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Ticker: SQ | Date: 3/23/17 | Price: $17.24 | 3-Year Price Target: $27.46 | Implied Annual Return: 17%

Square Inc. is a leader in the development of point-of-sale

software that enables businesses to accept various payment

forms. The company also assists businesses by providing a cloud B UY
based dashboard that manages real-time data such as inventory,

items, and customers.

Market Cap 6.33B

52-Week Range $8.6-$17.9
FTM Gross Margin ~ 36%
FTM EBITDA Margin 5.75%

Price/Book 8.62
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« Square is well positioned to benefit from growth in debit & credit
card payment processing.

High competition

« Customer security
« Integration between Square’s platform and its point of sale

firms
- Square’s recent launch of Square for Retail will attract higher

GPV retail based clients to the platform. Retail customers - Mismanagement
currently make up the majority of revenues.
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Business Summary

Since being founded in 2009, Square has become one of the first to market point-of-sale software to enable
small businesses accept card payments. The company assists small businesses by providing cloud based
analytics that were previously not accessible at a reasonable price. Square sells hardware products to
customers at unprofitable prices to bring them into the Square ecosystem. After customers have purchased the
hardware, which can range from $50-$200, Square charges a payment processing fee for each transaction.

The dashboard feature, which all Square users
have access to, allows clients to keep track of
inventory, sales, invoices, purchase orders, etc.
This additional feature sets Square apart from
competitors who may offer just payment
processing or business analytics services.
Square also has a developers™ network where
small business owners can create and share
custom reports to the Square community. These
reports help small merchants make more
informed decisions around their business.
Square has millions of customers across various
industries as highlighted in the pie chart. Last
year, over $130 billion of gross product volume
was processed using Square’s devices. This was
a 40% increase from 2015.

Transaction Based Revenue

GPV Mix by Seller Industry

(For 12 months ended December 31, 2016)
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Square charges a 2.75% transaction fee for each sale when a customer uses Square’s hardware products to
process payments. For larger customers that generate significant revenue ( > 500k ), Square may offer custom

pricing.

Subscription Based Revenue

Currently, the majority of subscription revenue comes from Square Capital & Caviar. Square Capital provides
loans to customers who are already using Square’s POS system. To generate revenue, this segment holds a
fixed percentage of daily sales as interest expense on the loan. Square Capital may also sell these loans to
third-party investors. Caviar is a food delivery platform that Square acquired on August of 2014. The platform
generates revenue from seller fees, which are a percent of the total ticket value, delivery fees, and a small
service fee. We expect subscription revenue to grow as the roll out of Square for Retail hits the market. This
new offering will give customers a light enterprise resource planning tool for $60 monthly.

Hardware Revenue

This segment’s revenue is from the physical products that Square sells. These products include Square Stand,
mobile payment processors, cash drawers, receipt printers, scanners, etc.
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Square will benefit from growth in debit & credit card payment processing.

Square is well positioned to benefit from the trend of growing Trends in the Non-Cash Transaction Market
non-cash transactions, as well as from a shift in customers’ CAGR CAGR CAGR
preference from using checks to using credit and debit cards. 5.0% ’—» 4.7% 1%
According to the 2016 World Payments Report by BNP-Paribas, 45% 6.4% 4.8% 4.4% i 11.2% 10.8%
non-cash transactions totaled $139.8 billion in 2014 and it has 400

grown at a CAGR of 4.7% from 2010 to 2014. We expect this 300 ,

growth to accelerate during the next five years primarily due to 201770 880 93.6; 116.4 134. 0‘398: srol a78l413
the rapid adoption of online payments. The firm will not only 0 : | g

benefit from growth in non-cash transactions, but also from the
shift towards card payments occurring within the non-cash
transaction market. The diagram (right) highlights this shift as
check usage decreases while card usage increases from 2010to .
2014. We are confident this trend will continue in the U.S. based
on a comparison to other developed countries. For instance, the
usage of checks in European and Asia-Pacific countries is still 40% 1
significantly lower than what is observed in the U.S. We expect 60% -
card payments to account for 79% of total non-cash transactions 809%. i % :
by 2019. Square will benefit directly from these trends as the - 0o § 18%

. . 00%J A EXA EX . m N 4% B
demand for payment processing and POS technology increases. 0% 1%
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Integration between Square’s platform and its point of sale
feature will drive growth in transaction revenues.

Square is one of few companies to offer a product that provides both payment processing and business
analytics services. This combination contributes to Square’s performance primarily in two ways:

> Transaction Revenues: In order for a merchant to maximize business growth, it is vital the person
understands the intricacies of their business thoroughly. While large firms are increasingly using big data to
make educated business decisions, small and mid-sized firms have not had access to high-quality business
analytics tools due to its high costs. Square has successfully developed a product that provides business
intelligence (BI) to this niche market through the integration of business analysis in Square’s POS system. We
expect the continued adoption of this service to empower growth within Square’s existing clientele, which will
ultimately result in higher gross payment volume (GPV) and transaction revenues for the firm. A report recently
released by Markets&Markets highlights the increased adoption of business analytics tools. The research
group expects the Bl market to reach $26.88 billion by 2021.

> Competitive Advantage: There are few products being commercialized that provide Bl tools at a low cost to
small merchants. As Square continues to develop its dashboard, it will continue to set itself apart from its
competitors. The dashboard platform gives potential customers a reason to choose Square over other POS
systems. This fully integrated feature has been a key driver of Square’s revenue growth and customer
retention.

Square for Retail will attract high revenue generating retailers to the platform.

This platform offers more in depth features and analysis than Square’s typical POS system. This platform costs
$60 a month with a 2.75% transaction fee for every purchase processed by Square. Square for Retail allows
business owners to track & adjust inventory, manage vendors, send purchase orders, generate financial
reports, etc. This gives Square’s larger customers a light enterprise resource planning system, without having
to spend significant capital. Of Square’s approximate 400,000 retail customers, we expect 20% (80,000
customers) will adopt this platform. This will result in a $57 million accretion to revenue (80,000 * $720 yearly
fee =$57.6M).
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Square is primarily part of two markets; Payment Processing and Point of Sale (POS) Systems. The payment
processing market is expected to grow 3.4% annually due to an increase in per capita disposable income,
consumer spending, and online services rendered. Per capita disposable income is expected to grow at 2.9%
during the period from 2016 to 2022 driven by continued job gains. Meanwhile, services rendered online are
expected to grow at 8.6% annually during the same period driven by rising internet data capacity. Square is
also positioned to benefit from increased demand of cloud-based business tools, such as Square’s Dashboard.

Payment Processing Industry

Firms in this market facilitate the processing of payments through their access to financial networks. These
Firms act as Third Party Processors (TPPs) between businesses and merchant banks, who collect money from
issuer banks. Through this process, TPPs ensure payments to businesses from merchant banks, and in turn
earn revenues from transaction fees. Industry revenue was $74.8 billion in 2016 and is expected to grow at
3.4% annually from 2016-2021. The industry is dominated by TPPs that provide processing services to a larger
range of businesses than merchant banks would be willing to.

Point of Sale Systems Industry

Companies in this industry provide POS systems comprised of hardware and software that facilitate consumer
payments. Industry revenue was $1.7 billion in 2016 and is expected to grow 9.5% annually from 2016-2021.
This growth will be driven by increasing demand for POS systems that provide relevant real-time data, and
integrate with the supply chain. Products that offer this integration include remote data backups and automated
reconciliation systems. The POS systems are turning into a Software as a Service platform due to the value
addition provided by cloud computing. This transition will provide industry players with steady recurring
revenues from the subsequent subscription revenue model. The POS systems market provides products and
services to three main industries; retail, hospitality and food services. The retail industry makes up 50% of the
market and has historically been quicker to adopt new technologies, which indicates there is growth potential
within the hospitality and food services industries.

Products and services segmentation (2016)

13.0%

Other POS software

32.1%

Merchant accounts

17.6%

Hospitality POS software
: 50.6%
Retail POS software
67.9%
Third-party processors
18.8%
Foodservice POS software
(Market Share b/t Third Party Processors & Banks) POS Market Segmentation
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(=) Square

P payPal

INTUIT

ssclover

Monthly Fee &
Processing Cost

Hardware Cost

Merchant Account
Required?

How quickly do you
get your money
back

Inventory Tracking

No Monthly Fee

2.75% per swipe and
3.5%+ 15cents per
manual entry

FREE Swipe Reader

$49 for Chip Card
(EMV) and NFC (like
Apple Pay) Reader

No

In 1-2 business days
into checking account

Immediately for a 1%
fee

Yes

Financial Comparison

No Monthly Fee

2.7% per swipe and
3.5% + 15¢ per
manual entry

FREE Swipe Reader

$149 for Chip Card
and NFC Reader
($100 rebate if you
process $3,000 or
more in first 3 months)

No

In 3-5 business days
into checking account

Immediately into
PayPal account

Yes

2 Plans

Plan 1: No monthly
fee. 2.4% + 25¢ per
swipe, 3.4% + 25¢ per
manual entry

Plan 2: $19.99 per
month fee. 1.6% +
25¢ per swipe, 3.2% +
25¢ per manual entry
FREE Swipe Reader
$30 for Chip Card

Reader (no NFC
functionality)

Yes

In 2-4 business days
into checking account

No

First station: $49/mo
additional stations:
$25/mo

Swiped: Varies from
2.5% + $0.20 to
1.89% + $0.20

Manually entered:
swipe fee + 1.1%

FREE Swipe Reader
$29 for Chip Card
Reader (no NFC

functionality)
$129 for NFC

Yes

In 2-4 business days
into checking account

Yes

Even the loss of Starbucks’ revenue, we expect Square’s annual revenue growth rate to decrease from 35% to
28%. Nevertheless, Square’s 28% expected annual growth rate is still greater than the 17% expected from
Paypal. Intuit's annual revenue growth is even lower, at an expected 8-9% due to the near-term impacts
related to a shift to cloud-based subscriptions from traditional software sales. Currently, PayPal trades at 4x
EV/EBITDA and Intuit at 7x. We believe Square’s revenue multiple will expand as profitability shines through.
In Q4, we saw Square was able to generate 16% EBIDTA margins. It is important to note that both PayPal and
Intuit are much larger companies than Square.
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Intense Competition

Competition will increase rapidly during the next 5 years. Square has built its brand by offering small and mid-
sized merchants an affordable and efficient payment processing system. Larger payment processing providers
have found this niche market hard to profitably serve. However, Square has created the product necessary to
generate a profit in this market, which is attracting larger competitors. For instance, PayPal, Intuit, and Capital
One have released similar products to steal market share from Square. Those larger competitors have the
resources to offer higher quality products at a lower price point.

In addition, Square will face fierce competition as it expands into new markets. To widen its reach and establish
a competitive moat, the company has expanded into the financing (SquareCapital), business analytics
(Dashboard), and food delivery (Caviar) businesses. Differently from what the payment processing business
has been in the past, those markets are brutally competitive.

We believe the risk of losing market share will be minimized as the firm offers new services to its existent client
base, creating a competitive moat. For instance, Square has successfully pushed its business analytics
software to its clients. This initiative increases switching costs as clients accumulate data into Square’s cloud
platform and creates the possibility of establishing long-term

contracts.
GPV MIX BY SELLER SIZE

9% 12% 14%

Shift towards larger firms

0
Annualized GPV

$125K-$500K

Annualized GPV

[
Square will suffer pricing pressure as revenues increasingly come m
from larger clients. In 2016,14% of revenues came from clients that 67%
generate over 500k in gross product volume, compared to only 2% 61% 58%
in 2012. This transition occurred because of Square’s ability to gain <$125K
new customers and help existing ones grow. These firms have more Annualized GPV
pricing power than their smaller counterparts and could demand
lower fees from Square.

2014 2015 2016
Q4 Q4 Q4

Customer Security

The company would be materially damaged if it loses, mishandles, or allows client information to be breached.
Square’s business analytics tools gather valuable information from clients and place it into a platform for which
the firm is responsible. In case of a security breach, the brand would lose credibility and the firm would be
unable to maintain its stock performance.

Mismanagement

Square could be negatively impacted by its CEO, Jack Dorsey, being unable to invest appropriate time into
managing the firm. Jack Dorsey holds the CEO position in two publicly traded firms; Square and Twitter. Both
companies operate in high-growth industries that are undergoing changes, and will likely require a large time
investment. If he proves unable to manage both companies simultaneously during this time of turbulence,
Square could either suffer from mismanagement or require a CEO replacement.
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Square posted strong fourth quarter results on Wednesday, February 22nd. The firm posted a loss per share of
$.04 compared to analysts’ expectations of $.09, and sales rose 20% to $452 million compared to analysts’
expectations of $450 million. In addition, Square posted EBITDA margin of 16%, highlighting the firm’s ability to
generate cash. The positive results were driven by growth in Square Capital and Caviar, as well as continued
adoption of Square’s payment processing services. SQ shares rose 8% after earnings were released,
reflecting not only better-than-expected results but also the announcement of a partnership with Apple. The
partnership will allow clients to transfer funds from Square Cash to their Apple Wallets, which extends the
functionality of the application.

TOTAL NET REVENUE NET INCOME (LOSS)
“11: +21% YoY T1F +$33M YoY
$452 Million ($15) Million
2015 2016
— B B @4 Q1 Q2 Q3 Q4
$374M ($15M)
(827M) ($32M)
($48M)
49% YoY 51% YoY 41% YoY 32% YoY 21% YoY
Growth Growth Growth Growth Growth
Q4 Q1 Q2 Q3 ($97M)

2015 2016
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We found Square’s price target by taking a weighted average of our EV/EBITDA & EV/Sales model. The
market is under appreciating Square’s sales multiple because the company will be capable of generating
significant cash in the future. As operating margins start to expand, we expect Square to trade closer to 4x
sales and the market to rely less on EV/EBITDA.

Weighted Average of EV/EBITDA & EV/Sales
2017 2018 2019 2020
EV/EBITDA Value 4,953,454 7,596,656 9,119,834 9,410,814
Weight 50% 50% 50% 50%
EV/Sales Value 9,298,279 11,828,756 14,511,298 17,072,985
Weight 50% 50% 50% 50%
Weighted Market Cap 7,125,867 9,712,706 11,815,566 13,241,899
Shares Outstanding 368,879 398,390 430,261 464,682
Equity Value per Share $19.32 | $24.38 | $27.46 | $28.50
EV/EBITDA Valuation
2017 2018 2019 2020
Total Revenues 2,186,190 2,803,053 3,438,801 4,023,380
Operating Income (EBIT) (83,349) 41,432 109,517 160,059
Stock-Based Compensation 163,767 183,420 205,430 230,082
Depreciation 45,294 54,353 65,223 78,268
EBITDA 125,712 279,204 380,170 468,408
EBITDA Margin 5.75% 9.96% 11.06% 11.64%
EV/EBITDA Multiple 35 25 22 18
Enterprise Value 4,399,935 6,980,112 8,363,740 8,431,350
Less Debt 400,000 400,000 400,000 400,000
Plus Cash 953,520 1,016,544 1,156,093 1,379,464
Market Cap 4,953,454 7,596,656 9,119,834 9,410,814
Shares Outstanding 368,879 398,390 430,261 464,682
Equity Value per Share | $13.43 | $19.07 | $21.20 | $20.25
EV/Sales Valuation
2017 2018 2019 2020
Total Revenues 2,186,190 2,803,053 3,438,801 4,023,380
EV/Sales Multiple 4 4 4 4
Enterprise Value 8,744,759 11,212,212 13,755,204 16,093,520
Less Debt 400,000 400,000 400,000 400,000
Plus Cash 953,520 1,016,544 1,156,093 1,379,464
Market Cap 9,298,279 11,828,756 14,511,298 17,072,985
Shares Outstanding 368,879 398,390 430,261 464,682
Equity Value per Share | $25.21 | $29.69 | $33.73 | $36.74
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