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Micro-Bubble Loser in the Audio Streaming Market

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

This week’s Danger Zone pick, and micro-bubble loser is Spotify Technology (SPOT: $303/share), which we pair
with undervalued peer Sirius XM (SIRI: $6/share), also a future Long Idea candidate.

Learn more about the best fundamental research

New Micro-Bubble Loser: Spotify Technology vs. Undervalued Peer: Sirius XM

We first put Spotify in the Danger Zone in April 2018 prior to its IPO and, again, in September 2020 based on its
expensive valuation amid rising competition in an increasingly commoditized industry. In this report, we highlight
the disconnects in risk/reward between the two companies and their stocks:

1. Spotify’s valuation is extremely rich while its business fundamentals' are very poor
2. Sirius XM’s valuation is cheap while its business fundamentals are strong.

Cash Burner vs. Cash Earner

Spotify burned $432 million (1% of market cap) in cash from 2017 (earliest date in our model) through 2020. For
comparison, Sirius XM generated $3.4 billion (14% of market cap) in cumulative free cash flow (ECF) from 2016

through 2020. Figure 1 compares Spotify’s cumulative FCF since 2017 compared to Sirius XM’s cumulative FCF
since 2016.

Figure 1: Spotify vs. Sirius XM: Cumulative Free Cash Flow Since 2016

Spotify Burns Cash While Sirius XM Generates It

$4,000

$3,000

$2,000

$1,000

$0

-$1,000

Cumulative Free Cash Flow ($mm)

-$2,000
2016 2017 2018 2019 2020

mSirius XM m Spotify

Sources: New Constructs, LLC and company filings.

Spotify’s Valuation Implies 3x Revenue of Sirius XM

We use our reverse discounted cash flow (DCF) model to highlight the disconnect in the future revenue and
profit growth expectations baked into Spotify’s and Sirius XM’s current stock prices.

" Only our “novel database” enables investors to overcome the inaccuracies, omissions and biases in legacy fundamental data and research,
as proven in Core Earnings: New Data & Evidence, a forthcoming paper in The Journal of Financial Economics written by professors at
Harvard Business School (HBS) & MIT Sloan.
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To justify its current price of $303/share, Spotify must:

e immediately achieve a net operating profit after-tax (NOPAT) margin of 8% (up from its -0.3% 2020
NOPAT margin and half Netflix's 2020 margin) and

e grow revenue by 17% (more than double industry growth rates through 2027) compounded annually
through 2026.

In this scenario, Spotify’s revenue six years from now would reach $24.8 billion, or more than three times Sirius
XM’s 2020 revenue. See the math behind this reverse DCF scenario.

Market expectations for Sirius XM’s revenue and profitability are much more pessimistic, and at $6/share
assume:

o NOPAT margin falls to 14% (compared to 10-year average of 20% and 17% in 2020) and
e revenue grows just 4% compounded annually over the next six years.

In this scenario, Sirius XM’s revenue six years from now would be $10.2 billion, or 59% less than Spotify’s
implied revenue in the scenario above. See the math behind this reverse DCF scenario.

Figure 2 illustrates the DCF scenarios above and contrasts the huge increase in revenue implied by Spotify’s
valuation to the revenue implied by Sirius XM’s valuation.

Figure 2: Spotify vs. Sirius XM: Revenue Expectations vs. Historical Revenue
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Sources: New Constructs, LLC and company filings.

SPOT Valuation Implies It Will Own 88% of Market for Music Streaming Subscriptions

The expectations for $24.8 billion in revenue in 2026 baked into Spotify’s share price imply its premium
subscribers will nearly triple, from 155 million in 2020 to 398 million by 20262, which would equal 88% of the
current global music streaming subscriptions. 398 million is over six times Apple and Amazon’s music
subscribers and nearly two times Netflix’s paid memberships. See Figure 3.

2 We calculate the implied number of premium subscribers by dividing the implied premium revenue of $22.6 billion (or 91% of implied total
revenue) by $57, which equals Spotify’s revenue per premium user (2020 premium revenue divided by premium users at the end of 2020).
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Figure 3: Spotify: Past Premium Subscribers vs. Implied Premium Subscribers
SPOT's Valuation Implies Owning 88% of Music Streaming Users
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At its current conversion rate (more details below), this scenario reveals that Spotify’s total monthly active users
(MAUS) in 2026 must be ~885 million to justify the current valuation. For reference, ~885 million MAUs nearly
equals Instagram’s MAUs and is and more than double the MAUs of Twitter, Pinterest, and Snapchat.

Significant Downside Even If Spotify Becomes Profitable

Spotify’s current economic book value, or no growth value, is just under $9/share or 97% below the current share
price. But, let's see what the price looks like if we give the firm credit for being able to grow into a profitable
enterprise.

Even if Spotify can achieve a 6% NOPAT margin (above Amazon but below Sirius XM, which benefits from a
near monopoly in satellite radio) and grow revenue by 13% compounded annually for the next seven years (in
line with consensus revenue estimates from 2021-2023 and projected industry growth of 7% a year through
2027), the stock is worth just $191/share today — a 37% downside. See the math behind this reverse DCF
scenario.

For reference, Spotify’'s NOPAT in this scenario would reach $1.3 billion in 2027 (vs. -$34 million in 2020) or
about the same as Sirius XM’s 2020 NOPAT. Figure 4 compares the firm’s implied future NOPAT in this scenario
to its historical NOPAT.
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Figure 4: SPOT Has Large Downside Risk: DCF Scenario

37% Downside Even If Spotify Becomes Profitable
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Growth of Premium Subscribers is Slowing...

There remain many obstacles to Spotify justifying the expectations implied by its stock price, starting with
slowing growth of premium subscribers. While Spotify generates some revenue from advertisements, premium
subscribers remain most important to the firm’s top and bottom lines. In 2020, 91% of revenue came from
premium subscribers. However, per Figure 5, the year-over-year (YoY) growth rate in premium subscribers has
fallen sharply from 73% in 1Q17 to 25% in 4Q20.

Figure 5: Spotify’s Premium Subscribers Growth: 1Q16 through 4Q20
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Sources: New Constructs, LLC and company filings.

...As Spotify Converts Fewer Free Subscribers to Premium

With increased competition, not only from other audio streaming services, but any service that consumers
dedicate their attention to (streaming games, streaming movies, social media, etc.), the percent of premium
subscribers as a percent of monthly active users (MAUSs) is in decline. In other words, Spotify is successfully
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signing up more users to the service, but it's not converting them to premium subscribers as well as it has in the
past.

Figure 6: Spotify’s Premium Subscribers as Percent of MAUs: 1Q18 through 4Q20
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Sources: New Constructs, LLC and company filings.

Spotify Has No Scale Advantages...

The more users on Spotify, the more royalties it has to pay to the music labels. The firm achieves no scale under
its contract with the labels because royalties payments are based on a percentage of revenue and/or users &
usage.

To illustrate this lack of scale, we can compare Spotify’s revenue growth vs. royalty payment growth. In 2019,
Spotify’s revenue increased 29% YoY while royalty payments increased by 30%. In 2020, revenue grew by 17%,
the same as royalty payments.

There is no sliding scale, and the business has no economies of scale unless it can cut other operating
expenses, like marketing. Cutting marketing expense will undermine its ability to acquire more paying customers
and achieve the huge growth expectations baked into its current valuation.

Spotify has little leverage to negotiate lower royalty payments with the major record labels.
...And Lacks Differentiation

Not owning the majority of the content on its platform® means Spotify, and any other streaming service, lacks
differentiation, as services offer mostly the same content. For example, Spotify offers over 50 million songs in its
catalog while Apple Music, Amazon Music, and YouTube Music each offer 60 million songs.

Each of these services are heavily dependent on the Big Three labels for their music content, and apart from
playlists or curation capabilities, each offer the ability to stream music through different devices. Undifferentiated
businesses, like Spotify, don’t generate high margins, especially when competition can offer its product for free
or as a loss leader.

Exclusive Content Could Be Another Dead End

In an attempt to distinguish itself from competition, Spotify is following in the footsteps of Netflix by offering
exclusive, largely podcast content, which can be an increasingly costly strateqy.

While the firm has spent big bucks to procure exclusive podcast content, this expensive content only serves a
minority of its user base. In the firm’s 4Q20 earnings call, CEO Daniel Ek noted that a quarter of total users are

3 Music licensed to Spotify by Universal Music Group, Sony Music Entertainment, Warner Music, and Music and Entertainment Rights
Licensing Independent Network accounted for 78% of music streams on Spotify in 2020.
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podcast users. The firm needs a lot more paying users for exclusive content before it can get close to turning a
profit on that expensive investment.

Deeper-pocketed competitors, like Amazon and Apple, are also actively expanding into podcasts, which
diminishes the differentiation Spotify can achieve. Amazon launched support for podcasts through Amazon
Music in September 2020 and acquired podcast company Wondery in December 2020. The firm also already
owns Audible, which offers its own exclusive podcasts. In January 2021, Bloomberg reported that Apple is
working on a subscription service for podcasts that would be part of a push to fund new original podcasts.

While the expansion into podcasts and exclusive content by these tech giants may support Spotify’s strategy, it
also means the podcast industry is just as competitive as the music industry, where Spotify has yet to turn a
profit.

Competitors’ Substitutes Crush Pricing Power

The greatest threat to Spotify’s ability to justify the valuation of its stock is competitors’ ability to offer music
streaming for much cheaper or free.

Firms such as Apple (AAPL), Amazon (AMZN), and YouTube [owned by Alphabet (GOOGL)] offer cheaper
streaming services as loss-leaders to acquire customers on which they can earn a profit from the other services
they offer.

Spotify has only one way to monetize subscribers so it needs to charge more to make a profit.
Lack of Profitability Makes It More Unlikely to Best Competition

It should come as no surprise, given above, that Spotify’s net operating profit after-tax (NOPAT) margin of -0.3%
is worst among its competition and even video streaming provider Netflix. The firm earns a bottom-quintile return
on invested capital (ROIC) because it earns negative NOPAT and has negative invested capital. See Figure 7.

Figure 7: Spotify’s Profitability Lags Major Competitors

Company Ticker NOPAT Margin IC Turns 3{0][03 ’
Apple Inc. AAPL 22% 6.3 135%
Alphabet, Inc. GOOGL 19% 1.7 33%
Tencent Holdings Ltd TCEHY 22% 1.3 29%
Netflix Inc. NFLX 16% 1.0 16%
Amazon.com Inc. AMZN 5% 2.9 15%
Sirius XM Holdings Inc  SIRI 17% 0.6 11%
Spotify Technology SPOT -0.3% -28.4 -*

Sources: New Constructs, LLC and company filings.
*Spotify’s ROIC ranks in the bottom-quintile of firms under coverage because it has negative NOPAT and negative invested capital.

Keep These Winners & Sell These Losers

Spotify isn’t the only micro-bubble loser. We believe the micro-bubble winners will outperform micro-bubble
losers going forward, especially because the expectations implied by the micro-bubble winner’s valuations are
much less than those of the micro-bubble losers. Figure 8 lists all of our micro-bubble winners and micro-bubble
losers.
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Figure 8: Micro-Bubble Winners & Micro-Bubble Stocks

Micro-Bubble Winners Micro-Bubble Losers Report Date
General Motors Co (GM) Tesla Inc (TSLA) 2/18/21
Kellogg Company (K) Beyond Meat Inc. (BYND) 2/16/21
Hyatt Hotels Corp (H) Airbnb, Inc. (ABNB) 2/10/21
Williams-Sonoma Inc. (WSM) Wayfair, Inc. (W) 2/3/21
Sysco Corporation (SYY) DoorDash, Inc. (DASH) 1/27/21
Alphabet, Inc. (GOOGL) GoDaddy Inc (GDDY) 9/26/18
Microsoft Corporation (MSFT) Dropbox Inc. (DBX) 9/26/18
The Walt Disney Company (DIS)  Netflix Inc. (NFLX) 8/16/18
Oracle Corporation (ORCL) Salesforce.com Inc. (CRM) 8/16/18
Walmart, Inc. (WMT) Amazon.com Inc. (AMZN) 8/16/18

Sources: New Constructs, LLC and company filings.

This article originally published on March 1, 2021.

Disclosure: David Trainer, Kyle Guske Il, and Matt Shuler 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.

Page 7 of 9


http://blog.newconstructs.com/
http://www.newconstructs.com
https://www.newconstructs.com/this-auto-manufacturer-is-worth-the-wait/
https://www.newconstructs.com/micro-bubble-winners-losers-in-the-alternative-meat-market/
https://www.newconstructs.com/regulation-will-evict-this-firms-micro-bubble-expectations/
https://www.newconstructs.com/a-micro-bubble-brewing-in-the-home-goods-market/
https://www.newconstructs.com/micro-bubbles-winners-losers/
https://www.newconstructs.com/micro-bubble-winners-part-2/
https://www.newconstructs.com/micro-bubble-winners-part-2/
https://www.newconstructs.com/micro-bubble-winners/
https://www.newconstructs.com/micro-bubble-winners/
https://www.newconstructs.com/micro-bubble-winners/
https://www.newconstructs.com/micro-bubble-loser-in-the-audio-streaming-market/
https://twitter.com/NewConstructs
https://www.facebook.com/newconstructsllc/
https://www.linkedin.com/company/new-constructs
https://stocktwits.com/dtrainer_NewConstructs

-~

|

* § New Constructs®

STOCK PICKS AND PANS 3/1/21

It’s Official: We Offer the Best Fundamental Data in the World

Many firms claim their research is superior, but none of them can prove it with independent studies from highly-
respected institutions as we can. Three different papers from both the public and private sectors show:

1. Legacy fundamental datasets suffer from significant inaccuracies, omissions and biases.

2. Only our “novel database” enables investors to overcome these flaws and apply reliable fundamental
data in their research.

3. Our proprietary measures of Core Earnings and Earnings Distortion materially improve stock picking and
forecasting of profits.

Best Fundamental Data in the World

Forthcoming in The Journal of Financial Economics, a top peer-reviewed journal, Core Earnings: New Data &
Evidence proves our Robo-Analyst technology overcomes material shortcomings in legacy firms’ data collection
processes to provide superior fundamental data, earnings models, and research. More details.

Key quotes from the paper:

o “[New Constructs’] Total Adjustments differs significantly from the items identified and excluded from
Compustat’s adjusted earnings measures. For example... 50% to 70% of the variation in Total
Adjustments is not explained by S&P Global’s (SPGI) Adjustments individually.” — pp. 14, 1%t para.

¢ “Afinal source of differences [between New Constructs’ and S&P Global’s data] is due to data collection
oversights...we identified cases where Compustat did not collect information relating to firms’ income
that is useful in assessing core earnings.” — pp. 16, 2" para.

Superior Models

A top accounting firm features the superiority of our ROIC, NOPAT and Invested Capital research to Capital 1Q &
Bloomberg’s in Getting ROIC Right. See the Appendix for direct comparison details.

Key quotes from the paper:

e “...an accurate calculation of ROIC requires more diligence than often occurs in some of the common,
off-the-shelf ROIC calculations. Only by scouring the footnotes and the MD&A [ as New Constructs
does] can investors get an accurate calculation of ROIC.” — pp. 8, 5™ para.

e “The majority of the difference...comes from New Constructs’ machine learning approach, which
leverages technology to calculate ROIC by applying accounting adjustments that may be buried deeply
in the footnotes across thousands of companies.” — pp. 4, 2" para.

Superior Stock Ratings

Robo-Analysts’ stock ratings outperform those from human analysts as shown in this paper from Indiana’s Kelley
School of Business. Bloomberg features the paper here.

Key quotes from the paper:

e “the portfolios formed following the buy recommendations of Robo-Analysts earn abnormal returns that
are statistically and economically significant.” — pp. 6, 3" para.

e “Our results ultimately suggest that Robo-Analysts are a valuable, alternative information intermediary to
traditional sell-side analysts.” — pp. 20, 3" para.

Our mission is to provide the best fundamental analysis of public and private businesses in the world and make it
affordable for all investors, not just Wall Street insiders.

We believe every investor deserves to know the whole truth about the profitability and valuation of any company
they consider for investment. More details on our cutting-edge technology and how we use it are here.
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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 two 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.

Page 9 of 9


http://blog.newconstructs.com/
http://www.newconstructs.com

	It’s Official: We Offer the Best Fundamental Data in the World
	DISCLOSURES
	DISCLAIMERS

