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by Roger Montgomery

Key points

e The company will increase its focus on its
best stores and most valuable customers and
will also look to reduce its store footprint by up
to 20%.

e A pre-tax cost of capital of 12.1% (8.5% post
tax) would value the company at around
A$2.09 billion at the end of FY20, assuming
the company can continue to generate 3%
growth each year from FY20.

e The market position of Myer, the inflexibility of
the department store format, and the
increasing competition for the high-end
consumer suggests that the end result is more
likely to be weaker than management’s
target.

Myer (MYR) recently surprised the market by
pre-announcing its FY15 results and launching a
deeply discounted 2 for 5-entitlement issue. While the
FY15 results were roughly in line with market
expectations, the greatest focus was on the
company’s new strategy announcement.

The new strategy calls for a $600 million investment
in the business over five years to refit stores and
invest in the company’s omni-channel capability. The
omni-channel refers to Myer’s ability to engage and
transact with customers irrespective of their
preference for in-store or online shopping, as well as
in-store collection or delivery of goods.

The company will increase its focus on the
company’s best stores and most valuable customers.
The company will also look to reduce its store
footprint by up to 20%.

The targets

The company released the following medium to
long-term targets:
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e Sales growth greater than 3% between FY16
and FY20.

e Greater than 20% improvement in sales per
square metre by 2020.

o EBITDA growth greater than sales growth by
FY17; and

e Return on funds employed greater than 15%
by FY20.

Looking at sales growth, the company has struggled
to deliver any growth in sales in the last 20 years. The
headwinds facing Myer and the department store
segment in general are many. The department store
format was established many decades ago as a
means of offering the consumer a one-stop
destination for their shopping needs across multiple
product categories.

The rise of the shopping mall largely replaced this
need by providing the same function in a far more
flexible and competitive manner. More recently,
online shopping has changed the nature of the
market, making the fixed cost investment in floor
space even more difficult to adequately leverage.
This inflexibility of the format is demonstrated by the
regular write downs and restructuring costs incurred
by Myer and David Jones to refocus product offerings
in stores.
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Myer has also suffered from having a store portfolio
that covered the full spread of demographics in
Australia, making it almost impossible to focus the
business on the more attractive high-end consumer
segment. Back in FY06 when Coles sold Myer to
private equity, it recognised that it had around 20
stores too many in its portfolio of 61 stores. However,
it was unable to close surplus stores to refocus the
business due to the cost of exiting long-dated leases.
Interestingly, the company stated that it will look to
reduce floor space by up to 20%. Payments to
landlords are likely to consume a large proportion of
the total $200 million investment allocated to
shrinking the store footprint.

At the same time, Myer is targeting an increase in
sales per square metre of over 20% by 2020. This
would suggest sales will be roughly flat on current
levels if both these targets are met. This is
inconsistent with the sales growth target of over 3% a
year.

Valuation potential

Of greatest interest is the 15% ROFE (return on funds
employed) target in FY20, as this drives the valuation
outcome. In FY15, Myer generated a ROFE of 10.7%
on A$1.25 billion of funds employed. Myer will invest
A$600 million over the next five years.

However, of this, A$120 million will be restructuring
and implementation expenses, and a further A$200
million will be involved in rightsizing the store
portfolio. As a result, these investments won’t add to
capital employed by FY20.

If we assume the residual A$280 million of investment
is incremental to the current funds employed, total
funds employed in FY20 would be around A$1.5
billion. The actual figure is likely to be lower than this
due to the write off of assets in rationalising the store
network, as well as depreciation expenses between
now and FY20.

A 15% ROFE would suggest EBIT in FY20 of around
A$225 million. This would also imply an EBIT margin
of around 7%.

A pre-tax cost of capital of 12.1% (8.5% post tax)
would value the company at around A$2.09 billion at
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the end of FY20, assuming the company can
continue to generate 3% growth each year from
FY20.

Given the spend, net debt is likely to increase by
around A$300 million by FY20, even after the
company raises A$221 million through the current
entitlement offer and retains some of its earnings,
from the current net debt of A$388 million. This
means the value of the equity in FY20 would be
around A$1.4 billion in FY20 even if the company
achieves its targets.

This equates to A$1.70 per share, and a 12.6% a
year increase from the A$0.94 entitlement offer price.
This might look attractive, but this assumes
everything goes right for Myer.

The market position of Myer, the inflexibility of the
department store format, and the increasing
competition for the high-end consumer suggests that
the end result is more likely to be weaker than
management’s target.

Companies tend to assume investment returns will be
incremental, but this implies the competition stands
still. This is rarely the case, and as such, a proportion
of the benefits from reinvestment are usually
competed away. As a result, the risk outweighs the
return upside in our opinion.

Important: This content has been prepared without
taking account of the objectives, financial situation or
needs of any particular individual. It does not
constitute formal advice. Consider the
appropriateness of the information in regards to your
circumstances.
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