Wealth and Investment Management

Smart Company Analysis
24 February 2017

equities@absa.co.za

www.absastockbrokers.co.za

Truworths International Ltd
Integration of UK Office and mitigation
measures against low demand show
promise

Equity Research

HOLD

Background
Truworths International is an investment holding company with its principal
entities trading as Truworths Ltd and Office Holdings Ltd. These are engaged
directly or through subsidiaries, concessions, agencies or franchises, in the
retailing of clothing, footwear apparel and related merchandise. Subsidiaries
include Truworths, Identity, Uzzi, Daniel Hechter, Inwear and YDE stores,
operating in SA, Namibia, Swaziland and the UK. It also has an emerging
presence in other sub-Saharan African countries and Germany.
During 1H16 Truworths acquired Office Retail Group of the UK. Office is a
retailer of young fashion and footwear in the UK, Ireland and Germany,
targeting 16 to 25-year olds at the mid-level price range. It has 158 stores
and concessions. Prior to the transaction, the group had 781 stores in Africa.
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Our Thoughts
Even after reporting below par results on 16 February, Truworths’ share price
gained close to 4%. Retailers have been under pressure due to low growth
metrics compounded by consumer weakness since the second half of last
year. However, despite the share price recovery, Truworths remains the least
expensive among its peers.
The immediate impact of Office has been mixed. It has diversified earnings
but diluted margins, because it is a lower-margin business. However,
management is focusing on bedding down Office and, once completed, it
should improve margins and reduce working capital. Furthermore, it has
implemented (and is still implementing) various credit granting strategies,
updated its information systems and added efficiencies to its processes to
mitigate the negative impact of stricter credit regulations in SA. Additionally, it
is challenging the credit regulations, together with two other JSE-listed
retailers. The first court date is scheduled for the second quarter of 2017.
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Key statistics
Market cap: R38.3bn
Net debt-to-equity: 8.2%
Price:earnings ratio: 13.3
Forward PE ratio: 10.5
Dividend yield: 5.2%
Forward dividend yield: 6.1%
Risk: medium

Truworths remains highly cash-generative, converting more than 82% of
operating earnings before depreciation and amortisation to cash. It still pays
a generous dividend with a yield of 5.2% and has an undemanding earnings
multiple relative to its peers, at 13.3 times.
Downside. In SA, weak consumer demand compounded by stricter credit
regulations presents a challenge given that Truworths’ prices are in the midto-upper level range. So, the primary differentiator would be high quality and
exclusivity. But that is under threat with the entrance of international apparel
retailers with similar appeal, such as H&M and Zara. In Europe, low
economic growth has endured since the financial crisis, while Brexit and the
weaker pound increase uncertainty.
Our valuation is informed by conservative estimates in light of the tricky
trading environment. We expect earnings growth to average about 12% in the
short to medium term, but may rise if initiatives by management to streamline
costs kick in. The share price has moved to our target price range and we
recommend that long-term investors hold this counter.

12-month high: R112.50
12-month low: R61.21
Ave monthly volume: 58.3 million
Financial year-end: 30 June

Latest event
Interim results to end-December
Date announced: 16 February

Share details
Company: Truworths International Ltd
JSE Code: TRU
Sector: Apparel retailer

Performance Review
RESULTS IN BRIEF

1H17

Change

1H16

FY16

Revenue (Rm)

10 920.0

21.1%

9 021.0

18 231.0

Operating profit (Rm)

2 497.0

3.1%

2 423.0

2 851.0

Operating margin (%)

22.9%

-14.9%

26.9%

15.6%

Attributable earnings (Rm)

1 678.0

-0.3%

1 683.0

2 804.0

392.6

-3.1%

405.0

667.6

HEPS (cents)
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Sensitivity analysis

Wacc

Terminal growth

1.0%

3.0%

5.0%

9.9%

11 141

13 144

16 782

11.9%

8 716

9 803

11 522

12.9%

7 815

8 644

9 891

14.9%

6 446

6 956

7 671

15.9%

5 905

6 312

6 869

This reflects the sensitivity of our forecasts
to assumptions of the terminal growth rate and
the weighted average cost of capital (Wacc).
The highlighted cell shows our target price in cents.
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Results for half year end-December were hit by high product inflation due to rand weakness,
reduced revenue from the UK due to pound weakness, and the unfavourable credit affordability
assessment regulations in SA. On a comparative basis, Office was included for only five weeks
in the base period.
Group retail sales – revenue excluding interest income, commissions, fees, royalties and
insurance – increased 21% to 10.2bn. Cash sales shot up by 53%, while credit sales remained
unchanged. Credit sales made up 50% (1H16: 60%) of group retail sales.
Excluding Office, retail sales (cash and credit) remained unchanged at R7.4bn. Credit sales
make 69% (1H16: 69%) of retail sales (excluding Office). Comparable store retail sales declined
by 3% (1H16: increased by 10%) for the period while product inflation averaged 16% (1H16:
9%). Office recorded retail sales of £159m (R2.9bn) from £160m. A net seven stores were
opened across all brands, increasing trading space by 2%.
The gross margin decreased to 52.6% (1H16: 54.2%) due to the consolidation of Office, which
operates on a lower gross margin. Excluding Office, the gross margin was stable at 55% (1H16:
55.3%). Operating profit climbed 3% to R2.5bn, while the operating margin narrowed to 24.9%
from 29.3%. Excluding Office, the operating margin decreased to 30% (1H16: 32%).
Credit management. Trade receivables grew 5% to R6.4bn. The growth is attributable to the
increase in credit sales during 2H16. The doubtful debt allowance increased marginally to
12.9% (1H16: 12.8%). Trade receivable costs increased 9% to R721m (1H16: R663m) due to a
rise in net bad debt. The new account acceptance rate remained unchanged at 29%, while the
active account base declined 6% to 2.6-million. The decline is a consequence of the new credit
affordability assessment regulations that came into force in September 2015.

Prospects
South Africa. Disposable incomes are likely to remain under pressure due to sustained
weakness in the economy. The affordability assessment regulations continue to limit the ability
of Truworths to open new accounts and grow credit sales. However, it has taken action to
mitigate some of the adverse effects of these regulations.

Bedding down of
Office should help
margin recovery

Management expects retail sales growth during 2H17 to benefit from the lower base recorded in
2H16. Product inflation is also anticipated to decelerate to high single-digit levels from double
digits, given the recovery in the rand’s value. Truworths’ retail sales since the beginning of 2H17
have remained flat.
The UK. There is much market uncertainty in Europe as the UK starts the process of leaving
the EU. However, the integration of the Office business will continue and management expects
further benefits to be realised from strategies already implemented, including improved
inventory turnover and more effective systems and processes. Retail sales since the beginning
of 2H17 are encouraging, growing 9% in pound terms.

Bull Factors



Operations diversification and generation of hard currency earnings through the
Office acquisition
Solid management team expected to derive synergies from recent acquisitions

Bear Factors





Weak South African economic outlook
Brexit creates uncertainty in Europe and affects expansion plans in that region
Tightening of credit regulatory environment
Intense industry competition

Extract of the DCF model

2016A

2017E

2018E

2019E

Operating profit (R'm)
Net opertaing profit after tax (R'm)

4 154.0
2 817.0

4 994.0
3 386.6

5 743.1
3 894.6

6 432.3
4 362.0

Working capital changes (R'm)
Capital expenditures
Unlevered free cashflows (R'm)

(468.0)
(551.0)
2 130.0

(560.6)
(547.0)
2 595.3

(644.7)
(629.1)
2 984.6

(722.1)
(704.5)
3 342.7

Headline earnings per share (cents)

667.6

799.5

919.5

1 029.8

PER (times)

12.6

10.5

9.1

8.2
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Intellidex Disclaimer
This research report was issued by Intellidex (Pty) Ltd. Intellidex aims to deliver impartial and objective assessments of securities, companies or
other subjects. This document is issued for information purposes only and is not an offer to purchase or sell investments or related financial
instruments. Individuals should undertake their own analysis and/or seek professional advice based on their specific needs before purchasing or
selling investments. The information contained in this report is based on sources that Intellidex believes to be reliable, but Intellidex makes no
representations or warranties regarding the completeness, accuracy or reliability of any information, facts, estimates, forecasts or opinions
contained in this document. The information, opinions, estimates, assumptions, target prices and forecasts could change at any time without prior
notice. Intellidex is under no obligation to inform any recipient of this document of any such changes. Intellidex, its directors, officers, staff, agents
or associates shall have no liability for any loss or damage of any nature arising from the use of this document.

Remuneration
The opinions or recommendations contained in this report represent the true views of the analyst(s) responsible for preparing the report. The
analyst’s remuneration is not affected by the opinions or recommendations contained in this report, although his/her remuneration may be affected
by the overall quality of their research, feedback from clients and the financial performance of Intellidex (Pty) Ltd. Intellidex staff may hold positions
in financial instruments or derivatives thereof which are discussed in this document. Trades by staff are subject to Intellidex’s code of conduct which
can be obtained by emailing mail@intellidex.coza. Intellidex may also have, or be seeking to have, a consulting or other professional relationship
with the companies mentioned in this report.

Guide to recommendations
A buy recommendation is made where the target price is 10% above the current price, a sell when it is 10% below the current price, and a hold
recommendation when it is within 10% of the current price. The risk measure is a subjective determination guided by the beta of the share price.
We also examine the financial and operating leverage of the business. ©This document is copyrighted by Intellidex (save for information contained
in this document provided by third parties which may be copyrighted to them) and may not be distributed in any form without the express prior
written permission of Intellidex.

Absa Stockbrokers disclaimer
This research note is prepared for Absa Stockbrokers (Pty) Ltd and / or Absa Portfolio Managers (Pty) Ltd ("Absa") by Intellidex (Pty) Ltd, a company
registered in South Africa, registration number: 2008/005881/07 (“Intellidex”). Intellidex is an independent company contracted to Absa.
The views expressed in this note are those of Intellidex and/or its analysts and are not necessarily the views of Absa or any officer or agent
thereof. The information contained in this communication does not constitute an offer or the solicitation of an offer to enter into any transaction for
the sale or purchase of any security, nor does it constitute any recommendation, guidance or proposal to enter into any transaction for the sale or
purchase of any security. The information is provided for illustrative purposes only and is not guaranteed. Absa does not represent or warrant that
the information contained in this report is true or accurate and no undertaking (express or implied) is given and no responsibility nor liability is
accepted by any member of Absa, its employees and agents, as to the accuracy of the information contained herein. Past performance is no
indication of future performance. While every effort has been made to ensure the accuracy of the above information, Absa does not accept any
liability or responsibility for any loss, damage or expense incurred in relying on the above information or in the use thereof, nor makes any
representation as to the accuracy or completeness of the above information. All opinions, estimates and findings contained in this document may
be changed after distribution by Intellidex at any time without notice.
This document has been prepared in accordance with local regulations which may differ from the requirements of US, UK and European
regulations. In distributing this research to you, Absa does not hold this out to be impartial (objective) as it may have been prepared by persons
who may be exposed to conflicts of interest.
You should be aware that this document might have been originally disseminated by Intellidex to its clients other than Absa. As such, employees
and clients of Intellidex and any persons connected with it may have had the opportunity to act upon the information contained in this document.
The recipients of this document are urged to seek independent advice with regard to the securities and investments referred to in this document.
Absa Stockbroking and Portfolio Management is made up of:
Absa Stockbrokers Pty Limited and Absa Portfolio Managers (Pty) Ltd.
Absa Stockbrokers (Pty) Ltd is a Member of the JSE Equity Market and a Registered Credit Provider Reg No. NCRCP68, an Authorised Financial
Services Provider with FSP No 45849.
Absa Portfolio Managers (Pty) Ltd trading as Absa Asset Management Private Clients, an Authorised Financial Services Provider, License No. 552.
Content for non-US residents only.
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FAIS Notice and Disclaimer
This brochure/document/material/report/communication/commentary (“this commentary”) has been prepared by Absa Stockbroking and Portfolio
Management.
Absa Stockbroking and Portfolio Management has issued this commentary for information purposes only and you must not regard this as a
prospectus for any security or financial product or transaction. We do not expressly, tacitly or by implication represent, recommend or propose that
the securities and/or financial or investment products or services (the “Products”) referred to in this commentary are appropriate and/or suitable for
your particular investment objectives or financial situation or needs. This commentary is not, nor is it intended to be, advice as defined and/or
contemplated in Financial Advisory and Intermediary Services Act, 37 of 2002 (“FAIS”), or any other financial, investment, trading, tax, legal,
accounting, retirement, actuarial or other professional advice or service whatsoever (“advice”). All the risks and significant issues related to or
associated with the Products are not disclosed herein and therefore, prior to investing or transacting, you should fully understand the Products
and any risks and significant issues related to or associated with them. This commentary is neither an offer to sell nor a solicitation of an offer to
buy any of the Products, which shall always be subject to our internal approvals and the execution of all requisite documentation.
You have to obtain your own advice prior to making any decision or taking any action based hereon and we, our affiliates, officers, directors,
partners, or employees (in whose favour this constitutes a stipulation on behalf of another) do not accept any liability whatsoever for any direct,
indirect or consequential damages or loss arising from any use of or reliance on this publication or its contents, and irrespective of whether or not
you have obtained independent advice.
Should you be a consumer in terms of the Consumer Protection Act No 68 of 2008, as amended, (i.e. a natural person or an entity with an asset
value and annual turnover below R2m), then the above provisions limit and exclude the liabilities which we will have towards you and also place
obligations on you.
Absa Stockbroking and Portfolio Management is made up of:
Absa Stockbrokers Pty Limited and Absa Portfolio Managers (Pty) Ltd.
Absa Stockbrokers (Pty) Ltd is a Member of the JSE Equity Market and a Registered Credit Provider Reg No. NCRCP68, Absa Portfolio
Managers (Pty) Ltd, an Authorised Financial Services Provider with FSP No 552.
Absa Portfolio Managers (Pty) Ltd trading as Absa Asset Management Private Clients, an Authorised Financial Services Provider, License No.
552.
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