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By Roger Montgomery

PORTFOLIO POINT: The enthusiasm surrounding the Myer
float is good reason for a value investor to stay clear. So is the
expected price.

With more than 140,000 investors registering for the IPO
prospectus, everyone wants to know whether the float of the
Myer department store group will be attractive. This week |
want to focus exclusively on this historic offer.

At present it is suggested the stock will begin trading
somewhere between $3.90 and $4.90.

The prospect of a stag profit draws a self-fulfilling crowd.
But if chasing stag profits is your game, | would rather be your
broker than your business partner, for history is littered with the
remains of the enthusiasm surrounding popular large floats.

Popularity, you see, is not the investment bedfellow of a
bargain and being interested in stocks when everyone else
is does not lead to great returns. You cannot expect to buy
what is popular, travel in the same direction as lemmings and
generate extraordinary results. Conversely thumb-sucking
produces equally unattractive returns.

Faced with these truisms, | lever my Myer One card,
obtain a prospectus and open it for you.

The Myer float is one of the hottest of the year and | am
not referring to the cover adorned by Jennifer Hawkins! If
those 146,000 people who have apparently registered for a
Myer prospectus were to invest just $20,000 at the requested
price, the vendors will have their $2.8 billion plus the $100
million in float fees in the bag.

A word about the analysis: it is the same analysis | have
used to buy The Reject Shop at $2.40 (today’s close $13.35),
JB Hi-Fi at $8 ($19.86), Fleetwood at $3.50 ($8.75), to sell
my Platinum Asset Management shares at more than $8 on
the morning they listed (at $5), and to warn investors to get
out of ABC Learning at $8 (they were 54¢ when ABC delisted
in August 2008) and Eureka Report subscribers to get out of
Wesfarmers as it acquired Coles.

| don’t list these to boast but merely to demonstrate the
efficacy of the analysis; analysis that is equally applicable to
existing issues and new ones.

By way of background, TPG/Newbridge and the Myer

Family acquired Myer for $1.4 billion three years ago. They
copped flack for paying too much, but “only” used $400
million of their own capital; the remainder was debt. Before
the first anniversary, the Bourke Street, Melbourne, store was
sold for $600 million and a clearance sale reduced inventory
and netted $160 million. The excess cash allowed the new
owners to reduce debt, pay a dividend of almost $200 million
and a capital return of $360 million. Within a year the owners
had recouped their capital and obtained a free ride on a
business with $3 billion of revenue. Good work and smart.

But I am not being invited to pay $1.4 billion, which was
8.5 times EBIT. | am being asked to pay up to $2.9 billion, or
more than 11 times forecast EBIT. And given the free “carry”,
the bulk of the money raised will go to the vendors while |
replace them as owners. Ownership is a very good incentive to
drive the performance of individuals.

And driven they have been. In three years, $400 million
has been spent on supply chain and IT improvements, eight
distribution centres have been reduced to four and supply-
chain costs have fallen 45%. Amid relatively stable gross profit
margins, EBIT margins improvement to 7.2% and a forecast
7.8% reflect disciplined cost identification and management.
Fifteen more stores are planned for the next five years and
the prospectus notes that trading performance improved
significantly in the second half of 2009 and into the first half of
2010. The key individuals have indeed performed impressively,
but with less skin in the game they may not be incentivised as
owners in future years as they have been in the past.

And what value have all these improvements created? The
vendors would like to believe about $1.4 billion, and if the
market is willing to pay them that price, they will have been
vindicated, but price is not value and | am interested simply in
buying things for less than what they are worth.

In estimating an intrinsic value for Myer, | will leave
aside the fact that the balance sheet contains $350 million of
purchased goodwill and $128 million of capitalised software
costs. This latter item is allowed by accounting standards
but results in accounts that don’t reflect economic reality.
Historical pre-tax profits have thus been inflated.

| will also leave aside the fact that the 2009 numbers
and 2010 forecasts have also been impacted by a number
of adjustments, including the addition of sales made by
concession operators “to provide a more appropriate
reference when assessing profitability measures relative to
sales”; the removal of the incentive payments to retain key
staff — not regarded as ongoing costs to the business; costs
associated with the gifting of shares to employees; and,
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most interestingly, the reversal of a write-off of $21 million in
capitalised interest costs — all regarded as non-recurring.

Taking a net profit after tax figure for 2010 of $160 million
and assuming a 75% fully franked payout, we arrive at an
owners’ return on equity of about 28% on the stated equity of
$738 million, equity that could have been higher after the float
if $94 million in cash wasn’t also being taken out of retained
profits. Using a 13% required return, | get a valuation of $2.90.

Looking at it another, albeit simplistic way, | am buying
$738 million of equity that is generating 28%. If | pay the
requested $2.9 billion for that equity or 3.9 times, | have to
divide the return on equity by 3.9 times, which produces a
simple return on “my” equity of 7.2%. For my money, it’s just
not high enough for the risk of being in business.

Importantly, the return on equity — based on the simple
assumptions that three stores, each generating $40 million in
sales will be opened annually over the next five years and that
borrowings will decline by $60 million in each of those years —
should be maintained. But the end result is that the valuation
only rises by 6% per year over the next five years and delivers
a value in 2015 of $3.90: the price being asked today.

My piece of Myer seems a bit hot for My money. *
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Roger Montgomery is an independent analyst and managing
director at rogermontgomery.com.
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