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Important Disclosure Information is contained on the last page of this report.   
The recipient of this report is directed to read these disclosures. 

 

Honestly Overvalued 
At the midpoint of its expected May 5 IPO price range ($15.50/share), The Honest Company is valued at ~$1.4 
billion and earns our Unattractive rating.  

We think the stock is worth no more than $7/share. A valuation at $15/share implies the company’s profits will be 
three times greater than Revlon (REV), and we think the chances of that happening are very low because of the 
formidable large incumbent personal care products companies with which The Honest Company is competing. 
The incumbents already own all the shelf space and dominate the industry.  

We also think the chances are very low that one of the large incumbent personal care products companies will 
buy The Honest Company because these incumbents already either have: 

1. products that compete directly with The Honest Company’s offerings 

Or 

2. large cash flows to develop (more) products that compete directly with The Honest Company. 

Offering “clean and sustainable” personal care products is a nice gimmick, but it is not enough of a business to 
justify anywhere close to $15.50/share. 

Our IPO research aims to provide investors with more reliable fundamental research. 

 

 

Revenue Growth and Shrinking Losses  

The Honest Company has been unable to turn a profit so far, though it was close in 2020. Revenue grew 28% 
year-over-year (YoY) in 2020 and Core Earnings1 improved from -$26 million to -$2 million. The company’s 
return on invested capital (ROIC) saw similar improvement, rising from -12% in 2019 to -0.1% in 2020.  

Small Market Share in Fast Growing Markets 

The Honest Company provides “clean and sustainable” personal care products and is a niche player in a large 
market. Based on the firm’s own estimates of the size of its end markets, it held just 1.4% market share in 2019, 
and the firm currently notes its market share is “less than 5%”.  

Despite having a small share, the expected growth of The Honest Company’s “clean and natural” product 
markets, when compared to the more traditional consumer packaged goods markets, may have investors eyeing 
The Honest Company’s potential. Based on data provided in the S-1, The Honest Company estimates:   

• the clean and natural U.S. diapers and wipes market will grow at a 16% compound annual growth rate 
(CAGR) from 2019 – 2025 

• the clean and natural U.S. skin and personal care market will grow at a 10% CAGR from 2019 – 2025 
• the clean and natural U.S. household and wellness will grow at a 4% CAGR from 2019 – 2025 

Overall, the company estimates that the clean and natural markets are expected to grow 6x faster than the same 
categories in the conventional U.S. markets. For reference, diapers and wipes, skin and personal care, and 
household and wellness products represented 63%, 26%, and 11% of revenue in 2020. 

But Facing Significant Incumbent Opposition 

With above average growth projections in the clean and natural markets, The Honest Company faces increasing 
competition from some of the largest consumer packaged goods firms in the world. For instance, competitors 
include, but are not limited to:  

• In the Diapers and Wipes market 

 
1 Only Core Earnings enable investors to overcome the errors, omissions and biases in legacy fundamental research, as proven in Core 
Earnings: New Data & Evidence, forthcoming in The Journal of Financial Economics. 

Learn more about the best fundamental research 

https://www.newconstructs.com/category/ipo-research/
http://www.newconstructs.com
https://www.newconstructs.com/stock-rating-methodology/
https://www.newconstructs.com/category/ipo-research/
https://www.newconstructs.com/its-official-we-offer-the-best-fundamental-data-in-the-world/
https://www.newconstructs.com/education-core-earnings-earnings-distortion/
https://www.newconstructs.com/education-return-on-invested-capital/
https://www.newconstructs.com/its-official-we-offer-the-best-fundamental-data-in-the-world/
https://www.newconstructs.com/its-official-we-offer-the-best-fundamental-data-in-the-world/
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3467814
https://www.newconstructs.com/email-sign-up-best-fundamental-research/
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o Kimberly-Clark (KMB), maker of Huggies,  
o Procter & Gamble (PG), maker of Pampers and Luvs 

• In the Skin and Personal Care market 
o Johnson & Johnson (JNJ), maker of Johnson’s Baby and Aveeno 
o The Clorox Company (CLX), maker of Burt’s Bees 
o Unilever (UL) 
o Estee Lauder (EL) 
o Revlon (REV) 
o L’Oréal 

• In the Household and Wellness market 
o The Clorox Company 
o Reckitt Benckiser, maker of Lysol 
o Unilever, maker of Seventh Generation products 

Figure 1 shows that The Honest Company’s net operating profit after-tax (NOPAT) margin and ROIC rank last 
amongst its main competitors. While the company’s balance sheet efficiency (invested capital turns) is superior 
to all competition, it is not enough to offset low operational efficiency.  

Figure 1: The Honest Company’s Profitability Vs. Competition: TTM 
 

Company Ticker 
NOPAT 
Margin 

Invested 
Capital 
Turns 

ROIC 

Colgate-Palmolive Company CL 19% 1.0 18% 

The Clorox Company CLX 16% 1.0 16% 

Kimberly-Clark Corp KMB 15% 1.1 16% 

The Estee Lauder Companies EL 13% 1.1 14% 

Procter & Gamble Co. PG 19% 0.6 12% 

Johnson & Johnson JNJ 21% 0.6 12% 

Unilever PLC  UL 14% 0.6 8% 

Revlon Inc. REV 2% 0.7 1% 

The Honest Company HNST 0% 1.6 0% 
 

Sources: New Constructs, LLC and company filings 

Can’t Get the Shelf Space Required to Grow 

We’ve analyzed the importance of shelf space and the competitive advantages it provides firms that already 
have it.  

45% of The Honest Company’s 2020 revenue was generated from its Retail channel, which means its lack of 
shelf space creates a large competitive disadvantage, and one that the company is acutely aware of. As the firm 
notes in its S-1, it faces major challenges in getting shelf space:  

• “we may be unable to secure adequate shelf space in new markets, or any shelf space at all, until we 
develop relationships with the retailers that operate in such markets.” 

• “We may not be able to increase or sustain our volume of retail shelf space or offer retailers price 
discounts sufficient to overcome competition and, as a result, our sales and results of operations could 
be adversely affected.” 

Catch-22: Growth or Profits, But Not Both 

Another quote from the S-1:  

“Many of our competitors also have well-established relationships with our current and potential consumers who 
purchase Diapers and Wipes, Skin and Personal Care or Household and Wellness products at retail stores”. 

In other words, The Honest Company’s competitors control significantly more shelf space and have long-term 
relationships with the retailers that provide it. Further, The Honest Company may not be able to gain shelf space 

http://www.newconstructs.com
https://www.newconstructs.com/education-net-operating-profit/
https://www.newconstructs.com/invested-capital-turns/
https://www.newconstructs.com/micro-bubble-winners-losers-in-the-alternative-meat-market/
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by offering lower prices. If they do lower prices to get shelf space, they’ll not likely improve margins enough to 
generate any profits.  

Don’t Bet On a Buyout 
Considering the competitive advantages of the potential buyers, their ability to develop their own “clean and 
sustainable” personal care products, and The Honest Company’s nosebleed valuation, we think a buyout is 
unlikely. There’s no need for any of the large incumbent personal care products companies to pay such a high 
price to sell a product they could just as easily develop and grow on their own.  

Customer and Supplier Concentration Add Risk 

The Honest Company is largely missing from many retailers’ shelves. In 2020, ~70% of The Honest Company’s 
retail sales resulted from relationships with Target (TGT) and Costco (COST).  

Such heavy customer concentration increases the risks of investing in the company, as its distribution network is 
less diversified than its competition. As noted in the S-1, “the loss of our relationship with Target, Costco or any 
other large retail partner could have a significant impact on our revenue.” 

The Honest Company also notes in its S-1 that it currently buys all of its diapers from one supplier and 
“substantially all” of its wipes from one supplier. Should issues arise with that supplier, The Honest Company’s 
reliance on few suppliers could cause “delays in manufacturing and possible loss of sales.”  

Priced to Be More Profitable Than Revlon 

When we use our reverse discounted cash flow (DCF) model to analyze the future cash flow expectations baked 
into HNST, we find that shares are priced for growth in revenue that outpaces the projected growth of its target 
markets. Accordingly, risk/reward at the IPO price is unattractive.  

In order to justify the midpoint of its IPO price range ($15.50/share), The Honest Company must:  

• achieve an 8% NOPAT margin (half the average of competitors in Figure 1, which benefit from 
economies of scale, compared to -0.1% for The Honest Company in 2020) and  

• grow revenue by 20% compounded annually for the seven years, (double the average CAGR through 
2025 of its end markets noted earlier)  

In this scenario, The Honest Company would generate nearly $81 million in NOPAT, which is nearly 3x Revlon’s 
2020 NOPAT and 131% of consumer packaged goods peer WD-40’s (WDFC) 2020 NOPAT.  

Figure 2 compares the firm’s implied future NOPAT in this scenario to its historical NOPAT, along with the 
NOPAT of the peers noted above. We also include the implied NOPAT in a more realistic scenario, which is 
detailed below.  

 

 

 

 

 

 

 

 

 

 

 

 

 

http://www.newconstructs.com
https://www.newconstructs.com/education-close-the-loopholes-how-our-dcf-works/
https://www.newconstructs.com/wp-content/uploads/2021/05/NewConstructs_DCF_HNSTjustificationScenario_2021-05-03.png
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Figure 2: Midpoint IPO Valuation Is Too High  

 

 

Sources: New Constructs, LLC and company filings 

DCF Scenario 2: Growth Is More In-Line with the Industry Expectations 

We review an additional DCF scenario to highlight the downside risk should The Honest Company’s revenue 
growth fall more in-line with industry expectations. 

If we assume The Honest Company: 

• achieves a NOPAT margin of 8% and  
• grows revenue by 10% compounded annually (average through 2025 for each end market noted above) 

for the next seven years, then 

HNST is worth just $7/share today – a 53% downside to the midpoint of the IPO price range. See the math 
behind this reverse DCF scenario. 

Each of the above scenarios also assumes The Honest Company is able to grow revenue, NOPAT, and FCF 
without increasing working capital or fixed assets. This assumption is highly unlikely but allows us to create best-
case scenarios that demonstrate the expectations embedded in the current valuation.  

More Red Flags 

With a lofty valuation that implies significant improvement in both revenue and profits, investors should be aware 
that The Honest Company’s S-1 also includes these other red flags. 

Public Shareholders Have Diminished Rights: While The Honest Company forgoes the multi-class share 
structure of many recent IPOs, investors in this offering still have little to no say over corporate governance.  

As noted in the firm’s S-1, following the offering, executive officers, directors, and stockholders will hold ~61% of 
outstanding stock (or 55% if the underwriters exercise their option to purchase additional shares of common 
stock).  

In other words, this IPO takes investors’ money while giving them almost little voting power or control of 
corporate governance. 

And Majority of Shares Sold at IPO Are From Existing Shareholders: The Honest Company is offering ~6.5 
million shares as part of its IPO. However, selling stockholders, which include directors, executive officers, and 
other large shareholders are selling ~19.4 million shares in the IPO. The company will not receive any proceeds 
from the sale of shares by these stockholders. In other words, the majority of the IPO proceeds will reward 
existing shareholders and not help the company itself.  
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We Don’t Know If We Can Trust the Financials: Investors should take The Honest Company’s GAAP numbers 
with a grain of salt. 

As an emerging growth company, The Honest Company is not required to have an independent auditor provide 
an opinion on the firm’s internal controls. While the lack of disclosure around the firm’s internal controls over 
financial reporting may never be an issue, it does increase the risk that the firm’s financials are fraudulent and/or 
misleading when compared to a firm required to have an auditor attest to its internal controls.  

Non-GAAP EBITDA Misleads: Long a favorite of unprofitable companies, The Honest Company’s chosen non-
GAAP metric, adjusted EBITDA, shows a much rosier picture of the firm’s operations than GAAP net income or 
our Core Earnings. Adjusted EBITDA gives management significant leeway in how it presents results. For 
example, The Honest Company’s adjusted EBITDA calculation removes stock-based compensation expense, 
“Innovation Strategy” expenses, and transaction related expenses which include IPO bonuses.  

The Honest Company’s adjusted EBITDA in 2020 removes $26 million (9% of revenue) in expenses including 
$10 million in related offering costs and transaction related expenses, $8 million in stock-based compensation 
expense, and $1.5 million in “Innovation Strategy” expenses. After removing these items, The Honest Company 
reports adjusted EBITDA of $11 million in 2020. Meanwhile, economic earnings, the true cash flows of the 
business, are much lower at -$10 million. 

While The Honest Company’s adjusted EBITDA follows the same trend in economic earnings over the past two 
years, investors need to be aware that there is always a risk that adjusted EBITDA could be used to manipulate 
earnings going forward. 

Critical Details Found in Financial Filings by Our Robo-Analyst Technology 

Fact: we provide superior fundamental data and earnings models – unrivaled in the world. 
Proof: Core Earnings: New Data and Evidence, forthcoming in The Journal of Financial Economics. 

Below are specifics on the adjustments we make based on Robo-Analyst findings in The Honest Company’s S-1: 

Income Statement: we made $14 million of adjustments, with a net effect of removing $14 million in non-
operating expenses (5% of revenue). You can see all the adjustments made to The Honest Company’s income 
statement here. 

Balance Sheet: we made $96 million of adjustments to calculate invested capital with a net decrease of $2 
million. The most notable adjustment was $31 million in operating leases. This adjustment represented 17% of 
reported net assets. You can see all the adjustments made to The Honest Company’s balance sheet here. 

Valuation: we made $300 million of adjustments with a net effect of decreasing shareholder value by $202 
million. The largest adjustment to shareholder value was $181 million in outstanding employee stock options. 
This adjustment represents 13% of the midpoint of The Honest Company’s IPO price range. See all adjustments 
to The Honest Company’s valuation here. 

This article originally published on May 4, 2021. 

Disclosure: David Trainer, Kyle Guske II, and Matt Shuler receive no compensation to write about any specific 
stock, style, or theme.  

Follow us on Twitter, Facebook, LinkedIn, and StockTwits for real-time alerts on all our research.  

http://www.newconstructs.com
https://www.newconstructs.com/aware-danger-hidden-within-ipos/
https://www.newconstructs.com/danger-zone-incentivizing-executives-with-adjusted-ebitda/
https://www.newconstructs.com/education/education-close-the-loopholes/education-economic-earnings/
https://www.newconstructs.com/harvard-publishes-case-study-on-our-robo-analyst-technology/
https://www.newconstructs.com/its-official-we-offer-the-best-fundamental-data-in-the-world/
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3467814
https://www.newconstructs.com/non-operating-expenses-hidden-in-operating-earnings/
https://www.newconstructs.com/non-operating-expenses-hidden-in-operating-earnings/
https://www.newconstructs.com/wp-content/uploads/2021/05/NewConstructs_Models_HNST_IncomeStatementAdjustments_2021-05-04.png
https://www.newconstructs.com/off-balance-sheet-debt/
https://www.newconstructs.com/wp-content/uploads/2021/05/NewConstructs_Models_HNST_BalanceSheetAdjustments_2021-05-04.png
https://www.newconstructs.com/outstanding-employee-stock-options/
https://www.newconstructs.com/wp-content/uploads/2021/05/NewConstructs_Models_HNST_ValuationAdjustments_2021-05-04.png
https://www.newconstructs.com/honestly-overvalued/
https://twitter.com/NewConstructs
https://www.facebook.com/newconstructsllc/
https://www.linkedin.com/company/new-constructs
https://stocktwits.com/dtrainer_NewConstructs
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It’s Official: We Offer the Best Fundamental Data in the World 

Many firms claim their research is superior, but none of them can prove it with independent studies from highly-
respected institutions as we can. Three different papers from both the public and private sectors show: 

1. Legacy fundamental datasets suffer from significant inaccuracies, omissions and biases.  
2. Only our “novel database” enables investors to overcome these flaws and apply reliable fundamental 

data in their research. 
3. Our proprietary measures of Core Earnings and Earnings Distortion materially improve stock picking and 

forecasting of profits. 

Best Fundamental Data in the World 

Forthcoming in The Journal of Financial Economics, a top peer-reviewed journal, Core Earnings: New Data & 
Evidence proves our Robo-Analyst technology overcomes material shortcomings in legacy firms’ data collection 
processes to provide superior fundamental data, earnings models, and research. More details. 

Key quotes from the paper: 

• “[New Constructs’] Total Adjustments differs significantly from the items identified and excluded from 
Compustat’s adjusted earnings measures. For example… 50% to 70% of the variation in Total 
Adjustments is not explained by S&P Global’s (SPGI) Adjustments individually.” – pp. 14, 1st para. 

• “A final source of differences [between New Constructs’ and S&P Global’s data] is due to data collection 
oversights…we identified cases where Compustat did not collect information relating to firms’ income 
that is useful in assessing core earnings.” – pp. 16, 2nd para. 

Superior Models 

A top accounting firm features the superiority of our ROIC, NOPAT and Invested Capital research to Capital IQ & 
Bloomberg’s in Getting ROIC Right. See the Appendix for direct comparison details.  

Key quotes from the paper: 

• “…an accurate calculation of ROIC requires more diligence than often occurs in some of the common, 
off-the-shelf ROIC calculations. Only by scouring the footnotes and the MD&A [ as New Constructs 
does] can investors get an accurate calculation of ROIC.” – pp. 8, 5th para. 

• “The majority of the difference…comes from New Constructs’ machine learning approach, which 
leverages technology to calculate ROIC by applying accounting adjustments that may be buried deeply 
in the footnotes across thousands of companies.” – pp. 4, 2nd para. 

Superior Stock Ratings 

Robo-Analysts’ stock ratings outperform those from human analysts as shown in this paper from Indiana’s Kelley 
School of Business. Bloomberg features the paper here. 

Key quotes from the paper: 

• “the portfolios formed following the buy recommendations of Robo-Analysts earn abnormal returns that 
are statistically and economically significant.” – pp. 6, 3rd para. 

• “Our results ultimately suggest that Robo-Analysts are a valuable, alternative information intermediary to 
traditional sell-side analysts.” – pp. 20, 3rd para. 

Our mission is to provide the best fundamental analysis of public and private businesses in the world and make it 
affordable for all investors, not just Wall Street insiders. 

We believe every investor deserves to know the whole truth about the profitability and valuation of any company 
they consider for investment. More details on our cutting-edge technology and how we use it are here. 

http://www.newconstructs.com
https://www.newconstructs.com/evidence-on-the-superiority-of-our-earnings-data/
https://www.newconstructs.com/education-core-earnings-earnings-distortion/
https://www.newconstructs.com/earnings-distortion-score-methodology/
http://jfe.rochester.edu/
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3467814
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3467814
https://www.newconstructs.com/data/
https://www.newconstructs.com/education-core-earnings-earnings-distortion/
https://www.newconstructs.com/blog/
https://www.newconstructs.com/evidence-on-the-superiority-of-our-earnings-data/
https://www.newconstructs.com/getting-roic-right/
https://www.newconstructs.com/wp-content/uploads/2019/06/Getting-ROIC-Right.pdf
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3514879
https://www.bloomberg.com/news/articles/2020-02-11/robot-analysts-outwit-humans-in-study-of-profit-from-stock-calls?sref=zw7RLDfe
https://www.youtube.com/watch?v=wRUr5w4zDVA
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DISCLOSURES  

New Constructs®, LLC (together with any subsidiaries and/or affiliates, “New Constructs”) is an independent organization with no management 
ties to the companies it covers. None of the members of New Constructs’ management team or the management team of any New Constructs’ 
affiliate holds a seat on the Board of Directors of any of the companies New Constructs covers. New Constructs does not perform any 
investment or merchant banking functions and does not operate a trading desk.  
New Constructs’ Stock Ownership Policy prevents any of its employees or managers from engaging in Insider Trading and restricts any trading 
whereby an employee may exploit inside information regarding our stock research. In addition, employees and managers of the company are 
bound by a code of ethics that restricts them from purchasing or selling a security that they know or should have known was under consideration 
for inclusion in a New Constructs report nor may they purchase or sell a security for the first two days after New Constructs issues a report on 
that security. 

 

DISCLAIMERS  

The information and opinions presented in this report are provided to you for information purposes only and are not to be used or considered 
as an offer or solicitation of an offer to buy or sell securities or other financial instruments. New Constructs has not taken any steps to ensure 
that the securities referred to in this report are suitable for any particular investor and nothing in this report constitutes investment, legal, 
accounting or tax advice. This report includes general information that does not take into account your individual circumstance, financial 
situation or needs, nor does it represent a personal recommendation to you. The investments or services contained or referred to in this report 
may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about any such 
investments or investment services. 
Information and opinions presented in this report have been obtained or derived from sources believed by New Constructs to be reliable, but 
New Constructs makes no representation as to their accuracy, authority, usefulness, reliability, timeliness or completeness. New Constructs 
accepts no liability for loss arising from the use of the information presented in this report, and New Constructs makes no warranty as to results 
that may be obtained from the information presented in this report. Past performance should not be taken as an indication or guarantee of 
future performance, and no representation or warranty, express or implied, is made regarding future performance. Information and opinions 
contained in this report reflect a judgment at its original date of publication by New Constructs and are subject to change without notice. New 
Constructs may have issued, and may in the future issue, other reports that are inconsistent with, and reach different conclusions from, the 
information presented in this report. Those reports reflect the different assumptions, views and analytical methods of the analysts who prepared 
them and New Constructs is under no obligation to insure that such other reports are brought to the attention of any recipient of this report.  
New Constructs’ reports are intended for distribution to its professional and institutional investor customers. Recipients who are not 
professionals or institutional investor customers of New Constructs should seek the advice of their independent financial advisor prior to making 
any investment decision or for any necessary explanation of its contents.  
This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any 
locality, state, country or jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or which 
would be subject New Constructs to any registration or licensing requirement within such jurisdiction.  
This report may provide the addresses of websites. Except to the extent to which the report refers to New Constructs own website material, 
New Constructs has not reviewed the linked site and takes no responsibility for the content therein. Such address or hyperlink (including 
addresses or hyperlinks to New Constructs own website material) is provided solely for your convenience and the information and content of 
the linked site do not in any way form part of this report. Accessing such websites or following such hyperlink through this report shall be at 
your own risk.  
All material in this report is the property of, and under copyright, of New Constructs. None of the contents, nor any copy of it, may be altered in 
any way, copied, or distributed or transmitted to any other party without the prior express written consent of New Constructs. All trademarks, 
service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of New Constructs. 
Copyright New Constructs, LLC 2003 through the present date. All rights reserved. 
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