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Danger Zone: Groupon (GRPN)

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

Groupon (GRPN: $6/share) went public in late 2011 with hopes of revolutionizing the way consumers interacted
with merchants. GRPN shares have since fallen over 75%, and we believe they will fall further. A bad business
model, lack of profit growth, and extreme competition put Groupon in the Danger Zone this week.

Groupon'’s Initial Business Was Mediocre At Best

When Groupon went public, it was generating nearly all of its revenues through local coupons and deals. The
company acted as a middleman by allowing merchants to offer special deals to its user base, achieving gross
margins upwards of 80% in the process. However, this business model had very little, if any, barriers to entry. As
more competitors arose, merchants gained more options, leaving Groupon as little more than an undifferentiated
online middleman.

With no pricing power, Groupon did the only thing it could to keep customers: cut the percentage that it received
from each sale. In 2012 Groupon retained 32% of each coupon sale while in 2014 it only retained 23% of each
coupon sale. Management even stated in 1Q15:

“In order to attract merchants ... we have been willing to accept lower deal margins across all three of
our segments and we expect that trend to continue.”

Figure 1: Expanding a Losing Business
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Sources: New Constructs, LLC and company filings.

Moving From A Low Margin Business To A Lower Margin Business: From Bad To Worse

In an effort to spur revenue growth, Groupon started transitioning away from its Third Party coupon sales
business and more toward its Direct business. Through the Direct segment, Groupon acts as a merchant and
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sells products in a similar fashion to Amazon, Walmart, or any other online retailer that sells directly to
consumers. Last we checked, Amazon'’s retail business is not exactly high margin. The declining trend in
Groupon’s margins looks to continue for a while. See Figure 1.

Prior to entering the traditional retail business, Groupon was only able to achieve pre-tax (NOPBT) margins
around 3%. In 2014 when gross margins further declined, NOPBT margins followed suit to -0.3%.

In essence, Groupon has shifted from a high gross margin business in which it was no longer making a profit to a
lower gross margin business where only a few, large-scale companies make any meaningful profit. As Groupon
transitions into a traditional retailer, expect margins to continue declining, as the costs of maintaining inventory,
fulfilling customer orders, and handling returns and defects becomes even more costly.

Slowing Revenue and Declining Profits

While Groupon'’s shift to retail goods has been able to maintain revenue growth, the same cannot be said for
profits. Groupon has grown revenues by 17% compounded annually since 2012, but only by 3% over the prior
year in 1Q15. Meanwhile, as could be expected with declining margins, profits have headed the opposite
direction. The positive after-tax profit (NOPAT) of $42 million that Groupon experienced in 2012 declined to -$6
million in 2014.

Figure 2: Profits Moving Opposite of Revenue
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Users are Everything and Groupon Has Few

Much like we saw last week in our analysis of Twitter, Groupon’s business model relies heavily on its user base.
Groupon’s only differentiating value-add to merchants is access to its user base. However, with only 48 million
active users, this value is miniscule compared to that of other players such as Facebook, Twitter, or even
LinkedIn. Also, Groupon isn’t the only outlet for coupons, as daily deal services can be found all over the
Internet. Amazon Local provides the same services, retailmenot.com provides coupons, and livingsocial
competes directly with Groupon by providing coupons on products, services, and travel. This group of
competitors doesn’t even include retailers themselves offering coupons to customers. Without a large user base,
Groupon has no competitive advantage with which to grow its business.

Is Management Focused on Fixing the Business?

To drive future expansion of the business, Groupon acquired LivingSocial Korea in January 2014. With this
acquisition came Ticket Monster, a South Korean ecommerce website that sells discounted goods, services, and
travel offers. However, in March 2015 the company approved a transaction to deconsolidate Ticket Monster and
sell a controlling stake in the business. While Groupon did make a profit on the deal, we question whether the
company has sustainable competency in operating like a private equity or hedge fund. Furthermore, this
acquisition and subsequent sale did little to improve Groupon’s business model, thereby alleviating none of the
prior concerns.
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Bull Case?

Much of the bull case for Groupon rests on its ability to continue growing gross billings and revenue. However,
as we've seen, revenue hardly grew in 1Q15 and management isn’t expecting much growth going forward. In
addition, growing revenue is not enough to warrant an investment in this company. We've seen Amazon, widely
believed to be the company who revolutionized online retail, operate for years on the slimmest of margins, and
still fail to create profits at times. Betting on Groupon to figure it out is betting on a company with a struggling
business model to execute better than one of the largest online retailers in ecommerce.

Stupid Money (Buyout) Risk

Groupon currently has a market cap of $4.1 billion and little debt, so it could very well be a buyout target.
However, any company looking to acquire Groupon would either be doing so for its technology or its user base.
Its technology isn’t anything that couldn’t be replicated by any number of competitors and already has been
replicated by some. Also, its user base is not large enough to warrant buying a business that is failing to produce
any profits and only getting costlier to operate. While anything can happen, we don’'t see Groupon as an
attractive buyout target. With Groupon’s low user base, any acquirer would be paying upwards of $85 per user,
assuming it bought Groupon for its current market cap of $4.1 billion.

Impact of Footnotes Adjustments and Forensic Accounting

The company depressed 2013 earnings, by including $95 million_non-operating items in operating expenses.
These unusual charges came largely from an $85 million loss on impairment of investments.

Without these unusual charges in 2013, the Groupon’s NOPAT was a positive $45 million. NOPAT in 2014 fell to
-$6 million, much worse than the narrowing loss Groupon'’s net income showed.

Valuation Implies Unrealistic Expectations

Given Groupon'’s current strategy, we do not believe in management’s ability to innovate its business model and
turnaround the company'’s declining profits.

Even at $6/share, Groupon is vastly overvalued. To justify the current price of $6/share, Groupon must increase
its pretax (NOPBT) margin from -0.3% to 3% and grow revenue at 20% per year for the next 16 years.
Considering that Groupon is trying to become an online retailer, it is incredibly difficult to expect double-digit
revenue growth and 3% margins for such an extended period. Amazon currently manages 0.5% NOPBT margins
while Zulilly, a new online retailer, only achieves 2% pre-tax margins. At the same time, this scenario would
leave Groupon generating $46 billion in revenue, nearly half the revenue Amazon generated in 2014.

If we give Groupon credit for 1% NOPBT margins and 17% NOPAT growth for the next 10 years, the stock is still
worth only $2/share today. This value represents a 66% downside from current prices and a 92% downside from
its IPO frenzy days.

Catalyst for Shares

With declining margins and further expansion into the cutthroat retail industry, Groupon must fully deliver when it
reports its next quarter earnings. It is already projecting for revenues to be flat in 2Q15 and anything below
expectations will be stronger evidence that this business model is not producing the results Groupon claims it
can.

Heavy Insider Selling Throughout Groupon’s History

Prior to its IPO, insiders in Groupon sold a total of $870 million worth of shares. The large amount of insider
sales is especially odd since share prices usually appreciate when a quality company goes public. Again, in the
third quarter of 2013, insiders sold a net of 299 million shares as the stock fell 27% in a two-month span. Even
now, in the past 12 months insiders have bought 681 thousand shares and sold 20 million, for a net of 19 million
shares sold. These most recent sales represent ~3% of shares outstanding as of March 31, 2015. If insiders
continually sell their own shares, why shouldn’t you do the same?

Executive Compensation Lines Pockets

For executives to be eligible to receive a performance bonus, Groupon much achieve a predetermined adjusted
EBITDA. However, this adjusted EBITDA removes costs like stock based compensation. The exclusion of stock
based compensation means Groupon executives are able to pay themselves in equity awards that are excluded
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from the metric that measures their performance. Not a bad deal. Even more worrisome, in 2014 Groupon was
unable to meet this adjusted EBITDA goal but the compensation committee still deemed that all executives
should receive an individual bonus due to the company’s “improved financial performance and retention-related
factors.” These executive compensation numbers do not add up any way you slice them.

Dangerous Funds That Hold GRPN
The following ETFs and mutual funds allocate significantly to GRPN and earn our Dangerous or Very Dangerous
ratings.
1. Vanguard Malvern Capital Value Fund (VCVLX) — 2.1% allocation to GRPN and Very Dangerous rating
2. PowerShares Dynamic Media ETF (PBS) — 2.6% allocation to GRPN and Dangerous rating

Disclosure: David Trainer, Kyle Guske Il, and Max Lee receive no compensation to write about any specific
stock, sector, or theme.
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New Constructs® — Profile

How New Constructs Creates Value for Clients

1. Superior Recommendations — Our stock picks consistently outperform. See our track record
in our stock-picking accolades and Proof Is In Performance reports.

2. More Accurate Research — Our patented Research Platform for reversing accounting
distortions and discounted cash flow analysis leverages better data to deliver smarter research.

3. Time Savings — We check the fine print in thousands of corporate filings so you don't have to.
As reported by Barron’s, our expertise in analyzing SEC filings delivers Hidden Gems and Red
Flags that drive long-term stock-picking success.

4. Transparency — We are proud to share the results of our analysis of over 50,000 10Ks. See
the Corporate Disclosure Transgressions report we provided the SEC. Our reports detail all
data and assumptions. Company Models enable users to change them.

5. Objectivity — New Constructs is an independent research firm, not tied to Wall Street or
investment banking services. Our models are driven by comprehensive high-quality data not
stories. See our presentation to the Senate Banking Committee, the SEC and many others in
DC.

Our Philosophy About Research

Accounting data is not designed for equity investors, but for debt investors. Accounting data must be
translated into economic earnings to understand the profitability and valuation relevant to equity
investors. Respected investors (e.g. Adam Smith, Warren Buffett and Ben Graham) have repeatedly
emphasized that accounting results should not be used to value stocks. Economic earnings are what
matter because they are:

1. Based on the complete set of financial information available.
2. Standard for all companies.
3. A more accurate representation of the true underlying cash flows of the business.

Additional Information

Incorporated in July 2002, New Constructs is an independent publisher of investment research that
provides clients with consulting and research services. We specialize in quality-of-earnings, forensic
accounting and discounted cash flow valuation analyses for all U.S. public companies. We translate
accounting data from 10Ks into economic financial statements, i.e. NOPAT, Invested Capital, and
WACC, to create economic earnings models, which are necessary to understand the true profitability
and valuation of companies. Visit the Free Archive to download samples of our research. New
Constructs is a BBB accredited business and a member of the Investorside Research Association.
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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.

New Constructs is affiliated with Novo Capital Management, LLC, the general partner of a hedge fund. At any particular time, New
Constructs’ research recommendations may not coincide with the hedge fund’s holdings. However, in no event will the hedge fund receive
any research information or recommendations in advance of the information that New Constructs provides to its other clients.

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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