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Trivago (TRVG) — Let This IPO Travel Alone

Trivago (TRVG: $14/share), a hotel search platform, is going public at a time when the company can tout robust
revenue growth and a high-profile in the U.S. from heavy advertising. Trivago is positioned in the fast-growing
travel, hotel, and leisure business and boasts access to 1.3 million hotels worldwide. Management believes this
strong performance can be maintained through further global expansion, mobile product adoption, and the
overall shift to online travel booking.

The stock (at the midpoint of its IPO range) gets our Dangerous rating, and we advise caution when considering
an investment in it because:

1. Big future profits are already factored into the IPO price.
2. Major red flags on lack of internal controls and corporate governance found in the footnotes.

3. The firm’s middleman business model lacks the differentiation and competitive advantage needed to
achieve and sustain profitability.

Do Not Buy Shares For Ownership In The Firm

Ownership in a firm usually comes with the benefit of voting rights and a voice on business matters such as
acquisitions/mergers and board decisions. However, those purchasing TRVG for ownership in the company will
not have much of a voice at all. The 28.5 million shares offered at IPO will have just an 8% economic interest in
the business operations and less than 1% voting power, subsequent to the post-IPO merger. The voting interest
will be split between holders of Class B shares (which represent 10 votes per share) and the Class A shares.
Post IPO, Expedia (EXPE), previously in the Danger Zone in September 2015 will hold 65% of the voting power,
the founders will hold 34.1%, and remaining class A shareholders will hold 0.9% voting power.

History Of Revenue Growth Without Profits

The percentage of unprofitable firms going public has been growing since 2011 when 45% of IPOs made no
money compared to 66% in 2015. Trivago is another firm to add to the “unprofitable IPO” list, with the likes
previous Danger Zone picks Square (SQ) and Box (BOX) in recent years. SQ has underperformed the market
since IPO and BOX is down 34% since we put them in the Danger Zone.

Over the last two years, Trivago's after-tax profit (NOPAT) has declined from -$24 million to -$37 million, or -54%
year-over-year (YoY). Meanwhile, revenue has grown from $376 million to $538 million, or 43% YoY during the
same time.

Figure 1: Unprofitable Revenue Growth
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Trivago’'s NOPAT margin has slightly declined, from -6.5% in 2014 to -6.9% in 2015 and its return on invested
capital (ROIC) has fallen from -3% to -4% over the same time.

Weak Competitive Position Undermines Ability To Generate Profits

Due to Trivago’s unique business model, operating as a middleman between booking agencies and hotel
consumers, we question whether it can sustain impressive revenue growth while also becoming profitable.

We've noted the many drawbacks to a middleman business model in prior Danger Zone reports on Netflix
(NFLX), Shutterstock (SSTK), and Zillow (ZG). Trivago is no different. Ultimately, Trivago generates revenue by
referring users to a specific booking agency, such as Expedia, Travelocity, or Priceline (PCLN). However, as a
middleman, Trivago’s service is simply an aggregation of commodity-like data that is available through any
number of booking sites, search providers (Google), and hotel specific sites.

In this middleman role, Trivago is heavily reliant upon booking agencies to continue operations. Expedia and
Priceline represented 39% and 28% of revenue in 2015, respectively. Essentially, 67% of 2015 revenue came
from firms that also compete directly with Trivago, and provide more in depth services (hotel search and
booking).

Non-GAAP Metrics Give Misleading View of Profitability

U.S. companies are not the only firms using non-GAAP metrics in an effort to “better represent the business
operations.” Unfortunately, most of these attempts fail to better represent and actually provide a more distorted
view of the firm’s economics. Two of Trivago’s more unique non-GAAP metrics include:

1. Return On Advertising Spend (ROAS)
2. Revenue Per Qualified Referral (RPQR)

Each of these metrics fails to adequately measure the profitability of Trivago. ROAS only looks at referral
revenue vs. advertising spend, which, while important, ignores many other costs of the firm. Similarly, RPQR
only measures the revenue derived from a referral and ignores the costs of obtaining such revenue.

Trivago also reports adjusted EBITDA, which excludes share-based compensation to help TRVG minimize the
losses of the business. This adjustment allowed Trivago to report adjusted EBITDA of -$1 million in 2015,
compared to GAAP net income of -$43 million and economic earnings of -$105 million.

Strong Competition Undermines Trivago’'s Growth Plans

As a referral tool for booking sites, Trivago’s profitability is well below competitors that sell the booking of a hotel.
Per Figure 2, Trivago’'s NOPAT margins are well below Expedia, TripAdvisor, and Priceline. Additionally, as we
noted in our Danger Zone on Expedia, Priceline exercised intelligent capital allocation when making acquisitions,
and its superior profitability gives it a strong competitive advantage. Add in competition from (1) Google Search,
where reservation options are shown in line with search results, (2) Amazon, which offers a travel-booking site
that could be expanded to its entire user base, and (3) non-traditional services like Airbnb, and it's easy to see
that Trivago faces an uphill battle to profitability.

Figure 2: Trivago’s Negative Profitability

Return On Invested NOPAT

Company Ticker

Capital (ROIC) Margin
Priceline Group PCLN 52% 29%
TripAdvisor TRIP 11% 10%
Expedia EXPE 2% 2%
Trivago TRVG -4% -7%

Sources: New Constructs, LLC and company filings

Heaving Spending Undermines Any Revenue Growth

Apart from the underwriters of the IPO, whose research is clearly conflicted, bulls will point to Trivago’s
impressive revenue growth as reason to buy into the company. More important, however, is the fact that
operating expenses needed to achieve such revenue growth are soaring, per Figure 3, Trivago’s selling and
marketing, technology and content, and general & administrative costs have grown 45%, 67%, and 148% YoY
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respectively while revenue grew at a lower rate, 43% YoY. Trivago has foregone profitability to establish market
share.

Trivago’s valuation is built upon the idea that it can leverage its middleman model, expand its footprint, and
increase margins to become profitable. However, in order to leverage its model and expand its reach, the
company must continue to spend significant amounts of capital on items such as advertising around the globe.
Until Trivago is able to slow down advertising spend, margins will remain low and/or negative.

However, as noted earlier, even when it wins market share, the firm gains little competitive advantage or moat,
as its middleman business model gives it very limited bargaining power over suppliers or customers.

Figure 3: Trivago’s Expenses Growing Faster Than Revenues

Operating Item YoY Growth % of Revenue ‘
Selling & Marketing 45% 94%
Technology & Content 67% 6%
General & Administrative 148% 4%
Cost of Revenues 83% 1%
Revenue 43% n/a

Sources: New Constructs, LLC and company filings

Worst of all, despite the negative profitability and significant spending required to achieve revenue growth,
Trivago's IPO price implies immediate profitability and immense profit growth. Even meeting the expectations
already embedded in the stock price will be a difficult task for TRVG.

Red Flags: IPO Disclosures & Loopholes
We found these red flags buried in the IPO filings:

1. Material Weakness In Internal Control: In its prospectus, Trivago notes “we have identified a material
weakness in our internal control over financial reporting.” Trivago blames this material weakness on its
existence as “a private company with limited accounting personnel” and its conversion from German
Commercial Code (German GAAP) to U.S. GAAP reporting standards. Regardless of the excuse, a
material weakness in internal control is a red flag for any prospective investor.

2. Emerging Growth Company: Trivago qualifies as an “emerging growth” company under the 2012 JOBS
Act. This qualification imposes less stringent disclosure requirements such as only two years of
audited financials, It also opens the door to corporate governance concerns because TRVG is not
required to submit executive compensation matters for vote or to disclose the correlation between
compensation and performance. The risks of investing in stocks that avoid these disclosures are
covered in detail in our Danger Zone report “Are You Aware of the Hidden Dangers in IPOs.”

3. Foreign Private Issuer: Under the Exchange Act, Trivago qualifies for foreign private issuer status. This
gualification exempts the company from certain reporting obligations required of U.S. public
companies. Most importantly, as a foreign private issuer, TRVG is not required to submit public reports
of insider stock ownership and trading activities and quarterly reports such as 10-Qs.

IPO Valuation Prices Out Any Upside Potential

At $13 to $15 per share, Trivago is pricing at a level that already implies significant profit growth despite not
generating any profits to date.

In order to justify the midpoint of its IPO price ($14/share) Trivago must achieve 2% NOPAT margins (equal to
Expedia) and _grow revenue by 43% compounded annually (same as 2015 revenue growth) for the next decade.
It seems as if the best-case scenario is already priced in.

TRVG's IPO price is even more overvalued if we assume a more reasonable scenario. If Trivago can achieve
2% NOPAT margins and grow revenue by 20% compounded annually (average of Expedia and Priceline last five
years) for the next decade, the stock is worth only $2/share today — an 86% downside. Each of these scenarios
also assumes TRVG is able to grow revenue and NOPAT/free cash flow without spending on working capital or
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fixed assets. This assumption is unlikely but allows us to create very optimistic scenarios that demonstrate how
high expectations in the current valuation are.

Without closely reading prospectuses and studying accounting rules, investors may not realize just how much
risk they're taking if they buy into this IPO.

Weak IPO Market Keeps Share Price Capped

In many regards, 2016 has been a poor year for IPOs. Dealogic reports that of the 57 IPOs through July of this
year, only two priced above range, and total capital raised was half the level raised in 2015.

This environment, coupled with the poor fundamentals of TRVG, makes this stock a risky bet for any investor.
Eventually a reconciliation between the valuation and the fundamentals will take place and those purchasing on
IPO date may be in for a damaging ride.

Impact of Footnotes Adjustments and Forensic Accounting

In order to derive the true recurring cash flows, an accurate invested capital, and a real shareholder value, we
made the following adjustments to Trivago’s F-1:

Income Statement: we made $9 million of adjustments with a net effect of removing $5 million in non-operating
expense (1% of revenue). We removed $2 million related to non-operating income and $7 million related to non-
operating expenses. See all the adjustments made to TRVG’s income statement here.

Balance Sheet: we made $147 million of adjustments to calculate invested capital with a net increase of $143
million. The most notable adjustment was $57 million (8% of reported net assets) related to operating leases.
See all adjustments to TRVG's balance sheet here.

Valuation: we made $145 million of adjustments with a net effect of decreasing shareholder value by $145
million. There were no adjustments that increased shareholder value. Apart from total debt, which includes $57
million in off-balance-sheet operating leases, the most notable adjustment was $63 million related to deferred tax
liabilities. This adjustment represents 1% of TRVG’s market cap assuming midpoint of offering price.

This article originally published here on December 15, 2016.

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

Scottrade clients get a Free Gold Membership ($588/yr value) as well as 50% discounts and up to 20 free trades
($140 value) for signing up to Platinum, Pro or Unlimited memberships. Login or open your Scottrade account &
find us under Quotes & Research/Investor Tools.
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New Constructs® — Profile

How New Constructs Creates Value for Clients

We find it. You benefit. Cutting-edge technology enables us to scale our forensics accounting
expertise across 3000+ stocks. We shine a light in the dark corners of SEC filings so our clients
can make safer, more informed decisions.

Our stock rating methodology instantly informs you of the quality of the business and the fairness of
the stock’s valuation. We do the diligence on earnings quality and valuation so you don't have to.

In-depth risk/reward analysis underpins our ratings. Our rating methodology grades every stock, ETF,
and mutual fund according to what we believe are the 5 most important criteria for assessing the
guality of an equity. Each grade reflects the balance of potential risk and reward of buying that
equity. Our analysis results in the 5 ratings described below. Very Attractive and
Attractive correspond to a "Buy" rating, Very Dangerous and Dangerous correspond to a "Sell"
rating, while Neutral corresponds to a "Hold" rating.

QUESTION: Why shouldn’t fund research be as good as stock research? Why should fund investors
rely on backward-looking price trends?
ANSWER: They should not.

Don't judge a fund by its cover. Take a look inside at its holdings and understand the quality of
earnings and valuation of the stocks it holds. We enable you to choose the best fund based on its
stock-picking merits so you do not have to rely solely on backward-looking technical metrics.

The drivers of our forward-looking fund ratings are Portfolio Management (i.e. the aggregated ratings
of its holdings) and Total Annual Costs. The Total Annual Costs Rating (details here) captures the
all-in cost of being in a fund over a 3-year holding period, the average period for all fund investors.

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.

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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