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Thesis

Facebook (NASDAQ:FB) remains the dominant global social network with a

rather ambiguous future. On the one hand, the company is fundamentally

undervalued. On the other hand, signs of reaching the quantitative growth limit

and specific risks are forcing investors to be wary of Facebook.

Accelerating or slowing down?

In my opinion, the key characteristic of a company is its growth dynamics. I

draw your attention, not the growth itself, but its dynamics. In other words, it

is critically important whether the company is accelerating or slowing down.

Starting to discuss this topic, in a broad context, it is worth noting that,

Facebook and Instagram remain one of the most popular online platforms

among US adults:

Source: pewresearch.org

Moreover, those who are now 18 years old are interested in Facebook no less

than those who are now 50 years old:

Source: pewresearch.org

Probably, the world statistics are not very different from this one.

The growth of any company can always be divided into quantitative and

qualitative. In the case of Facebook, quantitative growth lies in the growth of

its active audience. Quality growth is reflected by monetization. And here we

can highlight certain trends.

The coronavirus pandemic has given new impetus to the growth of the social

network audience in the United States and Canada. At the same time, the

result of the last quarter turned out to be clearly below its trend. It seems that

the dynamics of the indicator is gradually returning to the previous logarithmic

trend:

Source: VisualizedAnalytics.com

But the average ad revenue per user continues to grow exponentially:

Source: VisualizedAnalytics.com

As a result, the total revenue in this segment continues to grow exponentially,

and the result of the last quarter turned out to be better than the trend:

Source: VisualizedAnalytics.com

In Europe, we see approximately the same picture. Active audience growth

returns to the pre-coronavirus trend:

Source: VisualizedAnalytics.com

But ad revenue per user continues to grow exponentially:

Source: VisualizedAnalytics.com

As a result, the segment's total ad revenue continues to accelerate:

Source: VisualizedAnalytics.com

The "Asia-Pacific" segment is still an exception. Here, audience growth

continues in accordance with the current, linear trend:

Source: VisualizedAnalytics.com

Ad revenue per user is also following its trend:

Source: VisualizedAnalytics.com

And the total ad revenue is accelerating:

Source: VisualizedAnalytics.com

Returning to the concept of quantitative and qualitative growth, it should be
recognized that the growth rate of Facebook's audience is slowing down, but
this is more than offset by the growth of monetization. This is a separate
topic to discuss where the limit to the growth of monetization is. But at this
stage it has definitely not been achieved.

Market cap vs financial results

Let’s look at Facebook assuming that its capitalization is a function in which

the independent variable is the company’s revenue. Despite this simplification,

we will get a fairly high-quality (R2=0.91) linear model. According to this

model, the company's market price is now fairly balanced and, based on

average analyst expectations, will continue to rise in the coming quarters:

Source: VisualizedAnalytics.com

The model based on EPS as the independent variable also indicates a

balanced state and the presence of the growth potential:

Source: VisualizedAnalytics.com

In the case of Free Cash Flow, the result is the same:

Source: VisualizedAnalytics.com

The growth rate of Facebook's audience is slowing down, but this is more
than offset by the growth of monetization.

In terms of its current financial results, the company's price looks quite
balanced, and the potential for further growth is clearly present.

In the context of the current growth rate of key financial indicators,
Facebook deserves higher multiples.

The DCF-based target price of Facebook is offering ~100% upside.

Regulatory risk will continue to grow. The Chinese government's attempts
to tighten control over tech companies is a concentrated global trend.
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Source: VisualizedAnalytics.com

In terms of its current financial results, the company's price looks quite
balanced and the potential for further growth is clearly present.

Multiples vs growth

As a rule, there is a direct relationship between the rate of growth of the

company's financial indicators and the level of its multiples. This is due to the

fact that during periods when the company is growing faster, investors are

willing to pay higher multiples. And vice versa.

Having considered the relationship between Facebook’s revenue growth rate

and its P / S multiple, it should also be recognized that the current ratio of the

multiple is in the “cheap” zone. If we take the analysts’ average expectations

as a basis, within the bounds of this model Facebook's balanced price per

share in Q4 2021 will be around $530:

Source: VisualizedAnalytics.com

The same conclusion is true of the EV / EBITDA multiple:

Source: VisualizedAnalytics.com

and the EV / OpFCF multiple:

Source: VisualizedAnalytics.com

It can be concluded that in the context of the current growth rate of key
financial indicators, Facebook deserves higher multiples.

Comparative valuation

I compared Facebook with a broad sample of US tech companies using

various multiples. I used forward, historical and adjusted multiples. All models
showed that the company is balanced or undervalued.

The forward P/S (next FY) to Growth multiple:

Source: VisualizedAnalytics.com

The forward P/S (next FY) multiple:

Source: VisualizedAnalytics.com

The forward EV / FCF multiple:

Source: VisualizedAnalytics.com

Discounted cash flow valuation

When predicting Facebook's revenue for the next ten years, I proceeded from

the average expectations of analysts. According to consensus forecasts, in

the next decade, the company's annual revenue will exceed $330 billion,

demonstrating a CAGR of 14.6%:

Source: Seeking Alpha Pro

Facebook's operating margin has hovered around 40% over the past seven

years. But the model is based on the assumption that the operating margin

over the next 10 years will gradually decline to 36% in the terminal year. This is

a standard approach based on the likely increase in competition.

Data by YCharts

Here is the calculation of the Weighted Average Cost of Capital:

Source: Author

Some explanations:

When building the model, I used the following key assumptions:

Here's the model itself:

(high resolution)

Source: Author

The DCF-based target price of Facebook's shares is $742, offering ~100%
upside. Comments are superfluous.

Technical picture

The entire history of Facebook’s stock price growth is well-described by the

exponential trend which appears as a straight line on the graph with a

logarithmic y-axis:

Source: VisualizedAnalytics.com

Since mid-2020, Facebook's actual stock price has been fluctuating along

this trend. It means, that the company's capitalization is growing in full
accordance with its natural, long-term trend.

Risks

In my opinion, investing in Facebook is associated with three key risks: (1)

reaching the growth limit, (2) regulatory risk and (3) market risk.

In the very beginning, I already wrote about achieving the natural limit for the

quantitative and qualitative growth of the company. I can only summarize once

again that so far there are only signs of a quantitative slowdown in the

company's growth, which is compensated by the acceleration of qualitative

growth. Let's see what the next quarter shows.

Regulatory risk will continue to grow. The Chinese government's attempts to

tighten control over tech companies is a concentrated global trend. This whole

Cambridge Analytica story will serve as a reminder to governments of all

countries of the power of data. So, state control will definitely strengthen and
most likely this will negatively affect the company's growth.

In the context of market risk, I want to note that now the entire US stock

market has reached extreme points in many respects. First of all, this concerns

the relative size of the market - the Wilshire 5000 index is now twice the US

GDP:

Source: VisualizedAnalytics.com

Second, real estate prices are growing suspiciously fast in the United States. It

seems that investors no longer expect high returns from the stock market and

therefore are switching to the real estate market:

Source: fred.stlouisfed.org

And all this is complicated by the fact that most likely monetary policy in the

United States will soon begin to tighten.

Bottom line

In order to calculate the market rate of return, I used values of equity risk

premium (4.72%) and the current yield of UST10 as a risk-free rate (1.33%).

•

I used the current value of the three-year beta coefficient. For the terminal

year, I used Beta equal to 1.

•

To calculate the Cost of Debt, I used the interest expense for 2019 and

2020 divided by the debt value for the same years.

•

The relative size of CAPEX will be at the average of the previous five years

(14%).

•

The average tax rate will amount to 26%.•
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Bottom line

I tried to analyze Facebook as versatile as possible, and did not come to the

conclusion that the company is overvalued or shows signs of a steady

slowdown. DCF's upside potential of 100% deserves special attention.

Therefore, in my opinion, the balance between risks and the potential return at

the moment allows the company's capitalization to continue to grow.

This article was written by

Oleh Kombaiev
12.96K Followers

Commodities and tech stocks. Deep Value.

Disclosure: I/we have no stock, option or similar derivative position in any of the
companies mentioned, and no plans to initiate any such positions within the next 72
hours. I wrote this article myself, and it expresses my own opinions. I am not receiving
compensation for it (other than from Seeking Alpha). I have no business relationship
with any company whose stock is mentioned in this article.
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