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Pre-IPO Coverage: Upwork (UPWK)

Online freelance platform Upwork (UPWK) will IPO on Wednesday, October 3. At a price range of $12-$14 per
share, the company plans to raise up to $90 million with an expected market cap of ~$1.3 billion. At the midpoint
of the IPO price range, UPWK currently earns our Unattractive rating.

UPWHK is unprofitable (like a record 83% of IPOs so far this year), but there’s more reason to be optimistic about
this IPO than many others we’ve looked at in the past. The company’s accelerating revenue growth and
improving capital efficiency provide some reason to believe it could potentially justify its valuation (or at least
prove appealing to a potential acquirer).

This report aims to help investors sort through Upwork’s financial filings to understand the fundamentals and

valuation of this IPO.
Get the best fundamental research

Upwork is the eBay for Freelancers

UPWK was formed through the merger of competing companies Elance and oDesk. It earns revenues by
charging service fees to freelancers that find work on its platform. These fees are based on a percentage of a
freelancer’s billings with each client. The company has 375 thousand freelancers on its platform performing work
for 475 thousand clients. The company earned $122 million in revenue from these users through the first six
months of 2018, up 14% year over year.

While we don’t have models for UPWK’s direct competitors — such as Fiverr or Freelancer.com — the company’s
role in connecting buyers and sellers of labor makes it similar to eBay (EBAY), which connects buyers and
sellers of used goods. eBay, with a return on invested capital (ROIC) of 21% and over $10 billion in revenue over
the trailing twelve months, represents a best-case scenario for UPWK’s future profitability.

Figure 1 compares UPWK to EBAY on the basis of average invested capital turns (revenue/average invested
capital) and a number of trailing twelve months profitability metrics.! It shows that UPWK already matches or
surpasses EBAY on capital efficiency and fee percentage, but still lags far beyond on overall profitability.

Figure 1: Comparison: UPWK vs. EBAY

Metric

Average IC Turns 1.37 1.15

Transaction Fee Percentage 12.9% 8.4%
Gross Margin 67.4% 771%
NOPAT Margin -3.3% 18.1%
ROIC -4.5% 20.8%

Sources: New Constructs, LLC and company filings

UPWK investors must believe that, as it grows, economies of scale can improve its profitability. In particular, the
company may at some point become large enough where it becomes economical to build their own server farms
rather than use Amazon Web Services (AMZN), which could significantly improve gross margin.

On the other hand, UPWK may not be able to sustain the 12.9% of Gross Services Volume that it collects in
fees. The company’s fee percentage is smaller for clients that spend larger amounts on a single freelancer, so as
UPWK tries to attract larger enterprise clients it may see its fee percentage decrease.

!'IC Turns, NOPAT Margin, and ROIC are estimated numbers due to incomplete data that does not allow us to build a full TTM model.
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Highlighting Reasons for Optimism

There are a few reasons to be optimistic that UPWK can improve its profitability and grow into its valuation,
including:

e Accelerating Growth: UPWK’s year-over-year revenue growth improved from 23% in 2017 to 28%
through the first six months of 2018, and its core client growth improved from 13% to 22%.

e Client Spend Retention: Not only is UPWK attracting new clients, it's generating more value from
existing clients. Through the first six months of 2018, its client spend retention rate was 106%, which
meant existing clients spent 6% more than they did in the first six months of 2017.

¢ Positive Free Cash Flow: We don’t have enough data to calculate free cash flow on a TTM basis, but in
2017 UPWK earned $5 million in free cash flow. This positive free cash flow, combined with a fairly small
debt burden, means investors shouldn’t need to worry about liquidity.

¢ No Dual-Class Shares: Unlike many other recent IPO’s, UPWK doesn’'t have a dual-class share
structure. Public investors get the say in corporate governance they deserve.

Causes for Concern Still Exist

Despite the positives, there are many red flags and challenges facing UPWK as well. For the company to justify
its valuation, it will need to overcome:

¢ Expenses Growing Faster than Revenue: If UPWK wants to grow into profitability, it needs to rein in
its expense growth. Through the first six months of 2018, revenue grew 28% year-over-year, but cost of
revenue grew 29%, general and administrative costs grew 36%, and sales and marketing grew 52%.

¢ Significant Competition: UPWK faces competition to become the dominant platform for hiring
freelancers. Notable competitors include fellow startup Fiverr — which gets superior reviews compared to
UPWK from freelancers — and Microsoft's (MSFT) LinkedIn ProFinder.

o Small Market: As we’ve argued before, the gig economy is overhyped. A recent survey from the Bureau
of Labor Statistics showed that just 1% of U.S. workers work through online platforms, and of those
~20% are in transportation (i.e. Uber and Lyft drivers). The number of online freelancers is simply not
that large.

Our Discounted Cash Flow Model Shows UPWK Is Slightly Overvalued

Our dynamic DCF model shows that the future cash flow expectations baked into UPWK’s valuation are
optimistic, but not impossible.

To justify the midpoint of its IPO range at $13/share, UPWK must immediately achieve 8% NOPAT margins —
halfway between its current margin and EBAY’s — and grow revenue by 21% compounded annually for 12 years.
See the math behind this dynamic DCF scenario.

To achieve that level of sustained revenue growth, UPWK would likely need to obtain a dominant share of the
online freelancer market. If competition slows its growth even slightly, the stock has significant downside. If
UPWK earns the same margins as the scenario above but only grows revenue by 15% compounded annually for
10 years, the stock is worth just $5/share today, a 58% downside. See the math behind this dynamic DCF
scenario.

Additionally, UPWK could be an acquisition target down the road. Potential acquirers could include Microsoft,
should LinkedIn ProFinder fail to gain traction, Fiverr, if it wants to consolidate through acquisitions, or traditional
staffing agencies that want to jumpstart their entry into the freelance market.

Critical Details Found in Financial Filings by Our Robo-Analyst Technology

As investors focus more on fundamental research, research automation technology is needed to analyze all the
critical financial details in financial filings. Below are specifics on the adjustments? we make based on Robo-
Analyst? findings in Upwork’s S-1:

2 Ernst & Young's recent white paper “Getting ROIC Right” demonstrates the link between an accurate calculation of ROIC and shareholder
value.

3 Harvard Business School Features the powerful impact of research automation in the case study New Constructs: Disrupting Fundamental
Analysis with Robo-Analysts.
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Income Statement: we made $2 million of adjustments, with a net effect of removing $2 million in non-operating
expense (1% of revenue). You can see all the adjustments made to UPWK’s income statement here.

Balance Sheet: we made $31 million of adjustments to calculate invested capital with a net increase of $8
million. The most notable adjustment was $6 million in off-balance sheet debt. This adjustment represented 4%
of reported net assets. You can see all the adjustments made to UPWK’s balance sheet here.

Valuation: we made $199 million of adjustments with a net effect of decreasing shareholder value by $175
million. The largest adjustment to shareholder value was $147 million in outstanding employee stock options.
This option adjustment represents 11% of UPWK’s proposed market cap.

This article originally published on October 2, 2018.

Disclosure: David Trainer, Kyle Guske Il, 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.

3. 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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