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Introduction

The Consumer Discretionary Sector consists of businesses that sell non-essential goods and services,
which tend to be the most sensitive to economic cycles. Its manufacturing segment includes
automotive, household durable goods, textiles & apparel and leisure equipment. The services segment
includes hotels, restaurants and other leisure facilities, media production and services, and consumer
retailing and services.

The Consumer Discretionary Sector has a weight of about 13.10% of the S&P500 Index as of Nov
2015, up from 12.05% in 2014. The relative importance of this sector in the Index has been increasing
steadily by over 30% since 2008.
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Consumer discretionary stocks generally tend to outperform the broader market most often in the
early stages of the business cycle or an economic recovery. This sector has a high correlation with
S&P 500 which suggests a highly cyclical nature. Higher disposable income generally leads to
stronger performance in the consumer discretionary sector. Recently this sector is heading toward a
seasonably strong period, as history proved that consumer discretionary has been among the better
performers during the November through April period since 1990, rising 10.7% on average, compared
to the 7.1% gain for the S&P 500 index.

As of 18/12/2015, the Consumer Discretionary Sector has a market capitalization of $4.45T and
market weight of 13.05%. With EPS Growth at 22.69% and Return on Equity at 18.38%, the general
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consensus is that the Consumer Discretionary Industry remains as Overweight.

Performance Comparison: S&P 500 versus S&P 500
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Consumer s’ Bargaining Power

Discretionary sectors consists of goods and services that are purchased at the preference of consumers,
and are usually non-essential for day-to-day living.

The demand for discretionary goods is strongly correlated with the change in consumers’
discretionary income. Consumers’ income is categorised into 3 types: (i) gross income (ii) disposable
income (after taxes) and (iii) discretionary income (after taxes and expenses on necessities.

Consumers have high bargaining powers in the discretionary sectors, as they have the choice of
postponing their consumption indefinitely or switching to a cheaper alternative easily. During periods
of expansion (growing economy), consumers usually have high level of discretionary income, which
generates a higher demand for consumers’ discretionary.

Suppliers’ Bargaining power

In the Discretionary Sector, suppliers usually have relatively weaker bargaining power compared to
the companies in the sector.

For luxury goods such as premium clothing and accessories, there are usually multiple suppliers for
similar commodity-like raw materials. Hence, there is usually low switching costs between various
supplier. Hence, raw materials costs will be relatively low.

The employees (supplier of labour) may have high or low bargaining power with respect to the
companies depending on individual companies. For manufacturing products or services that require
mostly unskilled labor (e.g. making clothing, waitressing), the employees have low bargaining power
as there is usually an ample supply of cheap labor. Prolonged high wages for unskilled workers
usually cause companies to switch to machinations and automated processes to reduce demand for
labor. Hence, the bargaining power for cheap labor is usually low.

On the other hand, employees who provided skilled labor usually have substantial negotiating powers
with the companies. Complex task such as piloting airplanes (pilots), structuring a financial product
(investment banker), designing new products (engineers) usually require several years of training
before the employees can perform the tasks efficiently. Therefore, providers of skilled labor are not
easily replaceable in a short time span and hence they have higher bargaining powers compared to
unskilled laborers.

In general, companies from the discretionary sector has higher proportion of unskilled labor, allowing
companies in consumer discretionary sector to have favorable bargaining power over suppliers.

Threat of substitute

The threat of substitute differ across the various companies in consumer discretionary sector. A viable
way to classify this will be to distinguish the threat of substitute between services and products. This
report will elaborate on the varying types of goods that are commonly encountered in consumer
discretionary sector.

Positional goods

Positional goods are usually in limited supply and hence more sought after by affluent consumers.
The threat of substitute for positional goods varies across different products.

Even though the imitation brands are not close substitutes of the luxurious brands in terms of utility,
consumers do purchase imitation brands in place of the actual products.

Imitation products of luxurious brands (Prada, Gucci, etc) are commonly produce by other
manufacturers in developing countries (China, India, Cambodia, etc). Imitation products are prevalent
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in these areas as luxurious brands are highly sought after. Threat of substitute for positional goods is
higher for products which are simpler to manufacture and can be mass produced (shirts, handbags)
and significant lesser for products which are more complex and require application of advanced
technology (luxury cars).

Consumer Electronic goods

The threat of substitute for electronic goods is relatively higher compared to other discretionary
products. There is a wide range of electronic product with similar specifications. Consumer can
simply switch from a more expensive, higher-end products to a cheaper and lower-end electronic
products easily.

Consumers are also becoming increasingly tech-savvy, allowing them to (i) identify close substitutes
better (ii) change between different brands personal electronic devices without taking excessive time,
resulting in lower switching costs between different brands of electronic products.

Barriers to entry

The barriers of entry for consumer discretionary is usually high as the companies spend significant
capital expenditures for premium marketing and positioning the product lines

Supply-side Economies of Scale

The incumbents enjoy a significant economies of scale advantage compared to new entrants.They
have optimized their production efficiency and are able to enjoy preferential discounts for the
purchase of raw manufacturing materials due to their bulk quantity of order and long standing
relationship with suppliers.

New entrants will need a significant capital expenditures and time to match the incumbents'
capabilities.

Demand-side economies of scale

Incumbents have a stronger brand presence and a better understanding of consumers' shopping habit
and preferences. Learning from past experiences and established research, the incumbents can make
use of technology to enhance customers' experience better as compared to new entrants. For example,
Starbucks developed a membership and prepayment system to increase customer loyalty. It expanded
its features to a allow customers to pre-order their beverages, and thus enhanced its service quality by
reducing waiting time. Due to smaller market shares, other competitors are unable to offer such
services and hence fall behind the incumbent in economies of scale.

New entrants will need additional investments to develop brand loyalty and create a sizable consumer
base.

Rivalry within the industry

Within the Consumer Discretionary sector, each company compete with one another aggressively for
consumers. It is relatively difficult to gain market share as each company are spending aggressively
on advertisement and marketing to maintain brand loyalty.

The rivalry is particularly intense for an industry with numerous competitors of the similar size and
power (e.g. luxury cars). In such scenarios, the companies will spend significant amount of capital to
gain a better position, resulting in a situation of "competitive convergence" when the product lines
offered by multiple companies are very similar.

High exit barriers also exist in the consumer discretionary sectors. Usually, the existing machineries,
fixed assets, expenditure on advertisement and R&D cannot be used for a new line of business. Hence,
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even though the industry is facing the prospect of low returns, the incumbents will resist exiting the
industry and instead invest large amount of capital to remain operational.

For example, car companies are heavily vested in machineries, fixed assets and R&D which cannot be
meaningfully transferred to another line of business. To maintain manufacturing efficiency and
appealing to current consumers, car companies invest billions of dollar yearly to improve machine
capabilities and research into material and engineering science. The improvement in profitability is
usually short lived as similar investments made by competitors usually will level the playing field in
terms on production efficiency. Competitors are now on an even-footing and are manufacturing more
aggressively to gain market share. This will lead to long term low-profitability in the industry, and yet
the incumbents are unwilling to drop out of the race as the costs in high.
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Economic Outlook

Demand Drivers

Accommodative Monetary Policy

Despite ending on quantitative easing, the Federal Reserve continues to be quite accommodative,
which could help to support the consumer. Central banks in other developed markets also appear to be
firmly in an easing stance, which could help bolster the economy.

Improving Job Market

The U.S. unemployment rate continues to fall and has halved from about 10% in 2010 to 5% in 2015.
The initial jobless claims are also near historic lows. The improving job market signals economic
recovery and this bodes well for the consumer discretionary sector.
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Wage Growth

Wages grew 2.5% YoY in October and more part-time workers found full-time jobs. While these
suggest signs of improvement, it may be too early to declare a definitive trend. Wages are still
growing a lot slower than the desired rate of 3.5% set by Federal Reserve. Such uncertainty may pose
a challenge to supply management that involves advanced forecasting.

Supply Drivers

Lower Gasoline Prices

U.S. gasoline prices fell to a four-year low in November, with the national average below $3 per
gallon, down 10% compared with the same period a year ago. Gasoline at $3 per gallon translates to
about $40 of additional discretionary income per month per U.S. household. As the disposable income
rises, the greatest impact likely would be on discretionary spending, in particular small-ticket impulse
purchases. Lower gas prices also encourage consumers to drive more and this could support sales at
restaurants and convenience stores.

7|Page



NUS
@INVESTMENT Fundamental Analysis Department
SOCIETY Consumer Discretionary Industry

Economic Risk

Rising Interest Rates as Potential Headwind

Consumer discretionary stocks underperformed the broader equity market during the six-month period
following the initial rate hike in 1994, 1999, and 2004. The Federal Reserve's stated intention to raise
rates very gradually could reassure investors and minimize this headwind relative to previous
tightening cycles
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Key Industry Trends

Healthier Living & Eating Habits

Consumers around the world are increasingly pursuing healthier lifestyles, a trend that supports
companies including athletic apparel and outdoor equipment makers, organic grocery stores and
restaurant chains that offer what are perceived as healthier food options. In addition to offering
convenience of quality food, restaurants are increasingly re-positioning themselves to embrace the
culture of healthy eating. Regulations have been put in place to partly support and drive this trend.
The U.S. Food and Drug Administration finally released its requirements for posting calories to
menu-boards in November.

E-commerce & Digitization

Technology has rapidly shaped the competitive landscape for businesses today. The success of
established online retailers including Amazon, Alibaba, eBay, G-Market has encouraged the entry of
more smaller-scale online retailers and this further intensifies competition for the brick-and-mortar
businesses. Online advertising, in particular through the use of social media, offers businesses an
effective and cost-efficient alternative to traditional advertising.

Companies are increasingly leveraging new technology to enhance their competitive edge. The move
towards mobile platforms for restaurants has led to new developments in ordering, marketing, loyalty
and payment. Mobile innovations range from those that integrate mobile ordering and brand’s loyalty
programme similar to Starbuck’s app to those that allow customers to customize orders and make
payments via mobile such as that of Taco Bell’s.
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Sub-Sector Analysis

Automobile Innovation & Regulations

The unit sales volume of new autos has been growing globally. In addition, new auto safety and
emissions standards are expected to increase through 2020, which should provide a tailwind for
providers of automobile parts and aftermarket replacement parts. The amount of parts per vehicle such
as wiring, bumper sensors has been rising and will likely to continue increasing each year to
accommaodate new safety and emissions regulations. On the other hand, an increasing number of high-
profile vehicle and equipment recalls as well as the Volkswagen Scandal may cause investors to be
cautious toward companies in this industry.

Price Deflation and Inventory Concerns for Retail Apparels

Executives at Michael Kors Holding Ltd. and Ralph Lauren Corp revealed a build-up of inventory at
big department store chains such as Macy’s Inc and Kohl’s Corp. Excess inventory could lead to
deeper-than-expected price discounting during the holiday shopping season, boosting sales though
with lower profit margins.

Global low-cost apparel retailers, especially online-based retailers, have been entering and expanding
their presence in the United States, a potential challenge to traditional brick-and-mortar U.S. apparel
sellers. However, companies with differentiated brands and control the distribution of their products,
such as Starbucks and Lululemon Athletica Inc, are in a better position to gain pricing power and
offer the potential for best sales growth. Conversely, companies that distribute more commoditized
products such as packaged shack foods via brick-and-mortar or online-based retailers are likely to
experience more headwinds to earnings growth due to increased price competition or product
substitution.

Favorable supply/demand dynamics in hotels & lodging

Demand for hotels and lodging is expected to continue outpacing supply for the subsequent 2-3 years,
a trend that should provide solid support for earnings growth and stocks in the hospitality industry.
Meanwhile, average daily rate (ADR), revenue per available room (RevPAR) and room revenue are
through the roof, reflecting favourable supply/demand conditions. In addition, the earnings of
hotel/lodging companies are about to benefit from monetizing certain real estate assets at peak prices
or spinning off ancillary businesses, such as time-share operations. With financial restructurings like
debt reduction and share buybacks, companies are becoming less capital intensive and have more
potential to further boost earnings growth, which should strongly support stock prices. However, the
increasing popularity of online community marketplace like Airbnb, indeed poses threat to the
prosperous hotel industry, especially in top metropolitan markets. Across the US, Airbnb represents
only 1-2% of hotel demand, but in top cities, it is shown that Airbnb makes up closer to 5-7%. Thus,
despite many favourable external and internal factors propelling the industry growth, hotel/lodging
companies need to conceive appropriate strategies to defend against such stronger entries.
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Case Study — Lululemon Athletica Inc (NASDAQ: LULU)
Current Price: $53.15

Company Description

Lululemon is a designer and retailer of yoga-inspired athletic clothing and accessories, including
pants, shorts, tops, and jackets. The company mainly focus on selling products to women. Lululemon
sells its products under the lululemon athleticaand ivivva athletca brand names. Its products are
mainly sold online and through the company’s retail stores.

Key Financials (USD mil) FY13A FY14A FY15E FY16E
Market Capitalization (mil) 7587 USD P/E (x) 156.6 1211 217

Shares Outstanding (mil) 130.711 P/B (x) 1.53 1.3 0.84 3.1
Free Float (%) 46.1 ROE (%) 0.8 5.4

52-Wk High 70 USD Div Yield (%) 3.3 35

52-Wk Low 37.86 USD Net D/E - -

P/E (ttm) 28.71 EBITDA (mil) 1377  7.989

Source:Bloomberg

Table 1: Key Financial Ratios of Lululemon Athletica Inc.
Target Market

Lululemon’s primary consumer is the sophisticated and educated woman who values an active,
healthy lifestyle. As women are increasingly tasked with juggling work, life and health, there is a
rising trend of women exercising to achieve physical fitness and inner peace. Lululemon has been
able to effectively address the unique fit and performance needs of women by incorporating style with
comfort and functionality into its products through its vertical retail strategy.

Although Lululemon’s initial target market was women, it has since broadened its product range to
include men and athletic female youth who also appreciate the technical rigor and premium quality of
Lululemon’s products. As the aging Baby Boomer generation focuses more on longevity, longer-term
growth in athletic participation will help spur Lululemon’s growth. Lululemon believes that consumer
purchase decisions are driven by both an actual need for functional products and a desire to create a
particular lifestyle perception.

Lululemon’s credible and authentic approach to branding extends its potential market beyond just
athletes to those who desire to lead an active, healthy, and balanced life.

Community-Based Marketing

To maintain the authenticity of its brand, Lululemon uses a community-based approach to building
brand awareness and customer loyalty. Lululemon pursues a multi-faceted strategy which leverages
its local ambassadors, social media, in-store community boards and a variety of grassroots initiatives.

Product Design and Development

Lululemon’s product design is led by a team seated in Vancouver, partnering with international
designers. The design team comprises dedicated athletes and users of its products who embody
Lululemon’s design philosophy and dedication to premium quality. The design team identifies trends
based on market intelligence and research, receives input from guests and Lululemon ambassadors.
Inspiration sought is consistent with Lululemon’s goals of style, function and technical superiority.
The design team also works with Lululemon’s suppliers so that technically advanced and innovative
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fabrics can be used for particular specifications of its products.

Lululemon partners with independent inspection, verification, and testing companies to conduct tests
on its fabrics. Tests include those for testing pilling, shrinkage, abrasion resistance and colorfastness.
Lululemon collaborates with leading fabric suppliers to develop fabrics that it ultimately trademarks
for brand recognition whenever possible.

Lululemon owns trademark registrations for names of several of its fabrics and products including
Luon, Silverescent, and Pacebreaker. In addition to trademarks, Lululemon owns 32 industrial design
registrations in Canada to protect its distinctive apparel and accessory designs, as well as a number of
corresponding design patents in the United States and registered community designs in Europe.

Sustainability of Product Lifecycle

Lululemon has a Restricted Substance List and works with third parties to ensure that its values and
standards are upheld by manufacturing partners. This protects the health of everyone who touches
Lululemon products. A third of Lululemon’s fabric mills are bluesign® system partners, helping to
reduce Lululemon’s environmental impact with emissions, waste, wastewater, soil contamination, and
groundwater contamination. Lululemon’s Code of Ethics is built on industry best practices and lets its
partners know Lululemon’s stand on social and environmental sustainability.

Lululemon works closely with its factory partners to decide what kinds of programs would be most
beneficial in their communities and then provides support and funding through Metta grants. Last year
Lululemon supported a community centre in Sri Lanka and education for girls in Cambodia.
Lululemon is also currently working to recycle 100% of the polybags (shopping carriers), while
looking at long-term solutions to eliminate the polybag altogether. Lululemon is also working to
reduce its shipping emissions by auditing its routes and developing a new sustainable logistics
program (SupplyChain Emissions Dashboard). Shipping lanes, modes and frequency are continuously
monitored. Lululemon has over 30 employees at its head office working on sustainability goals and
projects in their various departments.

Management and Governance

Despite previous investor concern over poor management, Lululemon has since consolidated a strong
team to take the company forward. Lululemon is currently headed by Laurent Potdevin, who has more
than 25 years of experience in the retail industry. He was previously the President of TOMS, and also
worked at Burton Snowboards and LVMH. His strong operations background and experience in
bringing brands global would be of asset to Lululemon as it seeks expansion beyond North America.
Lululemon’s previous quality control issues have also been resolved since Potdevin’s appointment. In
February 2015, Stuart Haselden became the company's new CFO. Prior to his appointment, Haselden
was CFO of J.Crew Group Inc, displaying a strong background in apparel retailing.
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Case Study — Starbucks Corp (NASDAQ: SBUX)
Current Price:$60.82

Company Description

Starbucks Corp (SBUX) common stock trades on the NASDAQ Global Select Market and is one of
the market leaders in the specialty coffee space with a presence in 68 countries. Formed in 1985,
SBUX’s primary activities include roasting, marketing and retailing specialty coffee, in addition to
their range of teas, beverages and fresh food items. Besides their flagship Starbucks Coffee brand, its
other brands include Teavana, Tazo, Seattle's Best Coffee, Evolution Fresh, La Boulange and Ethos.

Key Financials (USD mil) FY12AFY13AFY14A FY15A
Market Capitalization (bil) 90.3USD P/E (X) 28.8 600 303 33.6
Shares Qutstanding (mil) 1484.80 P/B (x) 7.8 13.2 117 15.52
Free Float (mil) 1458.58 ROE (%) 29.15 0.17 4241 49.73
52-Wk High 64.00 USD Div Yield (%) 1.34 114 134 1.11
52-Wk Low 39.28 USD Net D/E 011 0.29 0.39 0.40

. 2672 454 3972 4907
P/E (ttm) 33.4 EBITDA (mil) USD USD USD  USD

Source: Morningstar

Table 2: Key Financial Ratios of Starbucks Corp.

Revenue and Net Income Growth

SBUX revenue growth exceeded the industry average of 7.2%. Revenue increased by 17.8% yoy,
thereby improving earnings per share. Net income growth yoy has also exceeded that of the S&P 500
and the Hotels, Restaurants & Leisure industry. SBUX’s net income increased by 15.9% yoy from
$426.90 million to $494.90 million.

Continuous Innovation

Improved food offerings and successful promotional beverages contributed to SBUX’s growth in
comparable store sales. SBUX plans to continue to expand its beverage ranges and enhance its food
offerings such as through continued improvements of its lunches. SBUX had launched a new store
concept in the Empire State Building for its Green Apron Delivery service, marking its latest method
to reduce queues, following its introduction of express formats and Mobile Order & Pay. It is fresh,
innovative store and product ideas that enable SBUX to keep ahead of the saturated restaurant
industry.

Strong Brand Equity

SBUX is arguably one of the best-recognised consumer brands globally in part due to its aggressive
expansion plans outside of the Americas. SBUX’s effective branding as a “hip” lifestyle brand by
inviting its customers to experience the brand’s culture and values has enabled it to create strong
relationships with its customers who view themselves as being part of the “in” crowd. In Piper
Jaffray’s survey, “Taking Stock With Teens,” more teenagers chose SBUX as their favorite restaurant
over competitor McDonald’s (NYSE: MCD). A Goldman Sachs report wrote that SBUX will benefit

from millennial parents who “would not feel guilty or embarrassed to feed their kids” there.
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