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The Unicorn Bubble Is Bursting

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

It's been a rough year for big IPO’s. Lyft (LFYT) is down almost 40% from its IPO price. Uber (UBER) is down

30%, and the vast majority of its early investors are underwater. Most recently, WeWork’s pre-IPO process
flopped so badly that it is now expected to postpone its public offering until October.

The disaster that has been the WeWork IPO seems like a tipping point for the market. In the past, investors have
bought high-profile IPO’s despite mountains of red flags. Now, public market investors seem to have awoken to
the risks of buying into certain IPOs. They’ve realized they have the power to walk away from overpriced
companies with conflicted corporate governance.

While this tipping point represents a positive shift in the market, it does not eliminate the risk that investors face
from upcoming IPO’s. Investors should expect unicorns and their backers — i.e. Wall Street and funds like
SoftBank — to become even more desperate, and creative, as they try to offload their risk onto the public. The

IPO market is in the Danger Zone.

Get the best fundamental research

The Problem with Having Too Much Money

Over the past decade, private equity investors seemed to have more capital than they know what to do with. The
rise of massive venture funds like the $100 billion SoftBank Vision fund — backed by Saudi Arabia — combined
with an extended stretch of ultra-low interest rates created a market with more capital than profitable investment
opportunities.

As a result, the traditional power dynamic between startups and investors inverted. Rather than startups
competing to attract capital, venture capitalists competed to fund startups. In practice, this meant funding
startup’s losses, ignoring sound governance practices, and giving them increasingly absurd valuations.

Take the example of WeWork. When the company first filed to go public, insiders hoped its IPO valuation would
be near its last private funding valuation, $47 billion. Goldman Sachs privately told people close to WeWork that
is valuation could rise to $65 billion after going public. However, as Figure 1 shows, that private valuation was
never tied to anything tangible. The company was valued much lower until 2017, when SoftBank got involved
with its Series G funding round. Since then, SoftBank has led every subsequent round of funding for WeWork,
pushing the valuation of the company ever-higher.
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Figure 1: WeWork’s Fake Valuation

WeWork's Post-Money Valuation Growth Since 2013

fia Crunchbase data and media reports. Compiled September 5, 2019. Figures a

Series D (2014) Series E (2015)

crunchbase news

Sources: Crunchbase

This dynamic doesn’t reflect efficient market activity, it's the product of the private market lacking any
independent estimates of value. WeWork wants a higher valuation so that CEO Adam Neumann and other
insiders can cash out at the highest price, while SoftBank gets to mark up the value of its investment, record a
gain, and deploy some of the billions of dollars of capital on which its investors expect a decent return. There
does not appear to be any appreciation for risk of bidding up the price of unicorns too high. Too often, the big
private equity investors are only bidding against themselves when pricing the later rounds of capital for their
unicorns.

The Private Equity Curse

At some point, this party ends because no one has limitless capital and can afford to fund a perpetually money-
losing business with highly conflicted corporate governance.

Most people don't realize that the party ended a long time ago for one of private equity’s most important
customers: publicly-traded companies. Have you noticed how few of the private market unicorns have been
purchased by their most natural buyers?

Executives at public companies have publicly commented on how much more cheaply they can internally
develop technology or offerings offered by overpriced private firms. For example, TD Ameritrade Institutional
CEO, Tom Nally, said in his interview with Barry Ritholtz earlier this year: “we thought it would cost about $5mm
to build robo-advisor tech, so buying one for $100 million looks like a really bad decision.”

We believe the same thinking applied to many of the natural acquirers of the firms in Figure 2.

Consequently, as much as bidding up the value of the unicorns to dizzying heights drove private equity returns
higher on paper in the near term, we believe this profligate allocation of capital could ultimately crush many
private equity funds.
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Don’t Bail Out Reckless Private Equity Investors

Wall Street has managed to bail out the big private equity investors by offloading these overpriced and poorly-
run companies on to pubic markets, e.g. Uber and Lyft. Now, however, it appears pubic investors are — in the
words of Twisted Sister — not gonna to take it anymore.

To understand why investors finally managed to stand up for themselves with WeWork, look no further than
Figure 2, which shows the performance of all the IPO’s we’ve covered since 2017 with a market cap of $5 billion
or greater. Seven out of ten have delivered negative returns, and the largest companies on the list — Uber, Lyft,
and Slack (WORK) — have also been the worst performers. Meanwhile, the S&P 500 is up 26% since SNAP’s
IPO and up 20% so far in 2019.

Figure 2: Performance of Major IPO’s Since 2017

Company Ticker IPO Date IPO Price  Current Price Change
Snapchat SNAP 3/2/117 $17 $15.76 7%
Dropbox DBX 3/23/18 $21 $20.40 -3%
Spotify SPOT 4/3/18 $149 $128.17 -14%
Lyft LYFT 3/29/19 $72 $47.79 -34%
Pinterest PINS 4/18/19 $19 $29.26 54%
Uber UBER 5/10/19 $45 $34.43 -23%
CrowdStrike CRWD 6/12/19 $34 $67.86 100%
Chewy CHWY 6/14/19 $22 $30.43 38%
Slack WORK 6/20/19 $39 $26.10 -32%
SmileDirectClub SDC 9/12/19 $23 $18.90 -18%

Sources: New Constructs, LLC and company filings

The more the private market bids these companies up, subsidizes their losses, and allows them to entrench
founders at the expense of investors, the more difficult it becomes for these companies to deliver long-term
returns for public investors.

Figure 2 also shows that the rate of Unicorn IPO’s has increased so far in 2019. This trend is no coincidence.
Companies know that the window to IPO at such unrealistic valuations is closing, and they’re all desperate to
cash out as soon as they can.

Don’t Believe in Unicorns — Especially the Ones Sold by Wall Street

Investors may have succeeded in imposing some degree of rationality on the IPO market, but no one should be
taking a victory lap just yet. Insiders and early investors at companies like WeWork are desperate for the exit of
an IPO, and they will continue to try to trick the public market into ignoring the red flags and risks in these
investments.

Already, WeWork has tried to placate investors by “reforming” its corporate governance. These “reforms”
include:

e Lowering the voting rights of the Class B and C shares held by CEO Adam Neumann and other insiders
from 20 votes per share to 10 votes per share

e Eliminating the clause that allowed Neumann’s wife, Rebekah, to play a key role in picking his successor

e Clawing back a $5.9 million payment to Neumann for the rights to the “We” trademark

Notably, these reforms do not change the fact that Neumann will retain complete control over the company and
have the ability to engage in conflicted self-dealing after an IPO.

Investors shouldn’t fall for these phony changes. They should continue to demand real corporate governance
reform, along with a clear path to profitability, from WeWork and any subsequent IPO’s before even considering
investing.

This article originally published on September 16, 2019.
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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 StockTwits for real-time alerts on all our research.
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New Constructse - 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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