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Coty, a World Leader in Beauty, Has 123% Upside
The company has a strong market position as a result of its aggressive acquisition strategy.
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Coty (ticker: COTY)
Recent price: $18.81

Estimated Intrinsic Value
Range:

$16.68 -
$42.02*

Downside/Upside Potential
Range:

-11% to
+123%

Dividend Yield: 2.70%

Market Cap: $14.1 billion

52-Week Range: $16.95-30.13

LTM Revenue: $6.4 billion

LTM Ebitda: $991 million

LTM Diluted EPS -$0.28

LTM P/E: NA
*Assumptions for our estimated intrinsic values
are below.

This article first appeared on SumZero, the world’s largest research community of buyside investment professionals. In some cases Barron’s edits the research
for brevity; professional investors can access the full version of this thesis and tens of thousands of others at SumZero.com.

Growth Through M&A

Coty’s strong market position is the result of its aggressive M&A strategy. In October 2016, Coty doubled in size through the merger with P&G’s beauty business.
The merger, initially valued at $12.5B, saw Coty take control over some 41 brands previously owned by P&G. The transformational deal bolstered sales and
expanded Coty’s product suite to include the addition of ‘salon professional’ and hair coloring brands. Coty is now ranked as the third largest beauty
manufacturer in the world, holding dominant positions across key beauty categories including #1 in fragrances, #2 in salon hair, and #3 in color cosmetics.
However, the deal has not been without its challenges.

Stock Price Weakness Presents a Long-term Opportunity

Coty has experienced negative investor sentiment following trading disruption around the close of the P&G beauty
deal and concerns toward slowing revenue growth and capital expenditure. Coty has posted weak quarterly results
while inventory levels (for acquired brands) have been significantly higher than anticipated. There appears an
increased likelihood of integration complications with inherent uncertainty towards the timing of synergy extraction.
As a result, Coty’s stock has fallen 41% from its recent high of US$29.75 in August 2016 to $18.81 on June 7,
2017.

M&A Integration

The most important value creation from the merger of P&G’s beauty brands is Management’s estimated
improvement of Coty’s operating profit margins from 14.3% (Standalone Coty FY16 adj. operating profit margin) to
~19.6% in FY2020 (Pro forma Coty adj. operating margin). This will make Coty an industry leader in profit margins.
There exists skepticism toward whether this is achievable by 2020. However, it is our view that even if Management
missed their target by say 1%. i.e., only achieved an 18.6% operating margin by 2020, the significant improvement

would still require the market to rerate the stock. We also note that the margin improvement forecast does not include the anticipated portfolio rationalization and
any underlying growth in the newly combined business.
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Economies of Scale

The completion of the P&G deal marked the largest beauty portfolio acquisition in history, significantly increasing Coty’s scale. It saw the Company become the
third largest beauty company globally, from seventh before the merger. The move places Coty in an even stronger position when negotiating with suppliers,
retailers, advertising agencies, and the likes. The Company has already established a name for itself as a tough negotiator including the insistence of 120-day
payment terms for marketing contracts. (Advertising agency Grey, recently resigned its Coty account citing financial differences – we hypothesize this represents
a push by Coty to reduce its cost base). We further assert that Coty’s scale will enable the Company to accelerate revenue growth through the acquisition of
smaller products/brands, utilizing their distribution and sales networks to enhance their value.

Diversified Portfolio of Iconic Brands

Coty has a broad, well-diversified portfolio of more than 70 iconic brands including Calvin Klein, Chloé, Clairol, CoverGirl, Marc Jacobs, Max Factor and Wella to
name a few. We see additional upside through further optimization of Coty’s brand portfolio. We suggest that the acquired P&G brands have not received the
necessary attention required to run them optimally as they were being prepared for sale. We further highlight the 16-month window the Coty/P&G deal took to
close during which time P&G would have had little incentive to invest in the growth of these brands. We look to Coty to continue to strengthen its global brands
by directing resources to higher growth potential brands while stabilizing remaining brands. Coty has openly stated its intent to explore alternatives for non-core
brands including the potential for divestment. We believe that this is one short-term catalyst that can improve margins, revenue/profit growth and at the same
time deleverage the balance sheet.

Cornerstone Shareholder of Positive Influence

JAB Holding Company (“JAB”) is Coty’s largest shareholder, with a shareholding of 36.84%. JAB is the investment arm and holding company of the billionaire
Reimann family. JAB focuses on long-term investments in companies with premium brands, attractive growth and strong margin dynamics (Assets as at 31
December 2016 totaled €21.3B including a ~9% stake in Reckitt Benckiser ).

JAB stands out, mainly due to the immense experience of the people who run it, particularly within the consumer products industry. Current management
consists of Peter Harf (ex-Chairman of Anheuser-Busch InBev ), Bart Becht (ex-CEO of Reckitt Benckiser) and Olivier Goudet (Chairman of Anheuser-Busch
InBev). JAB has direct ties to renowned investment firm 3G Capital - Olivier Goudet currently serves as chairman of 3G-controlled Anheuser-Busch InBev. Both
JAB and 3G have a history of investing in consumer brands with a focus toward cost reduction. We believe JAB’s cornerstone shareholding is extremely positive
for long-term minded minority shareholders.

Insider Trades

‘Insiders’ (including Management, Directors and JAB) have been actively buying Coty shares since the completion of the merger with P&G’s beauty brands. This
includes an additional ~€72M of Coty shares acquired by JAB in February 2017. Such acquisitions highlight JAB’s confidence in Coty to execute on its
integration strategy. We view such stock purchases as affirmation of the apparent value gap between Coty’s current share price and its intrinsic value.

Returning Capital to Shareholders

Management continues to show confidence in Coty’s cash flow generation capability – the Company recently transitioned to quarterly dividends and increased its
dividend payment by 82% to $0.125 per quarter (this amounted to $93.4M, vs Coty’s Free Cash Flow of $567M in Q2/17). This implies a dividend yield of 2.7%,
which is currently ~90% higher than the industry peer group average of 1.4%. Furthermore, Coty bought back 1.4M shares for the six-month period ending 31
December 2016, with a price range of $25.35 - $27.40.

Investment Thesis - Summary

Following the completion of Coty’s complicated multi-year integration process, we expect the Company to emerge as a formidable challenger to leading peers of
L’Oréal and Estee Lauder. A focus on increased scale and business segment expansion are projected to deliver economies of scale and further diversify revenue
streams. We see this as a catalyst for Coty to improve its margins and stabilize its earnings profile.

Due to the extent of integration and reorganization required, we expect Coty to experience a period of short-term uncertainty and volatility. However, we continue
to have confidence in both the Board and Management to execute on its plan. Furthermore, we believe the investments into P&G’s orphaned beauty brands
(e.g., the relaunch and repositioning of COVERGIRL and Max Factor) could yield surprising upside in the medium term that is not currently being considered by
the market. In the meantime, we are paid to be patient, as Coty currently pays what we believe to be a sustainable dividend which yields above its peers at 2.7%.
Assuming sustainable cash flow generation, the attractive yield should reduce downside risk in a market sell-off.

Assumptions for Our Estimated Intrinsic Values

Coty currently trades at $18.81 per share (as of June 7, 2017), at an implied P/E multiple of 19.7x (based on an adjusted FY16 EPS of $1.05). We estimate
Coty’s Intrinsic Value to be between $16.68 - $42.02 assuming normalized trading conditions.

Our valuations represent downside/upside potential of between -13% to +123%.

Pessimistic Scenario #1

- We assume the Company’s earnings stagnate at FY2016 Adjusted EPS of $1.05.

- We also assume GFC low P/E ratio of 10.49x, which is the average of the lowest P/E ratio of L’Oréal (11.32x*) and Estee Lauder (9.66x ) during this time
period.

Pessimistic Scenario #2

- We assume the Company’s earnings stagnate at FY2016 Adjusted EPS of $1.05.

- To simulate the market pessimism/disappointment, we apply a 30% discount to the current peer group average Forward P/E multiple of 22.7x that provides us
with a 15.89x P/E ratio.

Neutral Scenario

- We assume Management is only able to achieve some of the forecast margin/profitability improvement. We apply a 25% discount to Management’s FY2020
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Forecast EPS of $1.53 and arrive at our estimated FY2020 EPS of $1.22.

- We think it is appropriate to discount the current peer group average Forward P/E multiple of 22.7x by 10% in this neutral scenario that provides us with a
20.43x P/E ratio.

Optimistic Scenario #1

- We assume Management is able to achieve its forecast margin/profitability improvement, and achieve its FY2020 Forecast EPS of $1.53.

- We utilize the current peer group average Forward P/E multiple of 22.7x in this scenario.

Optimistic Scenario #2

- We assume Management is able to achieve its forecast margin/profitability improvement, but is also able to grow the business organically and achieve further
margin improvement from planned divestments. We apply a 10% premium to Management’s FY2020 Forecast EPS of $1.53.

- In this Optimistic Scenario, we suggest the market is willing to pay a 10% premium to the current peer group average Forward P/E multiple of 22.7x, this implies
a Forward P/E multiple of 24.97x.

The Elevation Capital Value Fund began to establish a position in Coty in January 2017, at an average cost of $18.72 per share (as of 12 April 2017).

Elevation Capital Management Limited

Website: www.elevationcapital.co.nz

Email: info@elevationcapital.co.nz

Twitter: @ElevationNZ


