-~

T o New Constructs®
Diligence | Independence | Performance STOCK PICKS AND PANS

9/12/19

Don’t Buy WeWork’s IPO At Any Price

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. Some smaller IPO’s — Beyond Meat (BYND), for

instance — have done well, but the major public offerings have been flops.

Now, WeWork’s (WE) IPO process has gone so off the rails that it might not even happen. The company’s
largest investor — the Japanese conglomerate SoftBank — has reportedly urged WE to shelve its IPO due to the
poor response from investors. WeWork appears to have ignored SoftBank’s request and still plans to begin its
roadshow next week.

The company is reportedly also considering governance changes in order to reassure investors. While a lower
valuation and fewer conflicts of interest may be positive developments, this IPO still has many red flags.

Investors should continue to stay away from WeWork no matter what the valuation is.

Get the best fundamental research

No Innovation in the Business Model — Just More Risk

WeWork was founded in 2010 in the SoHo district of New York City to provide co-working space, primarily for
freelancers and small startups. In the nine years since its founding, the company has grown rapidly and consists
of 528 locations in 111 cities and 29 countries.

While WeWork is growing rapidly, the service it offers is not new. The Belgian company IWG, which operates
under the brand name Regus and a variety of other, smaller brands, utilizes the same business model of leasing
office space, refurbishing it, and sub-leasing it under shorter terms to tenants.

IWG has more square feet of office space than WeWork, earns more revenue, and actually earns a profit.
However, IWG has a market cap of just $3.7 billion, still less than 20% of the reported $20 billion valuation
WeWork is now seeking. The primary difference between the two is that WeWork describes its business model
in the faux-tech lingo of “space-as-a-service” and its mission as “elevating the world’s consciousness.”

Figure 1: WeWork vs. IWG — Which Would You Buy

Square Feet (millions) 45 57
Revenue ($millions) $1,822 $2,812
Reported Operating Profit ($millions) ($1,691) $171
Market Cap ($billions) $20* $3.7

* Market cap for WE estimated from recent reporting
Sources: New Constructs, LLC and company filings

Another difference is that WeWork operates with a much higher degree of risk by taking on significantly more
operating lease commitments with longer terms and more geographic concentration.

WeWork has ~20% less usable square feet of office space than IWG, but almost five times as many operating
lease obligations at the end of 2018. Two main factors account for WeWork’s massive amount of operating lease
obligations compared to IWG:

1. Geographic Concentration: IWG’s locations are spread across over 1,000 cities all over the world.
WeWork, on the other hand, operates in just 111 cities, and its S-1 reveals that the majority of its
revenue comes from New York (where it is the largest office tenant in the city), San Francisco, Los
Angeles, Seattle, Washington D.C., Boston, and London. WeWork’s concentration in high-priced cities
means it pays significantly more per square foot than IWG.

2. Longer Lease Terms: WeWork’s average lease term is 15 years. As Figure 2 shows, 71% ($24.1
billion) of its operating lease obligations are due in 2024 and beyond. IWG does not disclose its average
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lease term, but just 37% of its lease obligations ($2.5 billion) are due in 2024 or later. Taking on longer
leases allows WeWork to get cheaper annual rents and offer premium office space at competitive prices.
However, this long duration raises the risk that, during a downturn, WeWork will be locked into
expensive leases and unable to find sub-tenants to cover its rental expense.

Figure 2: WeWork vs. IWG Business Model Carries More Risk and Leverage

Total Lease Obligations ($billions) $34 $7
% of Lease Obligations > 5 years 71% 37%
# of Cities 111 1,100

Sources: New Constructs, LLC and company filings

Making matters worse, the company currently uses an extremely high discount rate of 8.2% to calculate the
present value of its operating leases on its balance sheet. This high discount rate allows the company to
understate this liability, and it signals that the company faces a significant risk of default in a recession.

For comparison, IWG uses a discount rate of just 3.7%. The difference between the two company’s discount
rates shows how aggressively WeWork has taken on extra risk to fuel its rapid growth.

Massive Recession Risk

WeWork’s business, essentially, aims to capture the spread between long-term and short-term rental costs.
Landlords want stability and guaranteed cash flows, so they’re willing to lease office space at lower rates if a
tenant is willing to make a long-term commitment, as WeWork does. Companies, on the other hand, want the
flexibility of short-term leases that allow them to quickly grow, shrink, or move their office space in response to
personnel needs. As a result, they’re willing to pay higher rents for this flexibility.

WeWork adds value to its office spaces in other ways — through renovations, technological support, and
enhanced amenities — but the spread between long-term and short-term rents is at the core of its business
model.

However, this model only works during times of economic expansion. When the economy enters a recession,
companies lay off workers and reduce their office space. In this situation, short-term rents can decline to the
point where they no longer cover the long-term rental expense.

IWG has managed to survive this recession risk by not locking itself into extremely long leases, diversifying its
business geographically, and inserting provisions into many of its leases that allow for early termination, reduced
rates, or other loss-minimizing provisions in the case of a downturn. WeWork, on the other hand, does not take
any of these precautions.

Rapid Growth Not Delivering Profits

WeWork’s high-risk strategy has allowed the company to grow rapidly during the current economic expansion.
Revenue increased from $886 million in 2017 to $1.8 billion in 2018, or 106% year-over-year, as shown in Figure
3. Economic earnings, the true cash flows of the business, declined from -$1.2 billion to $2.2 billion over the
same time.
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Figure 3: Revenue and Economic Earnings For WE: 2017-2018

Revenue Growth Leading to Higher Losses
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Sources: New Constructs, LLC and company filings

We are currently in the midst of one of the longest economic expansions in U.S. history, one that has covered

the entirety of WeWork'’s existence. If the company cannot deliver positive cash flows now, when will it?

WeWork can’t blame its mounting losses on the costs of growth either. The company’s “contribution margin”,
which excludes all sales and administrative expenses, along with non-cash location operating expenses,
declined from 28% in the first half of 2018 to 25% in the first half of 2019.

WeWork is already getting farther away from profitability during what should be an ideal period for its business
model. We shudder to think what the company’s losses will be when economic conditions worsen.

Corporate Governance Is Almost Nonexistent

Most recent IPO’s have already done away with any semblance of good corporate governance. Dual-class
shares — which give total control to founders while preventing public investors from having a say — have become
the norm. WeWork takes things a step further with three share classes, where Class B and Class C shares held
by insiders have 20x the voting rights of shares sold to the public. This share structure gives founder and CEO
Adam Neumann total control of the company for the foreseeable future.

What raises more red flags for WeWork’s IPO is Neumann'’s significant history of personally profiting off his
position in ways that raise significant conflict of interest concerns, including:

¢ Owning buildings where WeWork is a tenant. Neumann is his own company’s landlord and has
collected rent from it for years. The company plans to address this clear conflict of interest by
transferring Neumann’s holdings into a new entity called the Ark Master Fund (owned by WeWork) which
will take ownership stakes in commercial real estate. Still, the fact that this obvious conflict was allowed
to persist for so long raises serious questions as to how the company prevents similar conflicts from
occurring.

¢ Borrowing from WeWork. The company has made multiple loans to Neumann personally and to his
personal LLC (We Holdings LLC) at interest rates below 1%. These loans have all been repaid, but the
below market interest rates suggest Neumann was getting a clear benefit.

¢ Employing family members. Neumann’s wife Rebekah Paltrow Neumann (cousin of Gwyneth Paltrow)
is a co-founder of WeWork and serves as the CEO of the company’s education business, WeGrow.
WeWork also employs another member of Neumann’s immediate family in a senior role, and it paid
another family member to host events related to its “Creator Awards” in 2018.

e Charging for the “We” trademark. The most ridiculous case of self-dealing happened in July of this
year as part of the company’s rebrand to “The We Company”. In order to rebrand, the company paid
Neumann’s personal LLC $5.9 million in stock for the rights to the “We” family of trademarks. Neumann
and WeWork subsequently reversed this transaction after blowback from analysts.
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The reversal of this transaction shows that public investors do have some leverage to effect change in WE’s
corporate governance. Still, it will take a much larger overhaul for WeWork to be able to earn investors’ trust.

Most notably, the company’s tri-class share structure means public investors will have no recourse to stop the
self-dealing and personal profiteering that has marked Neumann’s tenure as CEO to date.

In fact, Neumann seems to be using the company’s IPO as another way to profit. Neumann has a personal line
of credit of up to $500 million from UBS (UBS), JPMorgan (JPM), and Credit Suisse (CS), all of whom are
coincidentally underwriters in WeWork’s IPO.

Interestingly, one bank not listed as a personal lender to Neumann is Morgan Stanley (MS), which reportedly
pulled out of WeWork’s IPO after it failed to win the lead underwriter position, which instead went to JPM. One
has to wonder if Neumann’s personal relationship with these banks influenced his choice of lead underwriter.

Neumann’s line of credit with the underwriters is secured by his holdings of WeWork stock. It also contains a
margin call provision, which means that if the stock price declines to a certain point, the banks can claim and sell
some of Neumann’s stock. This means if the IPO goes poorly, the underwriters themselves might become sellers
and contribute to the stock price decline.

All of these factors — the tri-class shares, conflicts of interest, and unusual relationship with underwriters —
suggest that this IPO is about Neumann and other insiders cashing in on the bubble-like valuation of WeWork’s
shares and dumping the risk on public investors. If WeWork wants the capital it can raise in an IPO, it needs to
address all of these issues in order to show investors it's committed to creating long-term shareholder value.

What Is WeWork Worth?

At this point, trying to value WeWork feels like a fool’s errand. After all, it's obvious the company’s valuation —
whether it's $47 billion or $20 billion — has no connection to its actual fundamentals or market opportunity. The
disconnect between WeWork’s valuation and the $3.7 billion market cap of IWG makes this point very clear.

If we want to quantify the cash flow expectations implied by the $20 billion valuation for WeWork, we can’t
benchmark performance expectations against IWG because it is too small. Instead, we have to look at larger
firms, like the office REIT Boston Properties (BXP), that operate in the market WeWork ultimately aims to disrupt.
As WeWork serves bigger businesses (40% of its users work for companies with more than 500 employees), it
now competes with BXP and other traditional landlords.

In order to justify its $20 billion valuation, WeWork must achieve 30% NOPAT margins (similar to BXP) and grow
revenue by 20% compounded annually for the next nine years. See the math behind this dynamic DCF scenario.

The private market expectations imply that WeWork will earn a 50% higher NOPAT than BXP — one of the
largest office REITs in the world — by 2027. This seems like a highly optimistic assumption for a company with
negative and declining NOPAT.

Page 4 of 7


http://www.newconstructs.com
https://www.bloomberg.com/news/articles/2019-08-14/morgan-stanley-forfeits-any-role-in-wework-ipo-after-losing-lead?srnd=premium
https://www.newconstructs.com/wp-content/uploads/2019/09/WE_DCF_20_Billion.png

-~

<

% » New Constructs®

STOCKS PICKS AND PANS o¢/12/19

Figure 4: WE vs. BXP: Actual and Market-Implied NOPAT

WE's Valuation Says It Will Make 50% More $ Than BXP

$3,000

$2,500
. $2,000
E Future
S s$1,500 |
: ...0...........
o $1,000 e—o e * ° ° —”
O ’ - - -
Z  $500 /

» \ ,,
($500) '

2017 2018 2019 2020 2021

emmms\\'E NOPAT e» e \WE Forecasted NOPAT e BXP NOPAT

2022 2023 2024 2025 2026 2027

e o o e BXP Forecasted NOPAT

Sources: New Constructs, LLC and company filings

While this scenario is less optimistic than what the company’s $47 billion valuation implied, we still don’t think it's
particularly realistic. It's much more likely that when a recession hits, WeWork will collapse under the weight of
its massive operating lease obligations, which increased from $34 billion to $47 billion in just the first six months

of 2019.

If WeWork goes bankrupt, Neumann will already have cashed out to the tune of hundreds of millions, if not
billions. The banks that underwrote the IPO will have collected hefty fees. The only losers will be the public
investors that allow themselves to buy this overpriced and extremely dangerous stock.

Critical Details Found in Financial Filings by Our Robo-Analyst Technology

As investors focus more on fundamental research, research

automation technology is needed to analyze all the

critical financial details in financial filings. Below are specifics on the adjustments we make based on Robo-

Analyst1 findings in WeWork’s S-1:

Income Statement: we made $1.9 billion of adjustments, with a net effect of removing $1.2 billion in non-

operating expense. We removed $362 million in non-operating income and $1.5 billion in non-operating expense.
You can see all the adjustments made to WE’s income statement here.

Balance Sheet: we made $26 billion of adjustments to calcu
billion. You can see all the adjustments made to WE's balan

late invested capital with a net increase of $19.4
ce sheet here.

Valuation: we made $29.2 billion of adjustments with a net effect of decreasing shareholder value by $26.5
billion. You can see all the adjustments made to WE’s valuation here.

This article originally published on September 11, 2019.

Disclosure: David Trainer, Kyle Guske Il, and Sam McBride
stock, style, or theme.

receive no compensation to write about any specific

Follow us on Twitter, Facebook, LinkedIn, and StockTwits for real-time alerts on all our research.

1 Harvard Business School Features the powerful impact of research automation in the case study New Constructs: Disrupting Fundamental
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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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