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BUMPY PERFORMANCE IN JULY

In July 2024, the MSCI World Index rose by 1.2%, with U.S. and European markets up 1.1% and 0.9%. Global stocks hit highs but then retraced, led
by the 'Magnificent Seven,' as a market correction and favorable US inflation data shifted focus from mega-cap tech to small caps. The S&P 500

saw modest gains, with investors questioning the Al stock enthusiasm.

RUSSELL 2000 INDEX OUTPERFORMED
THE S&P 500 BY 8.8% IN JULY

Russell 2000 marked its best performance
relative to the S&P s5oo since February
2000. This surge showed the recent market
rotation, as investors shifted their focus
from large-cap growth stocks to smaller,
undervalued companies.
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SIXTH STREET AGREED TO PURCHASE
ENSTAR GROUP FOR $5.1bn

This marks the second-largest private equity-
backed insurance deal of the year. Enstar
specializes in managing risk for other
insurers by acquiring or reinsuring legacy
insurance blocks, particularly older accident-
related policies.
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CORPORATE EXCELLENCE INSIGHTS

Hérens Quality AM is a specialized provider of systematic Quality Investment Solutions and one of the few providers of
Quality equity investment strategies worldwide. Corporate Excellence Insight is our monthly publication that includes a
brief update on markets and our thoughts about major trends that are impacting the investment management industry.

SOUTH KOREA'S ECONOMY
CONTRACTED BY 0.2% IN Q2

South Korea's economy reversed course after
stronger-than-expected growth earlier in the
year, according to the Bank of Korea. The
economy contracted, missing economists'
expectations for 0.1% growth, and adding to
the challenges policymakers face in trying to
boost investment and consumption.

MONTHLY TOPIC: QUALITY IN LUXURY SPACE

Luxury sector is regarded as resilient to economic cycles and this perception largely stands up to
scrutiny based on historical data. Given market volatility and current economic uncertainties,
topicality of luxury space has never been more relevant. But not all luxury is created equal and not
every high-end brand is a good long-term investment. If we look at the returns of these companies
over last 10 years, it becomes clear that the space is anything but homogeneous.

One common trait that unites winners and losers is quality of the business model or absence of such.
The way companies address brand and market positioning, the way they choose their key audience is
often different between two clusters. And consequences of these choices are well reflected in the

When it comes to brand positioning,
uncompromised integrity that spans across
decades is something that all quality luxury
companies share. And regardless of them
being soft or hard luxury, the aura they

created around those brands is also very

similar — that of heritage, timelessness, “old
money”, exclusivity.

operational performance of these luxury stocks.

On the other hand, brands that failed at
preserving their core identity have seen
ground crumble at their feet. This is especially
true for luxury fashion brands that heavily rely
on seasonal trends and designer-driven
aesthetics in the attempt to keep up with
rapid changes in consumer preferences and
remain relevant.

Read full Article on Page 2
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Blinded by the bling: Discovering true brilliance
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Not everything that shines is a diamond

In general, luxury sector is considered to be resilient to economic cycles and this
perception largely stands up to scrutiny based on historical data. The secret to this
resilience lies within the target audience, which consists of high-net-worth individuals
who possess the financial means to maintain their consumption habits regardless of
economic situation. These consumers continue to invest in high-value items, such as
rare watches, leather bags and jewelry, which are often perceived as appreciating
assets. At least, this is the general narrative circulating within the masses and given
market volatility and current economic uncertainties, topicality of luxury space has
never been more relevant. But not all luxury is created equal and not every high-end
brand is a good long-term investment despite the prevailing perception. So how do
you differentiate and bet on the right horse?

Fool’s gold or why Quality matters

In S&P 500 and Stoxx 600 indices combined, there are twelve companies that can be
classified as high-end within Consumer Durables & Apparel group. Quite naturally,
USA, being a younger country, lacks deep-rooted legacy in luxury goods; therefore, it
is represented by just two companies: Ralph Lauren and Tapestry, owner of Coach and
Kate Spade brands. If we look at the returns of these companies over last 10 years, it
becomes clear that the space is anything but homogeneous when it comes to the
performance. In fact, the gap between outperformers and underperformers is so big
that it is jaw dropping (Figure 1). One common trait that unites winners and losers is
quite straightforward: quality of the business model or absence of such. Over the last
ten years, average Total Return of Quality luxury companies — as defined by selection
methodology of Hérens Quality AM (in this analysis and in contrast to portfolio
companies, only fundamental quality was considered, without valuation) - was 472%.
This compares to 170% gain in MSCl World Luxury Durables and Apparel Index and
mere 101% performance of Non-Quality luxury companies included in the
abovementioned universes.

Burberry Richemont Swatch Moncler Hermes Hugo Boss
M -51.3% 36.0% -37.4% 5.1% 13.2% 78.6% -3.6% 3.9%
3 -46.4.% 92.3% -26.0% 59.1% 104.4% 249.5% -24.7% 68.5%
Eq -21.8% 90.8% -56.9% 421.2% 567.9% 780.1% -49.4% 547.9%
MSCI Quality L Non-Qualit;
e Tapest: Kerin Ehanclls World (:: Iar):ﬂeus):‘lorfy Luxuon(reuaa:'d);ess
Lauren pestry 9 Cucinelli 9 . W g_
Luxury valuation) of valuation)
E) 60.2% 8.4% -49.8% 94.7% -14.3% 45.5% -10.0%
34 70.8% 56.7% -27.6% 218.4% 30.0% 144.7% 10.2%
N 33.1% 71.0% 183.2% 502.0% 169.9% 472.4% 101.0%

Figure 1: Total Return as of 30.06.2024 (EUR)
Source: Hérens Quality AM, Reuters

It would be, therefore, fair to ask if there are any common characteristics that quality
and non-quality companies within the space share. And there indeed are. The first two
are of equal importance and are closely intertwined — brand positioning and market
positioning. When it comes to brand positioning, uncompromised integrity that spans
across decades is something that all quality luxury companies share. And regardless of
them being soft or hard luxury, the aura they created around those brands is also very
similar — that of heritage, timelessness, “old money”, exclusivity. One company that
absolutely nailed this game is maker of Birkin bags, French luxury maison Hermés.
Over the years, their strategy has been so consistent, so unyielding to the new trends
in the industry, that it sounds almost boring. Yet perhaps this is exactly why Hermés is
an outlier even for quality luxury space — the resilience with which they navigate
through economic cycles, headwinds and various force majeure situations is simply
remarkable.

And then on the other side of the spectrum there are brands that failed at preserving
their core identity — Burberry, Hugo Boss, Gucci (owned by Kering). Their downfall
happened at different times and because of different underlying strategic reasons, but
in the end, they were brought down by the same thing — misalignment of the brand
and loss of clear identity in the eyes of consumers. In most of the instances it happened
because ambition for growth was so strong that it downplayed the risk of diversion
from the core. But to be fair, from market positioning perspective, it is easier for luxury
fashion brands to lose their way than it is for ultra-luxury ones, unless latter
purposefully decides to become “trendy” to broader market reach.
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But this increased accessibility can dilute the perception of exclusivity that is
crucial for maintaining a luxury image. Luxury fashion brands also rely heavily on
seasonal trends and designer-driven aesthetics in the attempt to keep up with
rapid changes in consumer preferences and remain relevant. The perfect
example of how that strategy screwed up the brand is Gucci and Balenciaga,
both of which belong to Kering SpA. Both have experienced phenomenon of
going viral, which massively increased brand visibility and appealed to younger
Gen-Z. In H1 2018, when “Gucci Gang” effect reached its peak, 55% of Gucci's
sales were made to consumers under 35, and the brand's sales nearly doubled
during this period. However, as the maximalist, logo-centric designs that
screamed of luxury fell out of fashion, Gucci struggled to adapt quickly enough,
which led to slump in sales and market share loss.

Ultra-luxury brands, on the other hand, maintain a higher level of exclusivity by
limiting production and distribution, which helps preserve their allure. They
mostly focus on timeless designs and quality craftsmanship, which are less
susceptible to fleeting fashion trends.

High Net Worth Individuals versus aspirational middle class

Another common denominator among Quality luxury names is that although
they also find aspirational customers important for long-term expansion of
customer base, their core target audience remains high net wort individuals or
NHWIs. This is an important distinction as HNWIs have significantly greater
financial resources and spending power compared to aspirational customers. As
a result, they tend to be less price-sensitive and more focused on quality and
exclusivity. This is why ultra-luxury brands primarily serve the top 2% of luxury
consumerswho drive 40% of luxury sales. These ultra-wealthy customersare less
affected by economic downturns and fashion shifts, providing more stable
demand. Therefore, it should not be of a surprise that this stability is well
reflected in operational performance of Quality luxury companies. As Figure 2
shows, average compounded sales growth of Quality luxury stocks over the last
five fiscal years has beenin low double-digits, while that of Non-Quality has only
been 3.9%. Remarkably, Quality luxury has seen just one year of negative sales
growth over 2014-2023 period, while median for the non-quality cluster was four
years.

Quality Luxury (regardless Non-Quality Luxury (regardless
of valuation) of valuation)

5y Sales CAGR (2019-2023) 11.6% 3.0%
EBIT Margin (FY 2023) 27.9% 17.5%
Margin expansion (2023 vs 201g) 575 bps 80 bps

Figure 2: Average characteristics of Quality and Non-Quality luxury companies
Source: Hérens Quality AM, Reuters

China - a tale of two cities

Whenit comesto the luxury space, this year all eyes are on China. And this should
not come as a surprise, even though contributions of Chinese customers to the
global luxury sales have shrunk as compared to the pre-pandemic levels (from
35% in 2019 to 22-24% in 2023 according to Bain & Company), country remains
the key market for luxury. Decline in consumer sentiment among middle and
high-income individuals, downbeat economic growth, and real-estate crisis —
combined, these factors created force strong enough to reduce appetite for
luxury among Chinese clientele. Besides, many are taking advantage of a weak
yen by flocking to Japan and latest reporting season showed just how eager are
Chinese shoppers to seize this opportunity, with Cie Financiére Richemont and
LVMH, for example, reporting more than 50% growth in local currencies in the
country.

But existing headwinds in China are not affecting all luxury companies in the
same manner. Moncler, Hermés, Prada have proven to do well despite softness
in the country, while others, such as Kering, Burberry and Hugo Boss are
struggling so much that it forced them to slash outlook for the entire year. When
the quality of the brand is intact, when the core remains strong, it is much easier
to navigate the treacherous waters, be it China or any other market for that
matter. Therefore, true quality luxury names do exactly what is expected of them
—they show resilience and shine, both operationally, and return-wise.
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