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Analyst’s Introduction 

 The advent of technology and computing power, which has been brought to the 

forefront of consumer and market attention since the turn of the century, has led to the 

rapid expansion of the technology sector within equity markets. This sector has proven a 

key driver in the creation of personal wealth for many young entrepreneurs. Along with the 

wealth generated for the creators of these enterprises, institutional and individual 

participants within the equity markets have been given the ability to share in these profits 

with the creators of these rapidly evolving companies. Despite the fairy tale success of 

many companies such as Apple, Microsoft, and Google, the technology sector has certainly 

proven that it is not immune to the devastating effects which market folly can have on an 

economy. The prime example of this is the 2001 crash of the “dot com bubble” which led to 

one of the largest recessions in United States history. Although I leave the details of this 

crash to economic historians better suited to expound upon the unsound business practices 

which swept rampantly through the equity markets, I do not withhold that this freak 

instance in stock market history has had a profound effect on my investment decisions. 

Before continuing on with this report, the reader should be fully aware of my personal 

investing morals and views which will compose the bulk of this research. My personal 

evaluation of corporations and their stock is largely derived from the value investing 

principles laid out by Benjamin Graham and his well-known student Warren Buffet. In 

keeping with the majority of their value investing traditions, my research will reflect many 

of the major morals which have guided Buffet, as revealed by his annual letters to 

Berkshire Hathaway shareholders. In fact, I can describe my investing approach and 

evaluation of companies trading on the equity markets in one phrase. I seek to buy 

businesses with the following characteristics: the business is time-tested and has bright 

prospects, has high rates of return on equity, and has an easy to understand business 

model. With that said it is fairly easy to foresee what my final recommendation will be 

regarding Facebook’s shares. Therefore, I apologize if you will be easily insulted by my 

negative opinion of Facebook and its shares and I recommend that you read no further. I 

doubt that I will change your mind anyway. If you are not easily offended by my views of 

your stock selection and understand that my personal opinions are just that—personal—I 

encourage you to use this report to better understand Facebook and its business model. 

While this research does not constitute direct investment advice, I do hope that my method 

of evaluation and the principles which I utilize can, in the long run, help make your 

investments successful.  



 

Facebook and its Business Model 

 Facebook’s meteoric rise has been nothing short of incredible since the company’s 

inception in a Harvard dorm room. Fueled by the strong leadership and tenacity of CEO and 

founder Mark Zuckerberg, Facebook has risen to boast nearly 1 billion active members. In 

order to monetize this massive user base, Facebook has relied on advertising to provide 

profits to its private investors and owners. The Facebook model utilizes content-targeted 

advertisements placed directly on the user’s display page. Taking advantage of user’s 

personal data, Facebook can specifically target ads to its desired audience and provide 

more relevant and useful ad experiences to its users. The company’s highly publicized 

initial public offering on May 18th, 2012 brought a new wave of scrutiny to the company’s 

business model and revenue generating abilities. Primary among these concerns was the 

actual effectiveness of Facebook ads in converting viewers into paying customers. This 

worry was largely edified by General Motor’s dropping of Facebook as one of their primary 

ad platforms. GM stated that this was largely due to their disbelief in the advertising’s 

actual effectiveness. Facebook’s reliance on display ads, which many say only annoy the 

site’s users and provide no real benefit to advertisers, starkly differ from Google’s 

successful advertising model which is search generated, provided ads specific to what 

consumers are already searching for on the site. This weakness, as many claim, is a key 

impediment to the future profitability of Facebook. The overall opinion of their business 

model is not helped by the dynamic nature of their market. The recent shift in user 

preference to mobile devices has also provided a major hurdle for the Facebook advertising 

model to overcome: although it accomplished it splendidly. Despite the technical evidence 

recently provided which supposedly proves mathematically the effectiveness of Facebook, 

I’m still not a firm believer in the Facebook story. My disbelief largely stems from the site’s 

primary purpose—providing users an online outlet to connect with their friends and 

personal acquaintances. Despite the massive amount of data which Facebook can collect 

from its users, undoubtedly useful for advertising purposes, advertisements on Facebook 

do nothing but annoy its users and prevent them from accomplishing their main goal while 

visiting the site. As opposed to Google, where users are provided advertisements on a 

unique search basis, Facebook’s users are not searching for a particular product or service 

while on the site; they are merely trying to connect with their friends and strengthen 

virtual relationships.  

Competitive Landscape 

 A major piece of my analytical process is an evaluation of the competitive landscape 

which a company faces. Ideally, I seek to buy businesses which have a large competitive 

advantage over the potential competitors within their market. This advantage is often 

acquired with a unique combination of intangible assets and brand equity which cannot 

easily be reproduced or purchased by would-be competitors. In my opinion, even the most 



 

inexperienced analyst could determine whether or not Facebook commands a strong 

competitive advantage over its competition. The answer is a resounding “no.” Facebook is 

situated in a market firmly controlled by the ever changing tastes and preferences of a 

tech-obsessed culture that lunges at any opportunity to explore the next great social media 

platform. This is clearly evident by the industries tepid history of short-lived companies. 

MySpace neutralized once prominent Friendster and was able to steal almost all of their 

users in a relatively short amount of time. The advent of Facebook had the same effect on 

MySpace, whose users were forced to convert to the new social platform or face ostracism 

from culture. While Facebook has been able to maintain a strong position and increase its 

user base at an exponential rate, it is already evident that the company is not immune to 

the standard pitfalls of its volatile market. On to Twitter, the fascination of talkative 

teenagers the world over who addictively share every waking detail of their lives with the 

general public.  This fairly new site, whose rise in popularity has practically matched 

Facebook’s, poses a large problem for the leadership of Facebook to overcome. Combining 

this competition with the foreseeably endless competition which future tech prodigies are 

likely to create in order to steal Facebook’s market share leads me to believe that the 

company really enjoys no competitive advantages at all. This barrier will not be easily 

overcome unless one believes that Facebook will be able to generate enough cash to 

acquire every company which poses a serious threat to their business model—often an 

impossible task. This lack of a competitive advantage, or what Buffet describes as a firm 

“moat” around the business, is one of my largest problems with Facebook and the major 

compass guiding my non-purchasing attitude. If I am unable to project the landscape of the 

business in the next year, I certainly would not consider owning any of the business as a 

long term investment. 

Facebook’s Operating Statistics  

 At the core of any good analysis is a strong quantitative base justifying the purchase 

or sale of a security. The statistical showing of Facebook since its IPO sadly does not sing 

for a positive outlook on the company. It does, instead, merely compound the negative 

factors illustrated by the qualitative analysis of Facebook and its business model. Largely 

reflecting the nature of the business, the key statistical information of Facebook primarily 

show what a bad business Facebook really is. It is from this point that I now dive into the 

individual characteristics of Facebook’s quantitative showing to explain why it is not 

investment quality business. 

 Price/Earnings Ratio: Facebook, trading currently at $27.40 per share boasts a price 

to earnings ratio of nearly 1827. That means that the price of the company’s stock is nearly 

1827 times the earnings per share. This number is derived from the net income of the 

company divided by the shares outstanding. This means that while Facebook made only 

$32,000,000 in net profits from 2012, the company is being valued in the marketplace at 



 

over $65 billion. When considering that earnings in 2011 were nearly $668 million, 

representing a year over year earnings decrease of nearly 78%, it certainly proves that the 

market is extremely inefficient at pricing companies in the short run. 

 

 

  

Cash Position: One positive feature of Facebook’s operating statistics is its net cash 

position. While the company has $2.36 billion in total debt, it also boasts nearly $9.63 

million in cash and cash equivalents. This net cash position is certainly exceptional for my 

preferences and does give one positive showing for Facebook’s stock.1 Facebook’s free cash 

flow2 has had a less than impressive showing, mirroring the last year of Facebook’s 

horrible earnings miss. In general, the best companies to own are able to increase both 

earnings and free cash flow every year. This allows the company to consistently invest in 

new growth opportunities. Sadly, Facebook has not done either of these.  

 Return on Equity: Return on equity (return on capital invested) is, in my opinion, 

the most important operating statistic about a corporation. Companies with high rates of 

return on equity are arithmetically worth more than companies with very low rates of 

return on equity. Particularly, a company with very high rates of return on equity and one 

hundred percent retention of earnings will be worth dramatically more than a company 

                                                           
1
 Companies with high levels of long term debt are often very sensitive to any change in EBITDA. A company’s stock 

whose EBITDA falls by 10% one quarter and has very high levels of total debt will almost always fall much harder 
than a company with the same 10% decline in EBITDA but low levels of total debt. A key point to remember is debt 
greatly increases risk and distorts return on equity which is why it is best to seek companies with no debt or 
companies with net cash positions.  
2
 Total Cash Flow From Operating Activities less Capital Expenditures 
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with high rates of return on equity which pays out all of its earnings as a dividend. 

Therefore, in order to maximize shareholder value, companies with high rates of return on 

equity should retain most, if not all of their earnings, in order to maximize shareholder 

value by the compounding of their earnings at these high rates. Alternatively, companies 

with low rates of return on equity, in order to preserve shareholder value, ought to pay out 

all of their earnings as a dividend. Facebook’s ridiculous display of return on equity is the 

major proof of the poor nature of its business. While Facebook commands a massive 

market capitalization, it is only returning .64% on the capital invested by shareholders in 

the business. At that figure, an investor would be better off investing his money in treasury 

bonds which would give about the same yield but provide much less risk. Common for 

growth companies, Facebook chooses to retain all of the earnings of its business and pay no 

dividend. This, in combination with the extremely low rate of return on equity, destroys 

shareholder value.  If an investor were to purchase a certain stock on a P/E ratio of 10, in 

the long run, if the investor sells the business on the same price to earnings ratio, his return 

will equal the internal rate of return on equity of the business. If this is the case, it is easy to 

see that investing in Facebook, especially at these levels, is extremely foolish and risky 

when one can receive the same return in riskless instruments.  

Despite the hundreds of quantitative evaluation techniques employed by financial 

analysts in determining the quality of a business, it is my belief that an investor need go no 

with a company with such a bad showing of return on equity and earnings growth. This 

company promises neither safety of principle nor a satisfactory return as Graham so wisely 

stipulated. The only assurance which one can get from a long term investment in Facebook 

is a destruction of their shareholder value and a likely capital loss.  

Corporate Valuation, Investment Recommendation, and Final Comments 

 At this point in the analysis of Facebook we run into a major roadblock. The model 

which I most frequently employ in order to find a fair value for a company is primarily 

derived using the company’s expected return on equity discounted to a present value. 

While this model has proven very effective and reliable at finding undervalued companies 

in the past, it is virtually useless with companies returning ridiculously low rates of return 

on the capital invested in the business. It is for this reason why I cannot give an exact fair 

value of Facebook’s common shares. I can come up with a fairly relevant estimate of what 

the shares should be valued in this market, though. Personal research has revealed that a 

fair price to earnings ratio in this market is around 19.5 times earnings. If this is the case, 

the fair value of Facebook shares should be around 39 cents per share.  This is starkly 

different than the $27 share price which Facebook currently trades on. Based upon this 

evaluation, combined with the meager quantitative and qualitative showings of the 

company, I can confidently recommend a SELL of Facebook’s common shares if you own 

them. If you do not own them I would strongly recommend that you do not consider buying 



 

them unless they can be bought at a steep discount to their intrinsic value. While the price 

may move positively in the short term, my belief that the market is a weighing machine in 

the long term should eventually reflect that Facebook is a horrible investment which will 

likely destroy its value and your wealth in the long run.   

 

Facebook’s stock chart from IPO to April 16, 2013. Provided by stockcharts.com 


