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The Fundamentals Don’t Matter for This IPO

In our original report on Lyft (LYFT), we warned against buying this expensive IPO because the company had no
clear path to profitability and poor corporate governance.

Since then, potential investors have noted the company is “punting” questions on profitability, and a group of
investors called on Lyft to abandon its dual-class share structure. Meanwhile, Lyft and Uber drivers are striking in
Los Angeles, which raises more questions about the viability of the rideshare model.

With all these concerns, you'd expect investors to balk at Lyft's lofty valuation. Instead, the IPO is reportedly
oversubscribed and will price even higher than the initial range. Despite all the red flags, the rise of passive
investing forces too many institutions to unconditionally buy a big IPO like Lyft, while big underwriting fees make
Wall Street all too happy to give investors the hard sell.

Get the best fundamental research

Unconditional Passive Buying Boosts Demand

Attributing the demand for Lyft’s IPO to the rise of passive investing might confuse some readers. After all,
passive funds won’t be buying in the IPO, and most major indexes won't include the stock until years later.
However, the passive mindset still plays a big role in its demand.

Research shows that ~60% of institutional investors are “quasi-indexers” that claim to be active, but in practice
hold broadly diversified and undifferentiated portfolios. These institutional investors are trying to “hold the
market” despite the fact that they don’t formally track an index.

When a major IPO like Lyft comes along with a market cap over $20 billion, it instantly becomes a significant
portion of the market. For funds that focus on IPOs or tech stocks specifically [e.g. the Renaissance IPO ETF
(IPO)], Lyft will be an even greater portion of their benchmark. These buyers don’t question Lyft's business
model or its corporate governance, they unconditionally buy simply to gain exposure to a high-profile name. If
they don’t buy and the stock doubles, what are they going to tell investors?

Ironically, the more overvalued LYFT is, the more unconditional buyers there are. As a lower-profile stock, e.g. a
$1 billion valuation, fewer investors would feel compelled to own the name, and there would likely be more
attention to the heavy losses and dual-class shares. At $25 billion, more investors feel like they have to hold their
nose and buy the stock no matter what.

Wall Street Knows How to Sell IPOs

As big institutions feel pressure to buy into Lyft's IPO, Wall Street is more than happy to talk them into taking the
plunge. It's no surprise that Lyft lists 20 different banks as underwriters on its IPO. The more banks get a cut of
its fees, the more Wall Street research departments have an (unwritten) incentive to issue “buy” ratings.

The incentives don’t end at the IPO either. Wall Street loves money-losing companies like Lyft, because those
companies inevitably have to raise capital again in the future, which means more underwriting opportunities and
more fees.

A successful IPO for Lyft could mean more fees from forthcoming IPOs. In other words, the more demand
underwriters drive for this deal, the better their position to get a cut of upcoming IPOs like Uber, Pinterest,
Airbnb, and others.

Wall Street knows how to sell, and with an audience that feels pressured to buy, it's an easy job.
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Poor Corporate Governance Is Now the Norm

Wall Street’s ability to sell stock aside, potential investors are correct to question Lyft's dual-class share
structure. The company’s founders will receive Class B shares that have 20x the voting rights of the Class A
shares sold to the public. We showed how the dual-class structure created dysfunction and led to Snap

Inc. (SNAP) falling far below its IPO valuation.

After the IPO, Lyft's founders will own less than 5% of the stock but control 49% of the voting rights in the
company, which means it would take a nearly unanimous vote from remaining shareholders to override the
founders. In practice, it will be almost impossible for the average shareholder to have a meaningful say on
corporate governance.

Dual-class shares have now become the norm, and it’s hard to find a recent IPO that actually gives public
investors equal voting rights. Institutional investors have criticized this new norm and called on regulators,
indexes, and stock exchanges to ban dual class shares.

Rather than asking someone else to solve the problem, institutions should address this problem directly and not
buy the stock. Instead, they buy anyway and tacitly acknowledge that they are forced to have exposure to high-
profile names no matter how bad the underlying merits of the offering.

Valuation Assumes the Best Case Scenario

As noted above, Lyft's plans for profitability are murky at best. Even if we do believe they’'ll eventually become
profitable, though, it's hard to believe in a scenario where the company can justify the future profit expectations
baked into its valuation.

e High Competition Scenario: Lyft is barely able to scrape out an economic profit as any price increases
further lower barriers to entry for new competitors. So, we assume the company earns the same margins
as airlines prior to industry consolidation. If Lyft raises its pre-tax margins from -44.2% currently to 4% by
the end of this fiscal year and grows revenue by 25% compounded annually for 10 years (~$20 billion in
year 10), it has a fair value of $1.6 billion today, over 90% downside from the proposed valuation. See
the math behind this dynamic DCF scenario.

e Duopoly Scenario: Lyft and Uber are able to control the U.S. market and keep out competitors, perhaps
through some form of regulatory capture. This control of the market allows them to set prices at a
profitable level, although they still face constraints, as regulated firms, as to how high they can go. If we
use the same revenue growth scenario and double pre-tax margins to 8% (more comparable to airlines
after consolidation), Lyft has a fair value of $8.5 billion today, about 62% downside from the proposed
valuation. See the math behind this dynamic DCF scenario.

e  Self-Driving Scenario (best case): What would Lyft be worth to GM or another company that develops
self-driving technology? In this scenario, we optimistically assume, for arguments sake, Lyft captures a
significant amount of the value from self-driving technology. If we keep the same revenue growth and
double Lyft's margins again to 16% (closer to an online platform like EBAY), then the firm is worth $23
billion. See the math behind this dynamic DCF scenario.

To say Lyft is priced for the best-case scenario is an understatement. A $23 billion valuation assumes the
company either magically becomes highly profitable while maintaining its growth rate for a long period of time, or
convinces someone to buy it for far more than it would cost to replicate what they’ve done.

Instead of balking at this high valuation, investors are bidding it up even higher. The company recently
announced that it's raising the price range on its IPO from $62-$68/share up to $70-$72/share. At the high end of
the new price range, Lyft would be worth ~$25 billion, accounting for all employee stock options and restricted
share units.

Figure 1 shows just how optimistic the profit growth in the self-driving scenario is compared to Lyft's present
cash flows.
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Figure 1: Lyft’s Present NOPAT vs. Future NOPAT Required to Justify Valuation

Divergence Between Actual and Forecasted NOPAT
$2,500

$2,000
$1,500

$1,000

$ in Millions

$500

. /

($500)

($1,000)
2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2028

@mmNOPAT (Actual) e=mwNOPAT (Forecasted)

Sources: New Constructs, LLC and company filings

Money Losing IPOs Have a Bad Track Record

If history is any indicator, the hype around the Lyft IPO will end poorly for investors. According to the Wall Street
Journal, Lyft has lost more money than any IPO in history. As Figure 2 shows, the top 5 IPOs in reported losses
prior to Lyft have all disappointed.

Figure 2: Five Biggest Money-Losing IPOs Before Lyft

Company Reported Losses in Performance
Name year before IPO ($mm) Since IPO
Groupon GRPN -$687 -83%
Viasystems VIAS -$525 -22%
Snap SNAP -$515 -37%
Moderna MRNA -$299 -13%
Vonage VG -$275 -43%

Sources: Wall Street Journal

Many of these companies enjoyed big pops on their first day and for a while thereafter. SNAP’s IPO was also
oversubscribed. However, eventually and inevitably, the market recognized that these firms’ fundamentals
couldn’t justify their valuations.

No matter how much passive investors and sell-side analysts juice demand in the short-term, the fundamentals
will win out in the end.

This article originally published on March 27, 2019.

Disclosure: David Trainer, Sam McBride, and Kyle Guske Il receive no compensation to write about any specific
stock, sector, style, or theme.

Follow us on Twitter, Facebook, LinkedIn, and StockTwits 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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