Gimme Shelter
?Oh, a storm is threat'ning my very life today
If I don't get some shelter oh yeah I'm gonna fade away? ? Rolling Stones
The graph below plots 15 years? worth of quarterly earnings per share for a large, well known
publicly traded company. Within the graph?s time horizon is the 2008 financial crisis and recession.
Can you spot where it occurred? Hint- it is not the big dip on the right side of the graph or the
outsized increase in the middle.

The purpose of asking the question is to point out that this company has very steady earnings
growth with few instances of marked variation. The recession of 2008 had no discernable effect on
their earnings. It is not a stretch to say the company?s earnings are recession-proof.
The company was formed in 1886 and is the parent of an iconic name brand known around the
world. The company has matured into a very predictable company, as defined by steady earnings
growth.
Fundamentally, this company has all the trappings of a safe and conservative investment the likes
of which are frequently classified as defensive value stocks. These kinds of companies traditionally
provide a degree of safety to investors during market drawdowns. Today, however, this company
and many other ?shelter stocks? are trading at valuations that suggest otherwise.

What is Value?

Determining the intrinsic value for an investment is a crucial baseline metric that investors must
calculate if they want to properly determine whether the share price of a company is rich, cheap, or
fair.
Investors use a myriad of computations, forecasts, and assumptions to calculate intrinsic value. As
such, the intrinsic value for a company can vary widely based on numerous factors.
We broadly define intrinsic value as the price that a rational investor would pay for the discounted
cash flows, after expenses, of a company. More simply, what is the future stream of net income
worth to you? As value investors, we prefer to invest in companies where the market value is below
the intrinsic value. Doing so provides a margin of safety.
Jim Rogers, the former partner of George Soros, put it this way: ?If you buy value, you won?t lose
much even if you?re wrong.?

Calculating the intrinsic value with a high level of confidence is difficult, if not impossible, for some
companies. For instance, many smaller biotech companies are formed to find a cure or treatment
for one or two medical ailments. These firms typically lose money and burn through funding during
the research and development (R&D) stage. If they successfully find a treatment or cure and
financially survive the long FDA approval process, the shareholders are likely to receive hefty
returns. The outcome may also be positive if they have a promising medication and a suitor with
deep pockets buys the company. Because the outcome is uncertain, many biotech companies fail
to maintain enough funding through the R&D stage.
Calculating an intrinsic value for a small biotech company can be like trying to estimate what you
may win or lose at a roulette table. The number of potential outcomes is immense and highly
dependent on your assumptions.
At the other end of the spectrum, there are mature companies with very predictable cash flows,
making intrinsic value calculations somewhat simple, as we will show.

Coca-Cola
Coca Cola (KO) is the company we referenced in the opening section. KO is one of the most wellknown companies in the world, with an array of products sold in almost every country. KO is
mature in its lifecycle with very dependable sales and earnings growth. The question we raise in
this analysis is not whether or not KO is a good company, but whether or not its stock is worth
buying. To answer this question, we will determine its intrinsic value and compare it to the current
value of the company.
The textbook way to calculate intrinsic value is to discount the future cash flows of the company.
The calculation entails projecting net income for the next 30 years, discounting those annual
income figures at an appropriate rate, and summing up the discounted cash flows. The answer is
the present value of the total earnings stream based on an assumed earnings growth rate.
In our intrinsic value model for KO, we assumed an earnings growth rate of 4.5%, derived from its
20 year annualized earnings growth rate of 5.4% and it's more recent ten year annualized growth
rate of 2.9%. Recent trends argue that using 5.4% is aggressive. We used a discounting factor of
7% representing the historical return on equities. The model discounted 30 years of estimated

future earnings.
The model, with the assumptions above, yields an intrinsic value of $157 billion. The current
market cap, or value, of KO is $235 billion, meaning the stock is about 51% overvalued. Even
if we assume the longer-term 20-year growth rate (5.4%), the stock is still 35% overvalued.
To confirm the analysis and illustrate it in a different format, we calculated what the stock price
would be on a rolling basis had it grown in line with the prior rate of ten years of earnings growth.
As shown in the graph and table below, the market value is currently 55% above the model?s
valuation for KO. The green and red areas highlight how much the stock was overvalued and
undervalued.

To check our analysis, we enlisted our friend David Robertson from Arete Asset Management and
asked him what intrinsic value his cash flow based model assigned to KO. The following is from
David:
In looking at the valuation of KO, I see a couple of familiar patterns. The most obvious one is that
the warranted value, based on a long-term model that discounts expected cash flows, is
substantially below the current market value. Specifically, the warranted value per share is
about $21, and nowhere near the mid-50s current market price. The biggest reason for this is
that the discounted value of future investments has declined the last few years substantially due to
lower economic returns and lower sustainable growth rates. In other words, as the company's
ability to generate future returns has diminished, its stock price has completely failed to capture the
change.
The chart below from David compares his model?s current and future intrinsic value (Arete target)
with the annual high, low, and closing price for KO. David?s graph is very similar to what we
highlighted above; KO has been trading at a steep premium to its intrinsic value for the last few
years.

Lastly, we share a few more facts about KO?s valuations.
Revenues (sales) have been in decline since 2012
Price to Sales (6.99) is at a 20 year high and three times greater than the faster growing S&P
500
Price to Earnings (25.83 ?trailing 12 mos.) is at a 17 year high
Price to Book (11.24) is at an 18 year high
Enterprise Value to EBITDA is at an eight-year high
Capital Expenditures are at a 15 year low and have declined rapidly over the last eight years
Book Value is at a ten year low
Debt has tripled over the last ten years while revenues and earnings have grown at about 1520% over the same period

When Value Becomes Growth
In 2018 we wrote a six-part RIA Pro series called Value Your Wealth. Part of the series was
devoted to the current divergence between value and growth stocks and the potential for outsized
returns for value investors when the market reverts to the mean. In the article, we explored mutual
funds and S&P sectors to show how value can be defined, but also how the title ?value? is being
mischaracterized.
One of the key takeaway from the series is that finding value is not always as easy as buying an
ETF or fund with the word ?value? in it. Nor, as we show with KO, can you rely on traditional
individual stock mainstays to provide true value. Today?s value hunters must work harder than in
years past.

Based on our model, KO traded below the model's intrinsic value from 2003 through 2013 and
likely in the years prior. As noted, its average discount to intrinsic value during this period was 41%.
Since 2014 KO has traded well above its intrinsic value.
In 2014 passive investing strategies started to gain popularity. As this occurred, many companies'
share prices rose faster than their earnings growth. These stocks became connected to popular
indexes and disconnected from their fundamentals. The larger the company and the more indexes

they are in, the more that the wave of passive investing helped the share price. KO meets all of
those qualifications. As the old saying goes, if you buy enough of them, the price will go up.

Summary
Buying ?Value? is not as easy as buying shares in well-known companies with great brand names,
proven track records, and relative earnings stability. As we exemplified with KO, great companies
do not necessarily make great investments.
The bull market starting in 2009 is unique in many aspects. One facet that we have written
extensively on is how so many companies have become overpriced due to indiscriminate buying
from passive investment strategies. This has big implications for the next equity market drawdown
as companies like KO may go down every bit as much or even more than the broader market.
Be careful where you seek shelter in managing your portfolio of stocks; it may not be the safe
bunker that you think it is.
In a follow-up article for RIA Pro, we will present similar analysis and expose more ?value?
companies.

