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Research Report



The Coca-Cola Company Ltd. Consumer Staples Sector Head: Donald Gillies Anlayst: Full Team 3/10/12



Exchange: NYSE (New York Stock Exchange) Ticker: KO (NYSE) Market Capitalisation: $172.6 billion USD Price: $38.34 USD P/E: 19.56x Dividend Yield: 2.67%



Recommendation: BUY
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2 Company Description



The Coca-Cola Company is the world’s largest non-alcoholic beverage company. It markets over 500 brands in more than 200 countries around the world. Its product range includes sparkling beverages, juices, waters and enhanced waters, tea and coffee, as well as energy and sports drinks. The most important markets for CocaCola are Latin America, which accounts for about 29% of all unit cases1 sold, and the U.S. which accounts for 22%. (Total Unit Case Volume 2011 = 26.7 billion). Coca-Cola competes with companies such as PepsiCo, Kraft Foods, Danone, Nestle, Dr. Pepper Snapple Group, among others. The company set itself the goal to double its revenue and profits by 2020 whilst at the same time increasing its margins. It calls this goal its 2020 vision. The shareholder base of Coca-Cola is no cause for concern. The biggest shareholder, Berkshire Hathaway, holds 8.9% of all outstanding shares, followed by BlackRock, Inc. with 4.95% and Vanguard Group, Inc. with 4.53%.
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Basic Fundamental Financial Analysis Following on from the above introduction it is sensible for us to consider the path revenues have taken for KO over the most recent decades. What is first important to note is that after a slight 2.99% decline in revenues in 2009 Coca-Cola redefined it’s growth strategy and announced to the world it’s commitment to doubling of revenues and profits by 2020 (2020 Vision). This statement of intent saw revenues grow by 13.32% in 2010 and then by an incredible 32.53% in 2011. So what drove this growth? Well if we look at the segmental breakdown of revenues by geography we can see that although all regions have enjoyed growth in revenues over the previous two years this explosion in revenue growth has predominately been driven by revenue growth in North America: 35.47% and 83.59% in 2010 and 2011 respectively. These figures can most likely be explained by the Acquisition of the North American Business detailed in the 10-k:



1



Unit Case: Unit of measure equal to 192 U.S. fluid ounces of finished beverage (24 eight-ounce servings).



http://www.thecoca-colacompany.com/investors/annualandotherreports/2004/pdf/koar_04_summary.pdf ; page 40
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Over the longer term we can see that Coca-Cola has achieved consistent and impressive growth in revenues: with CAGRs of 10.1%, 20.3% and 13.4% over 9, 5 and 3 year periods respectively. These figures are undoubtedly boosted by the recent acquisition but nonetheless confirm an enviable upward trend over a long period of time. Most importantly this growth in revenue appears to have translated into growth in operating income and net profit (Operating income CAGRs: 9-Year = 7.9%, 5-Year = 8.5% and 3-Year = 7.4% __ Net profit CAGRs: 9 Year = 12.2%, 5-Year = 11.03% and 3 Year = 13.9%). One quick observation to make is that there was a significant increase in net profit (73.05%) in 2010 that was not in line with the general performance of the business up-to that point or since. If we look in more detail then it becomes clear that Coca-Cola benefited in this year from a Gain on the Sale of Investment of approximately $4.5 billion USD (they appear to have off-loaded Norwegian and Swedish operations as well as recognized a gain in fair value after revaluation of equity holding in the acquisition of the North American business). One further comment is that there doesn’t appear to be any degree of leverage between growth in operating income and the growth rate of revenue meaning that it is likely the business has experienced some downward pressure on margins over the period of analysis. Indeed when we look at the margin structure over the period we can see that there has been a slight degree of deterioration. Gross margin has fallen from 63.7% in 2002 to 60.3% in 2011: certainly nothing to worry about but something to take note of. What is fairly impressive is that although there have been similar declines in EBITDA margins (suggesting slight increases in operational costs to the business) the net profit margin has actually increased over the period of analysis from 15.6% to 18.3%. This suggests sound management of the business, an ability to operate profitably in changing market conditions and to manage non-operational costs and opportunities (such as the taxation system and any unusual items). What is interesting to note is that Coca-Cola’s debt profile appears to have changed most recently with the Total Debt/Equity ratio growing from 45.4% in 2002 to 89.5% at the end of 2011. In 2010 long-term debt on the balance sheet exploded from $5bn USD to approx. $14bn USD (it appears that this increase was due to the fact that Coca-Cola brought the debt from Coca-Cola Enterprises on to their balance sheet after the acquisition).



Short-term borrowings have grown from $2.5 billion to $12.9 billion. So should we be concerned by Coca-Cola’s decision to take on this debt? The short answer appears to be no. The interest expense listed in Coca-Cola’s financial statements is well covered by cash from operations. In 2002 cash from operations covered interest expense 23.8x before falling to a low of 13x covered after the acquisition in 2010 and was back to 22.7x covered by the end of 2011. This measure also doesn’t account for the fact that Coca-Cola also receives income from some holdings and
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investments it has made every year so its net income expense is even smaller than that used to produce the figures above. In my opinion we can be comfortable with the level of debt on Coca-Cola’s books.



Further Financial Analysis If we aggregate the annual figures quoted on the cash flow statement over the 9, 5 and 3-year periods we are able to analyse how management have chosen to put the cash generated by the above profile to use. It appears that Coca-Cola have been increasing the level of investment in their operations in recent years. Capital expenditure has increased from approximately 22% of cash from operations over the 9 year period to 25% over 5 year and 26% over the 3 year period. If we also consider cash acquisitions as investments in future growth then this utilized proportion of cash from operations tends towards 40% (which is actually similar to historical levels). It appears to be the case that Coca-Cola has increased its level of re-investment in the business most recently and is in line with the announcement of their 2020 vision in 2010. In my opinion this is a good sign and shows commitment with regard to the attainment of the 2020 vision (discussed in more detail later). Over the period of analysis Coca-Cola’s return on assets has decreased from 14.6% in 2002 to 8.9% at the end of 2011. Although at first sight this may appear to be negative, when you consider how the assets on the balance sheet have more than tripled from $24.4 billion USD in 2002 to $79.9 billion in 2011, the change should not come as much of a surprise. Of course such expansion in the balance sheet is going to lead to some deterioration in the return on assets: a company of Coca-Cola’s size will obviously find it more difficult to squeeze value from an additional dollar of investment compared to say a smaller competitor. Return on equity remains at impressive levels for a company of Coca-Cola’s size at 25.8% but is below historical levels: closer to 30%. I believe that these measures are definitely something we should monitor over the course of the next few periods whether we decide to invest or not. For me they raise no immediate cause for concern. Toward the start of 2012 Coca-Cola raised its quarterly dividend per share by 8.5% to 25.5 cents per share. This is the 50th consecutive increase in Coca-Cola’s dividend. Free cash flow has grown with a 9 year CAGR of 5.8% and has covered dividend payments an average of 1.42x since 2002. On average, Coca-Cola has paid out 53% on net income as dividends and shows a management committed to generating returns for shareholders. Coca-Cola also seem to prefer to return value to shareholders in the form of dividend repayments rather than share repurchases which is encouraging to see. On average the value returned to shareholders in the form of dividends was 2x greater than that returned via share repurchase policies. The dividend seems secure in the immediate future and can be expected to continue to grow in line with the business.
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5 2020 Vision



In order for Coca-Cola to meet its target of doubling revenues and profits by 2020, the business would have to grow revenues by 7.2% a year consecutively. This is more than realistic for a company of Coca-Cola’s stature and the company has achieved an average growth rate of 11% since 2002. Coca-Cola are also crystal clear in letting us know exactly where they expect this growth in revenues and profitability to come from:



•



Increased per capita consumption in growing, underdeveloped markets



•



Innovation in developed markets (technologies such as the new packaging made from plants for example)



•



Building consumer loyalty in developing markets



•



Maximizing value through segmentation (benefits of integration across the value chain)



•



Driving volumes and increasing investment in emerging markets



Where is the money being directed to ensure all of the above happens?
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We’ll see these trends again and again over the next year. Investment in China, India, the Middle East and Africa is a major opportunity for most global organizations at the moment and this is where the macroeconomic tailwinds highlighted below are strongest.



Macrotrends Coca-Cola being a global organization operates within what at times can be a very challenging environment. Macroeconomic headwinds (or tailwinds) can significantly impact the performance of any business however when we look at Coca-Cola we see a company that even in the most prolonged recession in recorded history has continued to grow market share, product sales volumes and revenues. After being flat from 2007 to 2008 we have seen Coca-Cola march onwards in its pursuit of profitability and growth and is testament to just how strong a position Coca-Cola occupies in the marketplace and the lives of consumers. The major focus on health across the developed world should be of major importance for the business going forward. However, as well as presenting challenges for the business it also gives the company the opportunity to continue to develop and expand its product portfolio: particularly its still and health focused beverages and I am confident that management will continue to drive the business forward with this in mind. One further major significance is that with Coca-Cola’s comparatively small presence in under developed economies it stands to gain from increasing GDP per capita in these regions. Higher disposable incomes and the development of peoples’ desire for lifestyle purchases should see Coca-Cola well positioned to benefit from this growing global income.
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Valuation



You can see from the above chart that Coca-Cola is trading at approx. 20x earnings at the moment. It is noticeable that this is lower than it has been trading at in the past. This gradual decline (with a sharp fall in 2011 around annual reporting time) I mainly attribute to the underlying earnings growth of the business. Despite the continued increase of the share price the market appears to be pricing Coca-Cola at lower than average historic levels. This may represent a good buying opportunity for us. When we plot the historical dividend yield against the share price over the last 5 years we see a yield in line with the average market valuation of Coca-Cola’s dividend stream. On the back of this dividend yiled, as for the P/E ratio above, I can see no reason to believe that purchasing Coca-Cola today represents poor value. If anything, in the current market I would expect us to have to pay a slight premium for a company of CocaCola’s caliber however this doesn’t appear to be the case.
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The above chart is very telling and reveals a somewhat obvious (if at times delayed) correlation between KO’s share price and the underlying growth in its revenues.



Discussion It is our belief that as Coca-Cola strives towards fulfilling its 2020 vision we can expect to see a continued high regard for this company within global markets. I have no problem in recommending that we purchase CocaCola as one of the initial investments for our portfolio as it displays all the properties we look for as investors: strong balance sheet, strong cash flow profile, good interest and dividend coverage as well as operating with shareholders in mind at every point in the value chain. In short, I believe Coca-Cola is a company that can continue to grow towards its 2020 vision and maintain its place as one of the world’s strongest and most valuable brands. Its investments across the globe (Aujan Industries in the Middle-East, CCE in North America etc…) show that KO is company continually investing for the future and always trying to improve its operational efficiency. This new operating structure should give it increased flexibility in the global marketplace whilst simultaneously allow it the opportunity to benefit from increased cost savings. In short, for all the reasons highlighted above I strongly recommend The Coca-Cola Ltd. as a BUY and will lose no sleep should you all vote to include it in our portfolio.
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