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Investment performance to 31 December 2014 

 

 

3 months 

 

6 months 

 

1 year 

 

 

Since Inception  

Evans and Partners International Fund 11.58% 17.42% n/a 15.33% 

Benchmark
 

7.49% 13.45% n/a 15.65% 

Difference  4.10% 3.97% n/a -0.32% 

Performance is net of management and administration fees only. These figures represent historical performance only. Past performance should 

not be taken as an indication of future performance. Inception date is 18th February 2014. Numbers may not sum due to rounding. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

       Holdings as at 31 December 2014 

Company Region Sector 

Ecolab US Materials 

Praxair US Materials 

3M US Industrials 

Legrand Europe Industrials 

Illinois Tool Works US Industrials 

Compass Group UK Commercial Services 

Reed Elsevier UK Commercial Services 

Grainger (W.W.) US Commercial Services 

Omnicom US Commercial Services 

Nestlé Europe Consumer Staples 

L'Oréal Europe Consumer Staples 

American Express US Non-bank Financial Services 

Fiserv US Information Technology 

 

Objective 

We aim to generate absolute returns of 8-12% pa over a 5-7 

year investment cycle. Our approach is to own a 

concentrated portfolio of 10-15 high quality, value-creating 

businesses acquired at material discounts to their intrinsic 

value.  

 Portfolio weight by source of revenue 

 

Contributors to portfolio return - December quarter 2014 

Top 5 Bottom 5 

Omnicom  1.85 Schlumberger  -0.54 

Illinois Tool Works 1.79 Ecolab -0.13 

3M  1.53 Legrand  0.39 

Reed Elsevier  1.19 Nestle  0.42 

Fiserv  1.11 American Express  0.46 

 

Securities movements for the December quarter 

Bought in: - 

Sold out: Schlumberger 

Increased 

holding:           

Praxair, Grainger (W.W.), Legrand, 

Ecolab, L'Oréal 

Decreased 

holding: 
Nestlé, American Express 

 

Evans and Partners Pty Ltd (ABN 85 125 338 785, AFSL 31807) has prepared this document for information purposes only based on information provided by Equity Trustees Limited (ABN 46 

004 031298, AFSL 240975), the Responsible Entity for the Fund. Any information contained in this publication is current as at the date specified at the beginning of this report (unless 

otherwise specified) and is provided by the issuer of the Fund. Neither Equity Trustees Limited nor its related entities, directors or officers, guarantees the performance of, or the repayment 

of, capital or income invested in the Fund. This document should be regarded as general information only rather than financial product advice. It has been prepared without taking account 

of any individual’s objectives, financial situation or needs. As such, you should, before acting on any such information, consider its appropriateness, having regard to your objectives, 

financial situation and needs. We strongly encourage you to obtain professional advice and to read the relevant Product Disclosure Statement (PDS) in full before making an investment 

decision or, where available by making an application through the mFund settlement service (mFund) by placing a buy order for units with your licensed broker. A copy of the PDS can be 

obtained by contacting Evans and Partners or referring to the Evans and Partners web site: www.evansandpartners.com.au. 

 

 

Source: Company filings, E&P analysis 

Portfolio Manager Stephen Arnold 

Benchmark
 

MSCI All Countries World 

Accumulation Index Ex-Australia 

(A$) 

Inception Date 18
th

 February 2014 

 

Numbers represent contribution in basis points of each stock to the percentage 

change in portfolio value. 
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Market commentary 

International equity markets rose by 7.5% for the quarter (all figures in AUD unless noted otherwise), a significant portion of 

which came from the weakness of the AUD. China’s Shanghai Composite Index returned an extraordinary 44.8% for the three 

month period. Softening in the Chinese residential property sector has shifted the interest of domestic investors to the stock 

market, and there were record levels of new brokerage account openings in the quarter as well as a dramatic increase in 

margin loans. Hong Kong’s equity market rose by 10.3% while South East Asia, a beneficiary of lower oil prices, appreciated by 

8.9%. Other emerging markets contrasted with Asia’s performance: Russia fell by 25% due to the oil price decline and 27% fall 

in the value of the ruble against the Australian dollar; the Middle East fell by around 25%; Brazil declined by 8.5% and Mexico 

by 6.5%. In developed markets the US led the way with an appreciation of 11.7%. Europe was flat in aggregate but ranged from 

a 6.4% fall in Spain to an equivalent gain in Germany. Finally, the UK and Japan rose by 1.9% and 4.1% respectively.  

 

Looking at major industry groups globally, the strongest gains came from the IT sector which rose by 11.1%. Health Care 

continued its outperformance of the last couple of years, rising by 10.0%. Declines in commodity prices were reflected in the 

laggards, with the Energy sector down by 10% and Materials up by just 1.4%, underperforming the broader market by 6%.  

 

The major theme in financial markets over the quarter was the 42% decline in the oil price, taking the fall from its peak in June 

to 50%. Although the oil price weakness is relatively recent it has already placed enormous stress on the economies of certain 

major producing nations, particularly Russia, Norway, Mexico and Venezuela, which has been reflected in large moves in their 

currencies and interest rates. In Russia the decline in the ruble against the US dollar during the quarter reached 42%. Rather 

than risk depleting its USD reserves defending its currency, Russia took the extraordinary step of increasing official interest 

rates by 7.5% in a single move. To stimulate its economy in the face of declining oil revenue Norway unexpectedly cut its 

official interest rates to a record low of 1.25%, which saw the Krona fall to an 11 year low vs the USD and five year low vs the 

Euro. Mexico intervened in the currency market for the first time since mid-2012 while Venezuela, which depends on oil for 

40% of government revenue, was pushed deeper into recession. As an aside, the deviation of the oil price from market 

expectations carries its own lesson about forecast inaccuracy - a survey of five major investment banks at the end of 2013 had 

a forecast for the Brent crude oil price at the end of 2014 of $104.10, with the most bearish forecast being $97.50.  

 

In economic news the US and the UK, already showing the most robust growth among major economies, continued to 

strengthen. In the US GDP grew in the September quarter at an annual rate of 5%, the strongest growth for more than a 

decade. The labour market, critical to a sustainable economic recovery, is strengthening across the board. In November 

321,000 jobs were added, the most since January 2012. A broad measure of joblessness that includes people who want to 

work but have given up searching and those working part-time because they cannot find full-time employment fell to a six year 

low. The number of long-term unemployed also fell to a six year low, while the average hours worked per week rose to a six 

year high. The tightening in the labour market is finally showing up in the price of labour - average hourly earnings rose by 0.4% 

in the month, the largest rise since June 2013. This is particularly important for the durability of the economic recovery and 

household deleveraging, but may prove to be a double-edged sword for corporate America. The percentage of total US 

national income accruing to labour has fallen materially over the last 15 years, which has been mirrored by an increasing share 

of the economic pie accruing to businesses in the form of profits. Rising wages will support consumption growth and corporate 

revenue but this may be more than offset by their effect on profit margins.  

 

In the UK the unemployment rate fell to the lowest level for more than five years, while wages rose in real terms in November 

for the first time since 2009. Importantly, an increasing proportion of new jobs are full-time. On the other hand the UK 

recorded a current account deficit in the September quarter of 6% of GDP, equal to its largest on record.  
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Portfolio Performance 

The International Fund appreciated by 11.6% in the quarter, 4.1% ahead of the global equity market and 9.1% ahead of returns 

from the Australian market.  

 

Key positive contributors to performance in the quarter were 3M, which rose by 24.5% in AUD; Omnicom (up 20.9%), Illinois 

Tool Works (+20.4%) and Fiserv (up 17.4%).  

� 3M – during the quarter 3M reported strong earnings for the three months to September. In Q3 3M grew EPS by an 

impressive 11%, with revenue on an underlying basis up by 4.6% and profit margins expanding from already very healthy 

levels. Underlying revenue growth in the US was notable at 6%. During the quarter 3M hosted an investor day and we also 

met with the company’s CFO in their Minneapolis head office. The key messages were the company’s emphasis on: 

• prioritization – not every 3M business is equally attractive and resourcing will differ accordingly 

• innovation – 3M is in the process of significantly increasing investment directed to longer-term, disruptive innovation 

• customer relevance – the word “customer” was mentioned at least 90 times during the analyst day 

• what makes 3M special? – the combination of technology, in-house manufacturing, global capabilities and brand.  

 

We continue to view 3M as a very high quality and well managed business, although the strong share price performance has 

somewhat reduced the attractiveness of its valuation.  

� Omnicom – since Omnicom and Publicis called off their proposed merger last May the operating performance of the two 

companies has diverged markedly. While Publicis has struggled with client losses, talent defections and poor underlying 

growth Omnicom has performed admirably. In their September quarter Omnicom’s underlying revenue growth was 6.5% 

with EPS up 10%. Notable was the 8.9% growth in the US, which follows 8.8% growth there in the June quarter.  

� Illinois Tool Works – during the quarter ITW reported strong earnings growth for the September quarter and also hosted its 

annual investor day. Revenue for the three months to September grew on an underlying basis by 3.5%, with strength in 

both the US and Europe. ITW’s profit margins expanded significantly due to the benefits from its multi-year efficiency and 

restructuring program, driving EPS up by 34%. At the analyst day management stated that the internal efficiency program is 

delivering more savings than expected and raised their guidance for 2017 profit margins. Management also noted that the 

company’s two largest divisions, Welding and Auto OEM, earn profit margins that are 3x and 1.9x the average of their 

respective peer groups. 

� Fiserv – for the September quarter Fiserv reported an acceleration in their rate of underlying growth to 5%, with EPS rising 

by 10%. Fiserv is benefitting from strong growth in payment solutions for its bank clients, such as mobile banking and 

online banking software. We expect that the company’s rate of revenue growth to continue to accelerate over the next 

couple of years as household adoption of these services rises and Fiserv continues to win market share. We also expect 

earnings growth to continue to be supported by margin expansion due to cost reduction and operating leverage.  
 

Detracting from performance were Schlumberger (down 13.8%) and Ecolab (down 2.5%).  

� Schlumberger – see next section. 

� Ecolab – Ecolab’s share price has underperformed due primarily to concerns regarding its exposure to the energy market, 

which accounts for about 20% of group earnings. Ecolab’s Energy business grew on an underlying basis by 14% in Q3 and by 

8% in H1, helped by market share gains and new applications. There will certainly be customer cutbacks affecting drilling, 

which accounts for 20% of Energy revenue, and possibly production (60% of revenue) if the industry reduces output to 

address excess supply. Ecolab’s non-energy businesses are also being affected by weaker economic activity, particularly in 

paper manufacturing, mining and restaurants. That said, we view Ecolab as a very high quality business with attractive long 

term growth prospects with a valuation that has become more attractive. 
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Portfolio Changes - stocks removed from the portfolio 

Schlumberger 

Our sale in early December reflected significant changes in the fundamentals of the oil and gas markets in recent months 

and insights from a day spent in Houston in mid-November visiting with Schlumberger, its two largest peers, and one of its 

customers.  

� Oil company spending – the 50% decline in the oil price since mid-year is leading oil companies to reduce their capital 

expenditure budgets and hence planned spend on oilfield services. We are entering a downturn in customer spending after 

a number of years of strong growth.  

� Pricing pressure – weaker customer spending will leave parts of the oilfield services market oversupplied and we may see 

lower demand compounded by pricing pressure.   

� Vulnerability to tightening credit conditions – the energy sector is the largest borrower in the US high-yield bond market. A 

tightening of credit conditions would make it difficult for some oil companies to refinance their junk debt, which will lead to 

even greater cutbacks in their capital expenditure.  

� Near and medium term earnings outlook – we expect that Schlumberger will need to downwardly revise their outlook for 

2015 earnings. Additionally, we now view it as unlikely that the company will meet its 2017 medium term guidance, which 

calls for revenue growth of about 7% pa and significant expansion in profit margins. 

� Translation impact – Schlumberger derives 6% of its revenue from Russia. The significant depreciation in the value of the 

ruble this year will reduce EPS by 2-3%.  

 

Schlumberger was a poor investment for the portfolio since our purchase on September 2
nd

. It declined in USD by about 

20%, costing the portfolio about 80bp. Our due diligence underestimated the inherent cyclicality in the business, which 

over the past half-decade had been obscured by relatively stable oil prices at around $100 and a strong customer spending 

environment. We also purchased the stock at a valuation multiple that assumed five years of very strong earnings growth 

and therefore did not embed a sufficient margin of safety. 
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A Review of Equity Markets and Portfolio Performance in 2014 

International equity markets generated a return of 14.1% for the year, of which the lower Australian dollar contributed 4.7%. 

The local currency gain of almost 10% exceeded our expectations, given valuations for market aggregates at the beginning of 

the year that we viewed as pricey.  

 

Let’s look at what drove returns for the world equity market for the calendar year, using the traditional approach of 

geographies and sectors. Starting with countries, China’s Shanghai Composite Index was the standout with a 63% gain which 

followed several years of significant underperformance. India’s change of government was welcomed by investors and its 

market added 35%.  Most other emerging markets lagged the world index - South East Asia rose by around 10%, Brazil fell 6%, 

while Russia fell by 41%, most of which was due to the decline in its currency vs AUD. In developed markets the US led the way 

with a gain of 23%, followed by Hong Kong’s 15%. Japan, the UK  and Western Europe all rose between 2% and 5%.  

 

Looking at sector performance, Health Care led the way for the second year running with return of 29%. IT rose by 26% as “old 

tech” returned to favour and Apple, the world’s largest company, gained 50% and Utilities added 24%, helped by the 

attractiveness of their high dividend yields. Energy topped the losers and declined by 5% due to the 50% fall in the oil price. 

Materials rose by 2%, held back by weaknesses in the prices of commodities such as iron ore and coal. The telecommunication 

sector gained 7%, underperforming the broader market by 7%.  

 

The International Fund returned 15.3% after fees for the period from inception on Feb 18
th

 to the end of December. We 

essentially matched the 15.7% return from the international equity market over the same period despite having minimal 

exposure to the strongest performing areas of the market – no China, no utilities, no health care, and just a single investment 

in IT (Fiserv). Ours is a conservative approach and our starting point is to protect client capital. As such we are comfortable 

taking a pass on many emerging markets, where rule of law and treatment of foreign investors is questionable, the state 

distorts the allocation of capital through intervention in industries such as energy and banking, and many sectors are subject to 

overcapacity. We also deliberately avoid industries subject to a high degree of regulatory risk, such as health care and utilities; 

highly cyclical and undifferentiated businesses, such as commodities; businesses where high financial leverage is common and 

risk is opaque, such as banking, insurance and utilities; and sectors subject to rapid technological change and where leadership 

positions are short-lived, such as the majority of IT. While this conservative approach kept us out of parts of the market others 

profited in, it also meant we had no exposure to Russia, no materials, no telcos, and only a modest exposure to energy.   

 

Looking at the performance of our stocks, Fiserv, 3M and Reed Elsevier all appreciated by around 30%, with ITW the next 

largest contributor with a 25% return while Compass put on 19%. What is common about these five businesses is what they 

are not: none are fast growers; none are “emerging market plays”; none fit into any identifiable theme; none benefitted from 

any investment “catalysts” and none are “turnaround stories”. They are simply high quality businesses that are well managed 

and conservatively financed that were purchased at attractive valuations. We are firmly of the view that good investments do 

not require one to go into the realms of the esoteric, the risky, the fast growth, the complex, the exciting, the thematic, the 

event-driven, the small, countries on the Department of Foreign Affairs “do not travel” list or the “new new thing”.  

 

Time Warner also made a significant contribution to the portfolio’s return, outperforming the market by 21% until it was sold 

in August following a takeover offer. Three stocks were sold after a period of material underperformance – Schlumberger (by 

23%), Viacom (by 13.5%) and Diageo (by 11.2%). Of the stocks we owned for the whole year only Legrand meaningfully 

underperformed, lagging the market by 8%. Pleasingly, our best performing investments tended to be our largest stocks, while 

the impact of our four underperformers was mitigated by their below-average position size in the portfolio.  
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As we look into 2015 there are four themes that we believe will play a key role in financial markets in the year ahead: 

1. Normalisation of US monetary policy 

There are very few certainties in life – that US official short term interest rates won’t remain at zero forever is one of them. 

What can we expect when this period of extraordinarily easy monetary policy ends and the interest rate pendulum finally 

starts swinging in the other direction? 1994 is often used as a reference point when considering the impact on financial 

markets of a rising rate cycle in the US, one of which was the Latin American debt crisis. However, the 1994 tightening cycle 

came after a period when the Fed Funds rate had bottomed at 3% and was at this level for a total of just 14 months. In the 

current cycle the Fed Funds rate has been at a level of “effectively zero” for six years already with another six months, give or 

take, on the cards. Having official rates much lower and for much longer is likely to mean a more challenging adjustment 

process. In general terms a higher portion of borrowers today than in 1994 have debt that has benefitted from ultra-low US 

rates and will become more expensive over time. Riskier borrowers have been particular beneficiaries of easy US monetary 

policy, raising debt at rates that a few years ago would have seemed fanciful. This includes highly leveraged corporates in the 

US and Europe, particularly for private equity transactions; emerging markets sovereigns and corporates, particularly those 

who have issued debt in USD; and higher risk individuals, with the flow of credit to sub-prime borrowers in the US auto market 

over the last year notable.  
 

The pace at which US monetary policy normalises will be heavily influenced by labour market conditions and wage growth. On 

this front it is worth noting that two years ago the Fed expected unemployment to be 7.4% at the end of 2014. Labour market 

improvement has far exceeded the Fed’s expectations and unemployment ended 2014 at 5.8%.  
 

2. Energy 

The value of oil consumption at US$100/ barrel is around 4.5% of global GDP. The decline in prices will at a basic level 

represent a wealth transfer from producing nations to net importers (Japan, China and India being among the largest 

beneficiaries). It will also act like a tax cut to households and many businesses. So, it is probably fair to conclude that at a “first 

order level” the halving of the oil price is a net positive for world GDP. On the other hand, lower energy prices are deflationary, 

which will make raising inflation to the target level of 2% in Europe and Japan even more difficult. Additionally, lower oil 

revenue is a clear negative for the economies of Russia, Iran and Venezuela. This is compounded by the fact that oil exports are 

a key source of US dollars for these countries where their currencies are already under severe stress.  
 

Second and third-order consequences are by their nature less obvious and often not at all apparent in advance. It does seem 

reasonable to state that recessions in Russia, Iran and Venezuela will increase the level of geopolitical risk globally. Energy 

accounts for about 15% of the US sub-investment grade bond market, larger than any other industry, so some stress in credit 

markets is a clear possibility. In declining markets investors wishing to sell often find that the liquidity is not where they wish it 

to be. These investors may have to “sell what they can, not what they want”, thereby creating spillover-effects. This may 

explain recent weakness in the equity markets and currencies of Turkey and South Africa which, as major oil importers are on a 

“first order” basis clear beneficiaries of the oil price decline but likely have been caught up in a general flow of funds out of 

emerging markets.  
 

3. Fragile and divergent growth 

While the economic fundamentals in the US are looking increasingly healthy, growth in much of the rest of the world is 

increasingly fragile. In Europe the Bundesbank recently halved its forecast for Germany’s GDP growth in 2015 to 1% and 

growth in France and Italy remains barely positive. There are national elections to be held in Greece in February, in the UK in 

May, in Portugal in September, and in Spain in December. It is interesting to note the rising popularity of anti-EU and anti-

austerity parties, such as UKIP in the UK, Syriza in Greece, Podemos in Spain, the Five Star Movement in Italy, and France’s 

National Front. Japan’s GDP contracted at an annualized rate of 1.6% in the September quarter and there is scant evidence of 

“Abenomics” supporting a sustainable improvement in the economy.  
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In the developing world Brazil and Russia are effectively in recession. China’s challenges of high indebtedness and industrial 

overcapacity remain, while weakness in the property sector has become broader in recent months. Lower energy prices will 

exacerbate the already divergent growth between oil producing countries such as Russia, Venezuela, Mexico and the Middle 

East, and the US. Higher US interest rates may place additional stress on already weak emerging economies. 

 

Inflation in the non-US developed world remains fragile and verging on negative. Prices are declining in much of Europe and 

the rate of underlying inflation in Japan slowed to 0.7% in November. Sovereign bond yields in much of Europe are at multi-

century lows, and the Euro ended 2014 at its lowest level vs the USD for six years. Deflation in Europe and Japan would be 

dangerous for at least two reasons. Firstly, it would increase the debt burden in real terms in economies where debt-to-GDP 

levels are already very high and continuing to rise in all countries except Germany, and where there is little income or 

employment growth to support debt repayment. Secondly, it would act as a disincentive for households to consume in 

countries where consumer confidence is already weak.  

 

It is worth bearing in mind that policy options in Europe, Japan and the major developing countries including China are very 

limited. Given current sovereign debt levels there is little scope for major fiscal stimulus. Official interest rates are at or close to 

zero in Japan and Europe and as such cannot be cut further. While a great deal of hope has been invested in the prospect of 

quantitative easing (QE) from Europe’s central bank, in our view there is little evidence from other countries where this policy 

has been used that QE will increase either economic growth or inflation.  

 

4. Equity market valuations 

The preceding three themes are all very well but what do they mean for investors? It is worth remembering that the Asian and 

Russian financial crisis in 1997/98 were followed by two years of spectacular equity returns in developed markets. Market 

valuations on January 1
st

 may not have a great deal of influence over 2015 equity market returns, but the price we pay will be 

the primary determinant of long term investment outcomes.  

 

To address this topic we use the US market as a proxy for the world simply because of the length and quality of its data. We 

use 1950 as a starting point to avoid the distortions caused by the war years. Since 1950 the median price to trailing earnings 

for the S&P500 has been 16.7x. At the end of December the US market was trading on 19.8x earnings, an 18.8% premium to its 

long term median. So, on this measure the market looks pricey but not wildly expensive. However, as was touched on in page 

2, corporate earnings in the US (as in many countries) as a proportion of GDP have increased materially over the last decade or 

so. Were the division of national income to revert to a long term average corporate profit margins would be materially lower. 

On this basis (using a measure known as the Shiller PE) the US equity market is trading on a multiple 45% above its long term 

average. So, these two measures indicate international equity markets (using the US as a proxy) are modestly to materially 

over-valued.  

 

Of course, there is no economic law which dictates reversion to the mean, and if corporate earnings can maintain or further 

increase their share of the GDP then today’s market valuation may prove more reasonable than either the simple PE or the 

Shiller PE indicate. It is our view, however, that market aggregates today are priced to deliver very low real returns. We have 

had a five year period where market valuation multiples have risen and simply being “in the market” has delivered a very 

satisfactory outcome. From here we believe that a selective approach, emphasizing businesses with the profitability and 

balance sheet strength to withstand potential macro challenges, and that are available at prices clearly below their intrinsic 

value, will be key to both protecting and growing one’s capital.  
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Stock focus – Reed Elsevier 

Reed Elsevier (Reed) is a world leading provider of professional information solutions. Almost half of Reed’s earnings are 

derived from its Science and Medical publishing business, where Reed is the world’s largest publisher of peer-reviewed 

academic journals. Reed publishes over 330,000 articles per year in almost 2,000 journals which are accessed by around 11m 

people with nearly 700m full-text article downloads annually. Reed also publishes over 1,500 health science book titles and 

clinical reference works, including Grey’s Anatomy. Reed’s other businesses includes LexisNexis, which is a leading provider of 

legal and business information and analysis to law firms, corporations and governments, primarily in the US. Risk Solutions 

provides decision tools by combining proprietary, public and third-party information with advanced technology and analytics. 

Finally, Reed’s Exhibition business hosts around 500 trade shows annually with 6m participants.  

 

Reed has evolved over many years from a collection of print based publications with a heavy reliance on advertising to now 

having over two-thirds of its revenue from electronically-delivered data. Reed is now moving to making its digital content even 

more valuable via analytic tools that are embedded in the workflow of its customers. This creates a more robust, stickier, 

higher quality business. A good example of this is Reed’s Choicepoint business, which combines data submitted by all the auto 

insurers in the US with a wide range of public records data to provide, with the help of sophisticated algorithms, decision tools 

to help verify the identity and quantify the risk of a policy applicant every time an insurance quote is requested.  

 

Reed today is highly profitable. Scientific Journals and Choicepoint both earn pre-tax profit margins above 50% while the group 

profit margin is close to 30% and return on invested capital is above 20%. We expect that with moderate revenue growth 

Reed’s profit margin can continue to gradually improve. Management have a thoughtful and disciplined approach to capital 

allocation which we expect to continue to be a source of value creation for shareholders. 

  

Stock focus – L’Oréal  

Founded in 1909, L'Oréal today is the world’s largest beauty company with cosmetics sales of €20bn. We view L'Oréal as having 

three key competitive advantages: 

� Focus – beauty is the only business L'Oréal has ever been in. This contrasts with consumer conglomerates such as Procter & 

Gamble and Unilever, whose business span laundry care, food and person care. L'Oréal’s commitment to their business is 

demonstrated by their spending on research and development (R&D) and advertising, both of which have risen in each of 

the last ten years, including through the financial crisis.  

� Breadth – L'Oréal operates across the three main beauty end markets – professional (sold through salons); luxury 

(department stores); and mass (pharmacies). Breadth within beauty means L'Oréal is better able to leverage its R&D spend 

and its brand equity than a narrow competitor, such as Estee Lauder with competes only in the luxury segment.  

� Scale – L'Oréal is 50% larger than the beauty businesses of Unilever and P&G, and twice the size of Estee Lauder. Scale 

means L'Oréal has leverage with retailers that is advantageous over smaller peers, and also enables L'Oréal to acquire 

smaller cosmetics brands and sell them through its powerful global distribution system. 

L'Oréal has a long history of growing revenue organically at a rate about 1.5x that of its end markets. It has increased its 

share of the global beauty market from 8.4% in 2005 to over 13% in 2013. In both 2012 and 2013 L'Oréal gained market 

share in each segment and each geographic region.  

 

L'Oréal is highly profitable and generates an EBIT margin and return on invested capital of around 20%. Its profit margin has 

improved steadily over time, a trend we expect to continue in the future. Management has a good record of sensible capital 

allocation through share repurchases and bolt-on acquisitions. For example Kiehls had sales of €40m when acquired by L'Oréal 

in 1999 and sales in 2013 were €530m, while Maybelline has grown 7x since it was acquired in 1995 and is now the #1 make-up 

brand in the world. We believe L'Oréal can grow EPS at 8-10% pa over time. 
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GENERAL RESEARCH DISCLAIMER, WARNING & DISCLOSURES  

 

This document is provided by Evans and Partners ABN 85 125 338 785, holder of AFSL 318075.  

The information is general advice only and does not take into consideration an investor’s objectives, financial situation or needs. Before acting on the advice, 

investors should consider the appropriateness of the advice, having regard to the investor’s objectives, financial situation and needs. If the advice relates to a 

financial product that is the subject of a Product Disclosure Statement (e.g. unlisted managed funds) investors should obtain the PDS and consider it before 

making any decision about whether to acquire the product.  

 

The material contained in this document is for information purposes only and does not constitute an offer, solicitation or recommendation with respect to the 

purchase or sale of securities. It should not be regarded by recipients as a substitute for the exercise of their own judgment. Investors should be aware that past 
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