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Time To Make Up With Avon (DJ)
 

By Tom Sullivan

Imagine an army of desperate (and far from house-bound) housewives selling cosmetics door-to-door and office-to-office, despite the global economic meltdown.   That is the battle plan of Avon Products (ticker: AVP), which boosted earnings during the 2001-02 recession.   "Women aren't going to stop wearing make-up," regardless of the economic environment, says Joshua Strauss, portfolio manager of the Appleseed Fund, a small two-year-old socially responsible operation that includes Avon in its $11 million portfolio.
Investors, however, are skeptical. Avon stock is changing hands at about 17, near its 52-week low and at about a third of its 52-week high of 45.34. The shares trade at a price-earnings ratio of less than 10, based on Wall Street's consensus $1.69 estimate for 2009 earnings, which would be 17% below 2008's $2.04. That P/E is less than half Avon's five-year average multiple of 20. In contrast, rivals such as Estee Lauder (EL) and Alberto-Culver (ACV) sport P/Es in the low double-digits. 
Fans of the stock say it is undervalued, particularly considering that -- unlike much of cash-constrained Corporate America -- it has a ton of cash for a company its size ($1.1 billion as of Dec. 31). And Avon still has access to the credit markets; last month, it sold $850 million of bonds In addition, the company has $1.8 billion remaining on a stock-buyback authorization after repurchasing $1.9 billion in stock from 2005 through 2008. Moreover, the company boosted its annual dividend to 84 cents a share in the fourth quarter, and now yields more than 5%. "In the past 10 years, Avon has raised its dividend 9% to 10% a year, compounded annually," says Doug Lane, an equity analyst at Jefferies & Co., which has a Buy rating on the stock and a one-year price target of 29.   Why, then, is Avon's stock hurting more than those of most of its competitors?
A major culprit is the dollar's rise, which reduces the value of Avon's foreign revenues when they are translated into greenbacks. (Some 77% of its revenue and 86% of its operating profit are generated outside North America.) Andrea Jung, Avon's shrewd but press-shy chief executive, who declined to be interviewed for this story, has said the company can handle the currency-exchange issues.   During a conference call with analysts last month, she noted, "I myself had to lead through the 71% drop in the [Russian] ruble in '98, 56% drop in [Brazil's] real in '99, and the meltdown of the Argentine peso in 2001," adding that her company has a "leadership team on the ground that is steeped in" dealing with such problems. As for the recession, she pointed out that Avon "thrived on aggressively reaching new customers and representatives" even during the Great Depression.
Another concern is Avon's $2.5 billion in debt, which has prompted Moody's, S&P and Fitch to issue a negative outlook on Avon's credit rating, now single-A. Fitch director Grace Barnett points to the economic slowdown in the emerging markets as a cause for worry. Eastern and Central Europe and Latin America provided 70% of Avon's consolidated profit last year. The problem was apparent in the fourth quarter, when sales slid 9%, even though, excluding the foreign-exchange hit, they were up 2% from sales in the corresponding 2007 quarter.   Avon's balance sheet looks solid, and its 2008 operating margin rose by almost four percentage points, to 12.5% of its $10.7 billion in total sales. Maintaining that will pose a challenge for 2009, but the company will be helped by a restructuring plan launched three years ago The plan is expected to reduce outlays by $300 million this year and $430 million by 2012, when the cost-cutting will be fully implemented.
"If history is any indication, the restructuring will take hold and lead to strong growth," particularly outside the U.S., where Avon products have more cachet than they do here, says Larry Coats, CEO and portfolio manager at Oak Value, with $60 million in assets under management. Coats, who first bought the stock back in 1995, thinks the cosmetics peddler has "the right mix of overhead and infrastructure, distribution and product price points" to suit this economy.   Avon's strength is its workforce -- the thousands of "Avon ladies" of door-to-door fame. Avon representatives, almost all of them women, typically make $2,000 a year selling cosmetics, fragrances, skin care and toiletries as a part-time job, according to Jefferies' Lane. In fact, these days, while much is still peddled door-to-door, especially abroad, lots of the selling in the U.S. takes place in the workplace, at lunchtime or during breaks. Customers often know the saleslady because they are her friends, family and neighbors.
Because the workforce is paid solely on commission, adding to it is essentially costless to Avon, and that is what the company is doing. In her conference call, Jung said active reps were up 4% overall, to about five million in the fourth quarter, and up 1% in the U.S., where the company plans this year to focus on recruiting, "given the high unemployment levels."   Avon also is focusing on promoting products more effectively. It spent $400 million on advertising last year, three times its 2005 level, and even bought a pre-Super Bowl commercial. It has signed Legally Blonde film star and Avon Ambassador Reese Witherspoon to hawk its Pro-To-Go lipstick and Courtney Cox of TV's Friends to endorse Spotlight, a fragrance it will unveil next month.   Avon, founded in 1886 as the California Perfume Co. (though it was based in New York), adopted its current name in 1939.   To boost the motivation of its sales force in the current downturn, Avon has raised the reps' commissions. And in her conference call, Jung said that a key to success this year will be to strike the right balance between low- and premium-priced offerings to consumers around the globe.   "Given the breadth of our product assortment," she said, the company is moving quickly "to ensure the appropriate flow of operating in the under-$5 U.S. or equivalent range." The goal, she added, is to stress value, not discounting, and "to remind consumers of [Avon's] everyday low prices," plus the ease of shopping at home or the workplace with no delivery fees. Avon last year increased its prices by an average 6% per item.   One potential growth area is China, which last year made up just 3% -- about $350 million -- of Avon's sales. But those sales have been growing 25% a year, and Avon is making a big push to recruit more Chinese representatives for its 5 million global sales force. 
 

"Avon Products is probably the best at direct selling in the consumer stable," says Steven Ralston, a senior analyst at Zacks Equity Research, which last month put a Buy rating and six-month price target of 30 on the shares. He says buy low and decide your target price. He'd sell only when the stock hit 36, which he believes could happen within a year.   Ralston, who has followed Avon for two decades, adds that eventually the dollar will weaken again, as investors focus on the massive deficits being run up by Washington to battle the recession and credit crunch. "I've seen panic in Avon's stock before," he observes. "It is always a buying opportunity."
