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Why I'm No Longer Interested
in Square After Seeing Its IPO
Filing
Hot payments startup Square is looking to go public, but it might not
stay hot for too long.
Evan Niu (TMFNewCow)
Oct 18, 2015 at 12:00PM

SQUARE'S INNOVATIVE CARD READER WAS THE FIRST, BUT IT WON'T BE THE LAST. IMAGE SOURCE: SQUARE.

As an avid tech watcher, I'm always intrigued by disruptive new technologies. As such,
I've been watching Square for years following its launch in 2009 and have long
passively entertained the idea of investing in Square should the chance ever arise. The
start-up just had such an innovative idea -- enable anyone to accept credit card

payments through the headphone jack of a smartphone -- that it came as no surprise
when armies of small local vendors began adopting the payments platform to process
payments. Oh, and the card reader is free? Sounds like a no-brainer.
But compelling technological stories don't always make for a strong investing thesis, or
vice versa. After perusing Square's fresh S-1 Registration Statement, I'm no longer
interested. Here's why.
A souring story
It didn't help when The Wall Street Journal reported in early 2014 that Square's losses
were widening and it was running out of cash, so Square was discussing possible deals
to sell itself to a larger company. Potential suitors were a who's who of Silicon Valley
tech giants.
Another bad sign was that after quickly jumping to a $5 billion valuation by January
2014, the company was valued at $6 billion later that year in another round of funding.
That change represented a fairly modest increase in the world of start-ups, and
suggests that Square was unable to secure more favorable funding terms with private
investors due to slowing growth.
Media narratives aside, Square's S-1 has shed newfound detail to the company's inner
workings.
Square's thin cut
Square's business model has always been to be an intermediary between payment
processors and sellers. This isn't news. But what is new are detailed financials
surrounding the business. Square charges a fairly standard 2.75% fixed fee for
transactions that it processes, or 3.5% plus 15 cents for manually entered transactions
(card-not-present transactions). It then turns around and promises prompt deposit into
the seller's bank account.
But behind the scenes, Square relies on its own Acquiring Processor that is an
intermediary to the card networks and issuing banks. Take a look at this chart within the
S-1 that lays out each step of the payment process.

SOURCE: SQUARE S-1.

So what's the spread between what Square collects and what Square has to pay out on
the back end to the processors, networks, and banks? The company pays "a small
fixed fee per transaction to the Acquiring Processor," assessment fees that are about 15
basis points of the transaction amount to the card network, and then an interchange fee
to the issuing bank that ranges between 1.5% to 2%. It also has a "very small fee" for
each ACH transfer when it credits the seller's bank account.
After everything is said and done, here's how to calculate Square's net spread over the
past few years.
Metric

2012

2013

2014

Gross payment
volume (GPV)

$6.5 billion

$14.8 billion

$23.8 billion

Transaction revenue $194 million

$433.7 million

$707.8 million

Transaction costs

$277.8 million

$450.9 million

$126.4 million

Square's cut

2.98%

2.93%

2.98%

Square's backend
costs (transaction
costs as % of GPV)

1.94%

1.87%

1.9%

Square's spread

1.04%

1.05%

1.08%

(transaction revenue
as % of GPV)

SOURCE: SQUARE S-1 AND AUTHOR'S CALCULATIONS.

So Square keeps about 1% and change of all payments processed. That's a pretty thin
cut that the company gets to keep for itself, and it's also before operating expenses
come into play.
Put another way, Square doesn't occupy a large portion of the payments value chain,
nor does it have much of a defensible position considering increased competition. It
would be encouraging if Square expanded its presence within the value chain, perhaps
by acquiring an Acquiring Processor (it's not as if it can acquire a card network or
issuing bank).
But that would make its business vastly more complicated, and the company isn't really
in a position to be funding major acquisitions right about now. And even then, the real
value in the payments chain would still be held by card networks and issuing banks.
Competition is coming
Speaking of increased competition and a narrow moat, larger rivals have been coming
directly after Square for quite some time. The two most prominent are PayPal
(NASDAQ:PYPL) and Intuit (NASDAQ:INTU).

PAYPAL HERE IS HERE TO STAY. IMAGE SOURCE: PAYPAL.

Both companies launched card readers (PayPal Here and Intuit GoPayment,
respectively) way back in 2012 that exactly replicate Square's value proposition to local
merchants. PayPal and Intuit are much larger and far better funded than Square,
especially in light of Square's cash burn (operating cash flow was negative $109.4
million in 2014).
And now that PayPal is a separate entity, the company can truly focus on taking down
the competition. For reference, PayPal processed $67.5 billion in payments volume last
quarter alone. On top of that, PayPal has a significant international presence (over 190
countries and over 20 currencies), while Square only accepts payments in the U.S.,
Canada, and Japan.
Square has also been moving upmarket in terms of sellers and cross-sell opportunities.
The company now tries to sell merchants on various value-added services and financial
software applications that they can use to better run their businesses. But that also just
so happens to be Intuit's realm of expertise.

INTUIT HAS A MUCH BETTER VALUE PROPOSITION IN TERMS OF FINANCIAL AND ACCOUNTING SOFTWARE. IMAGE
SOURCE: INTUIT.

Since the beginning of time, Intuit has been the market leader for financial and
accounting software and value-added services. In a way, Square is trying to become
Intuit before Intuit can become Square. Except the problem with that equation is that
Intuit is at a distinct asymmetrical advantage. It's much easier to replicate a small
hardware dongle than it is to replicate complex financial software. In the long-term, the
odds are in Intuit's favor.
The upside is limited
Square has made a name for itself among small and local businesses and merchants.
But this market segment is a relative niche in the broader payments industry, and it's
unclear whether or not Square can successfully move upmarket. Larger companies will
build and implement their own payments infrastructure without needing Square. Square
is not catered to large enterprises, and has exhibited diﬃculty in scaling to those
volumes. Just look at its disastrous deal with Starbucks.
In the S-1, Square notes that "the transition to card payments is occurring rapidly,"
which is about as obvious as the clear blue sky's hue. Citing a Nilson Report, 30% of
domestic purchases in 2013 were made with a paper check. Square also says that over
half of private sector output is generated by local businesses. These statistics are not
questionable, but what is questionable is Square's ability to address these needs better
than the competition, especially considering its handicap when it comes to larger

businesses.
At the same time, no one is doubting the impressive growth rates that Square has put
up over the past few years. GPV and transaction revenue have been jumping at a
healthy clip, but it's the longer-term picture that concerns me. Can Square sustain these
types of growth rates in the 5 or 10 years to come?
Always have an exit strategy
The growth in Square's private valuations in 2014 were fairly modest, which also
suggests that it's become increasingly tenuous for the private market to buy what
Square is selling. Otherwise, Square wouldn't have much trouble raising funds at higher
and higher valuations. As of last quarter, Square had $198 million in cash and
equivalents on the balance sheet, which comes after raising $150 million in fresh capital
(at a $6 billion valuation) almost exactly a year ago.
But considering Square's cash burn, the company knows that it will need to keep
raising cash, and if the private markets are drying up, it might as well go public. As a
public investor, therein lies the rub. While IPOs are often a chance for public investors to
get in on the ground floor of something great, they are also sometimes an exit strategy
for early backers and venture capitalists. I suspect that Square is the latter.
Of course, all VCs hope to take start-ups public as a pay day, but it depends on how
viable the company is going forward that should really matter to public investors. I don't
know about you, but I don't like being someone else's exit strategy.
The next billion-dollar iSecret
The world's biggest tech company forgot to show you something at its recent event, but
a few Wall Street analysts and the Fool didn't miss a beat: There's a small company
that's powering their brand-new gadgets and the coming revolution in technology. And
we think its stock price has nearly unlimited room to run for early-in-the-know investors!
To be one of them, just click here.
Evan Niu, CFA owns shares of Starbucks. The Motley Fool owns shares of and recommends Intuit,
PayPal Holdings, and Starbucks. Try any of our Foolish newsletter services free for 30 days. We Fools
may not all hold the same opinions, but we all believe that considering a diverse range of insights makes
us better investors. The Motley Fool has a disclosure policy.

Forget the iPhone 6. Next Apple Sensation
Leaked

Forget the iPhone and the Apple Watch. Another revolutionary Apple technology is
booming. According to Gartner Research, the market for this technology will soon be
worth a whopping $721 billion!
But you won't hear about this game-changer in front page headlines. Peeking under the
hood reveals a more intriguing story about a little-known company that has cornered the
market for the technology hidden in Apple's devices. Simply click here to learn its name.
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