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BUY (Upgrade from HOLD)
Consensus ratings*:  Buy 2 Hold 10 Sell 2

Current price: HK$29.05
Target price: HK$34.45
Previous target: HK$24.90
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CGS-CIMB / Consensus: N/A
Reuters:
Bloomberg: 590 HK
Market cap: US$2,176m
HK$17,055m
Average daily turnover: US$1.86m
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Luk Fook Holdings

Looking into the re-rating potential

m Even though its 1H FY2019 results were not bad, the Company’s share price has
retreated since Nov 2018 due to bearish guidance.

m Luk Fook’s performance in Jan—Mar 2019 may have been lacklustre as SSSG was
likely to be affected by the high base effect.

m But this may be the trough quarter, as the sector outlook is likely to improve based on
our sector note released today.

m Upgrade to BUY as we still see re-rating potential on a gradually improving outlook.

m Our TP is lifted to HK$34.45, based on 13x FY2020E PER. (previous: 10x FY2019E
PER)

The worst period may be over for Luk Fook

We had turned negative on Luk Fook, despite its good interim results reported in Nov
2018. At the time, management guidance was cautious, and its SSSG figures were weak.
Specifically, for Q3 FY2019 (covering Oct—Dec 2018), overall SSSG was -10% during the
period, a sharp decline compared to Q2 FY2019 (+14%). All geographical markets
(Mainland China and Hong Kong/Macau) and product categories (gold and gem sets)
experienced weakness, and were much worse than in Q2 FY2019. The deterioration was
caused by: (1) a weakening RMB, and (2) uncertainty about the economic outlook
because of the Sino—US trade war. Since then, these risk factors seem to have abated,
making us less negative.

Q1 CY19 numbers may be lacklustre but outlook should improve
According to our findings and channel checks, we don’t expect the SSSG numbers
reported to be as encouraging as those of its peers like CTF [1929.HK; HOLD], especially
in Mainland China (i.e. could still be negative). This could be partly due to the high base
effect. For example, Luk Fook recorded 23% SSSG in Q1 FY2018 (Apr—Jun 2017), much
higher than its peers’. However, based on our sector analysis released today, we expect
the overall sector outlook to improve gradually.

Wholesale expansion could be a driver as well

Management previously guided net addition of at least 120 stores in FY2019. This implies
at least a 7% increase YoY in the number of stores in FY19. We expect the pace of store
expansion to be faster in FY20, similar to that of its Hong Kong-based peers to explore
more opportunities in smaller cities.

Re-rating on the path to recovery

Our earnings projection remains unchanged at the moment. But we revise up our TP
from HK$24.90 (using 10x FY19E PER) to HK$34.45 (using 13x FY20E PER). Our
change in TP is based on: (1) better earnings visibility on stabilizing macro data, and (2)
better market sentiment. These factors make us less cautious on the Company, allowing
us to adjust up our latest target PER to the 3-year average of forward PER. Upgrade to
BUY. At the current share price, we believe further re-rating potential could be possible,
as its valuation is not too demanding at the absolute level.

What to watch for next

(1) Quarterly data release in April, which will provide a better picture of the Q4 FY2019
performance covering Jan—Mar 2019; and (2) full year results in Jun 2019, in which we
believe its expansion plan, especially in the Mainland, is worth monitoring.

Financial Summary Mar-16A Mar-17A Mar-18A Mar-19F Mar-20F
Revenue (HK$m) 14,031 12,807 14,578 16,777 18,648
Operating EBITDA (HK$m) 1,347 1,420 1,738 1,859 2,007
Net Profit (HK$m) 959 1,017 1,369 1,460 1,556
Normalised EPS (HK$) 1.76 1.82 2.38 2.49 2.65
Normalised EPS Growth (36.5%) 3.5% 30.6% 4.4% 6.6%
FD Normalised P/E (x) 16.48 15.94 12.19 11.68 10.96
DPS (HK$) 1.10 1.10 1.10 1.10 1.10
Dividend Yield 3.79% 3.79% 3.79% 3.79% 3.79%
EV/EBITDA (x) 11.14 10.72 8.83 8.78 8.08
P/FCFE (x) 10.66 NA 21.06 40.19 26.79
Net Gearing (23.2%) (20.7%) (16.7%) (6.4%) (6.9%)
P/BV (x) 1.97 1.92 1.70 1.57 1.45
ROE 12.1% 12.2% 14.8% 14.0% 13.8%
% Change In Normalised EPS Estimates

Normalised EPS/consensus EPS (x) 0.98 1.03
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Figure 1: Quarterly SSSG figures of Luk Fook
3Q FY2017 4QFY2017 1QFY2018 2QFY2018 3QFY2018 4QFY2018 1QFY2019 2QFY2019 3QFY2019

10/01/2016 - 01/01/2017 - 04/01/2017 - 07/01/2017 - 10/01/2017 - 01/01/2018 - 04/01/2018 - 07/01/2018 - 10/01/2018 -
12/31/2016 03/31/2017 06/30/2017 09/30/2017 12/31/2017 03/31/2018 06/30/2018 09/30/2018 12/31/2018

Overall -10% 2% 5% 17% 1% 16% 22% 14% -10%
Gold -11% -1% 5% 21% -3% 16% 26% 23% -9%
Gold (by w eight) -19% -5% 5% 25% -9% 5% 21% 30% -7%
Gem-set jew ellery -4% 11% 9% 16% 10% 18% 18% 5% -8%
Mainland China 5% 11% 23% 11% -4% -2% -2% 4% -9%
Gold 2% 16% 32% 19% -2% -1% -6% 0% -8%
Gold (by w eight) -13% 8% 26% 23% -4% -2% -3% 4% -5%
Gem-set jew ellery 20% 6% 10% -2% -7% -2% 10% 18% -8%
Hong Kong & Macau -11% 1% 3% 18% 1% 18% 26% 17% -14%
Gold -12% -5% 0% 21% -4% 19% 34% 30% -16%
Gold (by w eight) -20% -8% 0% 26% -9% 8% 28% 36% -18%
Gem-set jew ellery -5% 12% 9% 18% 11% 19% 19% 4% -5%

SOURCES: CGIS RESEARCH, COMPANY DATA

Figure 2: Number of Luk Fook stores
Period 3QFY2017 4QFY2017 1QFY2018 2QFY2018 3QFY2018 4QFY2018 1QFY2019 2QFY2019 3Q FY2019

10/01/2016 - 01/01/2017 - 04/01/2017 - 07/01/2017 - 10/01/2017 - 01/01/2018 - 04/01/2018 - 07/01/2018 - 10/01/2018 -
12/31/2016 03/31/2017 06/30/2017 09/30/2017 12/31/2017 03/31/2018 06/30/2018 09/30/2018 12/31/2018

Date

Self-operated shops

Hong Kong 47 47 45 45 47 48 48 50 49
Macau 10 10 10 10 10 10 10 11 11
Mainland 129 133 142 151 157 157 156 151 150
Other Locations 9 9 9 10 10 10 11 11 11
Sub-total 195 199 206 216 224 225 225 223 221
Licensed shops

Mainland China 1,297 1,296 1,301 1,325 1,390 1,404 1,438 1,500 1,573
Total Lukfook shops 1,493 1,496 1,508 1,542 1,615 1,631 1,664 1,725 1,796

SOURCES: CGIS RESEARCH, COMPANY DATA

Figure 3: Forward PER of Luk Fook
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BY THE NUMBERS
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Profit & Loss
(HK$m) Mar-16A Mar-17A Mar-18A Mar-19F Mar-20F
Total Net Revenues 14,031 12,807 14,578 16,777 18,648
Gross Profit 3,254 3,277 3,741 4,102 4,388
Operating EBITDA 1,347 1,420 1,738 1,859 2,007
Depreciation And Amortisation (135) (131) (117) (168) (186)
Operating EBIT 1,212 1,289 1,621 1,692 1,821
Financial Income/(Expense) 28 15 23 28 11
Pretax Income/(Loss) from Assoc. (79) (54) (30) 0 0
Non-Operating Income/(Expense) 0 0 0 0 0
Profit Before Tax (pre-El) 1,240 1,304 1,643 1,719 1,832
Exceptional ltems
Pre-tax Profit 1,161 1,250 1,613 1,719 1,832
Taxation (200) (223) (243) (258) (275)
Exceptional Income - post-tax
Profit After Tax 961 1,027 1,370 1,461 1,557
Minority Interests 3) (10) 1) 1) 1)
Preferred Dividends
FX Gain/(Loss) - post tax
Other Adjustments - post-tax
Preference Dividends (Australia)
Net Profit 959 1,017 1,369 1,460 1,556
Normalised Net Profit 1,041 1,081 1,400 1,461 1,557
Fully Diluted Normalised Profit 1,038 1,071 1,399 1,460 1,556
Cash Flow
(HK$m) Mar-16A Mar-17A Mar-18A Mar-19F Mar-20F
EBITDA 1,347 1,420 1,738 1,859 2,007
Cash Flow from Invt. & Assoc.
Change In Working Capital
(Incr)/Decr in Total Provisions
Other Non-Cash (Income)/Expense
Other Operating Cashflow 729 (690) (1,256) (1,035) (1,138)
Net Interest (Paid)/Received (14) 9) 6) (12) (23)
Tax Paid
Cashflow From Operations 2,063 720 475 812 846
Capex (113) (168) (213) (1,013) (143)
Disposals Of FAs/subsidiaries
Acg. Of Subsidiaries/investments
Other Investing Cashflow 727 (240) 132 40 34
Cash Flow From Investing 614 (408) (81) (973) (109)
Debt Raised/(repaid) (1,071) (400) 415 585 (100)
Proceeds From Issue Of Shares
Shares Repurchased
Dividends Paid
Preferred Dividends
Other Financing Cashflow (597) (731) (778) (1,153) (462)
Cash Flow From Financing (1,668) (1,131) (363) (568) (562)
Total Cash Generated 1,009 (819) 32 (728) 175
Free Cashflow To Equity 1,605 (88) 810 424 637
Free Cashflow To Firm 2,690 321 401 (148) 760
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BY THE NUMBERS... cont’'d

Balance Sheet

(HK$m) Mar-16A Mar-17A Mar-18A Mar-19F Mar-20F
Total Cash And Equivalents 2,432 1,862 2,098 1,701 1,713
Total Debtors 215 217 360 403 430
Inventories 6,345 6,973 7,992 9,131 10,146
Total Other Current Assets 338 380 429 429 429
Total Current Assets 9,330 9,431 10,879 11,664 12,718
Fixed Assets 604 564 548 1,392 1,349
Total Investments 155 85 68 68 68
Intangible Assets 0 0 0 0 0
Total Other Non-Current Assets 541 599 721 727 734
Total Non-current Assets 1,300 1,248 1,336 2,187 2,151
Short-term Debt 400 0 415 1,000 900
Current Portion of Long-Term Debt

Total Creditors 892 1,005 1,125 1,295 1,440
Other Current Liabilities 464 589 486 547 602
Total Current Liabilities 1,757 1,594 2,026 2,842 2,942

Total Long-term Debt
Hybrid Debt - Debt Component

Total Other Non-Current Liabilities 104 105 109 115 121
Total Non-current Liabilities 104 105 109 115 121
Total Provisions 0 0 0 0 0
Total Liabilities 1,861 1,699 2,135 2,956 3,062
Shareholders' Equity 8,674 8,873 10,035 10,849 11,759
Minority Interests 95 107 45 46 47
Total Equity 8,769 8,980 10,080 10,895 11,806
Key Ratios

Mar-16A Mar-17A Mar-18A Mar-19F Mar-20F
Revenue Growth (11.9%) (8.7%) 13.8% 15.1% 11.2%
Operating EBITDA Growth (36.8%) 5.4% 22.4% 7.0% 8.0%
Operating EBITDA Margin 9.6% 11.1% 11.9% 11.1% 10.8%
Net Cash Per Share (HK$) 3.45 3.17 2.87 1.19 1.38
BVPS (HK$) 14.74 15.11 17.09 18.48 20.03
Gross Interest Cover 88.5 143.1 253.6 137.0 78.7
Effective Tax Rate 17.2% 17.8% 15.1% 15.0% 15.0%
Net Dividend Payout Ratio 62.4% 60.3% 46.2% 44.2% 41.5%
Accounts Receivables Days 5.42 6.15 7.22 8.30 8.17
Inventory Days 233.3 255.0 252.0 246.5 247.4
Accounts Payables Days 30.47 36.33 35.87 34.85 35.10
ROIC (%) 15.4% 19.3% 22.7% 20.0% 17.8%
ROCE (%) 13.0% 14.5% 16.9% 15.5% 15.1%

Return On Average Assets 9.1% 10.0% 12.0% 11.0% 10.8%
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