to its own leased facilities does not eliminate costs. It just moves them from the income statement
to the balance sheet. While cost of revenue fell $22 million in 2017, the company’s off-balance sheet debt from
operating leases totaled $973 million. This off-balance sheet debt dwarfs (346% of net assets) Dropbox’s
reported net assets and the cost savings touted by management, but must be taken into account when valuing
Dropbox.
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Some Expenses Growing Faster Than It Would Appear

Meanwhile, Dropbox’s sales & marketing expense (28% of revenue in 2017) is growing faster than it appears.
Dropbox reports its sales & marketing expense grew 25% YoY in 2017, which is below the 31% growth in
revenue. However, on page 77 of its S-1, Dropbox reveals that due to a modification of an executive stock grant
in 2016, sales & marketing expense included a non-operating $18.8 million charge.

When we remove this one-time charge, we see that Dropbox’s sales & marketing expense grew 35% YoY in
2017, or faster than revenue growth. For a firm that touts its ability to attract users via word-of-mouth and product
referrals, it is alarming to see sales & marketing rising faster than revenue.

Despite Dropbox providing colorful & positive charts (which provide little analytical value) in its S-1, the numbers
reveal that Dropbox’s negative margins may get worse moving forward.

Dropbox Faces Entrenched Competition in Each of its Markets

Steve Jobs once told Dropbox co-founder Drew Houston that online storage would be a “feature” of cloud
platforms, not a product or business. Many years later, it would appear that the late Apple co-founder’s words
ring true. To diversify its business beyond simple file storage, Dropbox has developed new services such as
Smart Sync, Sharing features, and collaboration tools such as Dropbox Paper.

The development of these features also pits Dropbox against a larger group of competitors including Alphabet
(GOOGL), Microsoft (MSFT), Amazon (AMZN), Apple (AAPL), Box (BOX), Atlassian Corporation (TEAM) and
other productivity/collaboration apps such as Asana or Slack. Per Figure 1, each of the competitors we currently
have under coverage are vastly more profitable, with the exception of prior Danger Zone pick Box (BOX). Not
surprisingly, the profitable competitors offer file storage and collaboration as free features of their larger software
products or operating systems.

Figure 1: Dropbox’s Negative Profitability Lags Competitors

. Return on Invested =~ NOPAT
CETTENY e Capital (ROIC) Margin ‘
Microsoft Corporation ~ MSFT 27% 23%
Alphabet, Inc. GOOGL 31% 22%
Apple Inc. AAPL 144% 20%
Open Text Corp OTEX 10% 17%
Amazon.com Inc. AMZN 6% 2%
Dropbox, Inc. DBX -4% -5%
Box, Inc. BOX -35% -31%

Sources: New Constructs, LLC and company filings

In the past, Dropbox has largely offered a consumer-focused and free file storage and sharing platform. When
first introduced in 2007, access to files across multiple devices wasn’t as widely available as it is today. However,
as operating systems such as Mac, iOS, and Android grew in popularity, and business productivity software
moved to the cloud, (Office 365 for example) file sharing became a commodity accessible nearly everywhere.

In an attempt to reach profitability, and not just grow its user base, Dropbox has begun introducing features to
cater more towards enterprise users. Unfortunately, many of these services have already been invented by
others. In each of its key markets, Dropbox faces strong competition. Figure 2 provides a snapshot of the
competitive landscape in the file storage/cloud access market.

Figure 2: File Storage/Cloud File Access Competitive Landscape

Microsoft

Dropbox Apple iCloud Amazon Drive OneDrive Google Drive
Free Storage 2gb 5gb 5gb 5gb 15gb
$0.99/mo 50GB $11.99/yr 100GB $1.99/mo 50GB  $1.99/mo 100GB
Paid Plans $9.99/mo 1TB  $2.99/mo 200GB $5'9 gg/ r1TB $6.99/mo 1TB $9.99/mo 1TB
$9.99/mo 2TB 29y $9.99/mo 5TB _ $99.99/mo 10TB |

Sources: New Constructs, LLC and company filings
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It's also worth noting that Amazon Drive provides unlimited photo storage for Prime users while Google Drive
offers unlimited photo/video backup via Google Photos.

Apart from standard file storage, Dropbox also faces competition in other markets, as seen below:
File Editing/Creation:

1. Dropbox - free

2. Microsoft Office Online - free

3. Microsoft Office 365

4. Google G-Suite (docs, sheets, slides) - free

5. Apple iWork Suite (pages, numbers, keynote) — free

6. Quip — owned by salesforce

7. Hightail Collaboration — owned by Opentext
Enterprise:

1. Dropbox

2. Box

3. Oracle Cloud

4. Microsoft SharePoint

5. Open Text Enterprise Content Management

The integration many of these services have with each other also challenges future growth potential for Dropbox.
Microsoft Office Online is available for free, with just a Microsoft account, and provides access to its full suite of
Office products, such as Word, Excel, and PowerPoint. Microsoft Office 365 is available for just $9.99/month and
increases available OneDrive storage to 1TB and provides 60 minutes of Skype calls each month. Box is already
partnered with Microsoft to offer its products through Microsoft’'s Azure cloud platform. Google’s G-Suite of
products integrates directly into Google Drive so files can be created, managed, and shared all within Google’s
online interface, which also works on most mobile devices. Apple’s iWork suite integrates and syncs with iCloud,
which comes free of charge on all iPhones, iPads, and Macs.

Ultimately, as a standalone provider, Dropbox needs the money generated from file sharing, storage, and
collaboration simply to continue operations. Meanwhile, its largest competition can take losses on these features
while operating profitably in other product lines, software offerings, or both. This competitive disadvantage will
provide a consistent headwind and make it harder for Dropbox to justify its valuation.

How Can Dropbox Justify Its $7 Billion Valuation?

Unlike other tech IPOs, Dropbox’s business is not in the “startup phase” and has instead been operating for over
a decade. Now, just over 2% of its large user base provides the firm any revenue while the remaining 98% eat
away at profits while being “potential” customers. We find it unlikely that long-time non-paying Dropbox users will
suddenly begin paying the firm given there are plenty of other places to get the same service for free.

In order to reach profitability, Dropbox needs to either cut costs, increase the revenue generated from existing
users, increase overall paying users, or some combination of the three. With costs expected to rise (as noted
above), the first option seems unlikely as the way to achieve consistent profitability. Increasing revenue
generated from existing users could improve margins if we assume the customer acquisition costs are lower.
Meanwhile, increasing overall paying users would provide a boost to revenue, but may not improve margins if a
subsequent increase in cost of revenue or operating expenses follows.

As it stands, Dropbox generates $111.91 in average revenue per paying user, which is down from $113.54 in
2015. If we look at its entire user base, Dropbox generates just $2.21 per user. Dropbox’s operating expenses
per user are higher and average $2.44 per user, which results in the losses noted above.

Dropbox notes in its S-1 that paying users receive additional customer support, which puts pressure on
Dropbox’s support organization. If Dropbox wants to increase its users, it must also increase its support structure
while also increasing its infrastructure to support the increased storage limits provided to paying users. In both
cases, paying users cost more than non-paying users.

Valuation Implies Large User Growth

Given the average revenue per user, we can model multiple scenarios to see how many users Dropbox needs to
justify its expected valuation.
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1. Scenario 1 - A Perfect Storm: This scenario assumes that Dropbox is able to curtail costs (despite
evidence on the contrary) to improve margins, while maintaining impressive revenue growth. To justify
its current valuation in this scenario, Dropbox would have to immediately improve NOPAT margins to 5%
(average of firms in Figure 1) and grow revenue by 22% compounded annually for the next 13 years. In
this scenario, Dropbox would be generating $14.1 billion in revenue, which, at current per user averages,
implies the firm would have over 126 million paying users. For reference, Microsoft's Office 365 had 120
million users in October 2017.

2. Scenario 2 — A Focus on Profitability: This scenario implies that Dropbox focuses on improving margins
rather than growing revenue at breakneck speed. To justify its current valuation in this scenario,
Dropbox would have to improve margins to 7% over four years and grow revenue by 16% compounded
annually for the next 15 years. In this scenario, Dropbox would be generating $10.6 billion in revenue,
which implies the firm would have 95 million paying users. There’s no way to generate the cash flows
implied by the IPO valuation without the company simultaneously improving margins and growing
revenue.

Even if we assume a scenario between the two above, in which Dropbox achieves a 6% NOPAT margin and
grows revenue by 19% compounded annually for the next decade, the stock is worth only $9/share today — a
47% downside to the midpoint of Dropbox’s price range.

It's also worth noting that each of these scenarios assumes DBX is able to grow revenue and NOPAT/free cash
flow without spending on working capital or fixed assets. This assumption is unlikely but allows us to create very
optimistic scenarios that demonstrate how high expectations in the current valuation are.

Shares Could Fall Once IPO Hype Wears Off

Ultimately, Dropbox’s success will be determined by its ability to increase revenue-generating users in a highly
competitive market with many free alternatives. Should Dropbox fail to report impressive revenue growth
alongside increasing paying members, the stock’s valuation could see a fall after the IPO hype wears off. We've
seen what can happen to a free service that struggles to grow users such as Twitter, which at one point was
down nearly 80% from its highs achieved shortly after IPO. As soon as investors get any signs that Dropbox’s
path to profitability remains littered with pitfalls, we think its valuation could sink.

Corporate Governance Limits Acquisition Risk

As with many tech stocks, there is always a risk that a larger competitor will come in and acquire DBX at a higher
price than the current valuation. However, even in an event that an acquisition bid was received and in the best
interests of shareholders, Dropbox’s corporate governance, and particularly its voting structure make the
approval of such an acquisition unlikely.

Dropbox CEO Drew Houston has spurned acquisition offers in the past, and the firm is now set to go public at a
lowered valuation than it received just a few years ago. Unless early investors and the co-founders are willing to
take a possible cut in what they believe the firm to be worth, an acquisition seems unlikely.

Compensation Plan Rewards Execs for Non-GAAP Growth, Not Creating Shareholder Value

Dropbox is exempt from certain disclosure requirements because it confidentially submitted its registration
statement to the SEC before it reached criteria that would exclude it from being an “emerging growth company”.
One of these exemptions relates to disclosures on executive compensation. From the information provided, we
can tell that Dropbox’s executives receive non-equity bonuses tied to revenue and free cash flow goals.

We've demonstrated through numerous case studies that ROIC, not revenue or free cash flow, is the primary
driver of shareholder value creation. A recent white paper published by Ernst & Young also validates the
importance of ROIC (see here: Getting ROIC Right) and the superiority of our data analytics. Without major
changes to this compensation plan (e.g. emphasizing ROIC), investors should expect further value destruction.

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
made the following adjustments to the financial statements in Dropbox’s S-1:

Income Statement: we made $83 million of adjustments with a net effect of removing $57 million in non-operating
expense (5% of revenue). We removed $13 million related to non-operating income and $70 million related to
non-operating expenses. See all the adjustments made to DBX’s income statement here.
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Balance Sheet: we made $1.3 billion of adjustments to calculate invested capital with a net increase of $991
million. The most notable adjustment was $973 million (346% of reported net assets) related to operating leases.
See all adjustments to DBX’s balance sheet here.

Valuation: we made $1.6 billion of adjustments with a net effect of decreasing shareholder value by $1.3 billion.
Apart from $1.4 billion in total debt, which includes the operating leases noted above, the largest adjustment to
shareholder value was $153 million in excess cash. This cash adjustment represents 2% of DBX’s expected
market valuation.

This article originally published on March 19, 2018.

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

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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