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Are we Dreaming?

Dream businesses — those that generate high returns, require little capital to grow and distribute
excess cash — are always hard to find at attractive valuations. That we are willing to look
somewhat favourably on a London estate agent in 2015 shows perhaps some pragmatism on our
part (those of you who remember our work on the Credit Crunch pre-2007 will certainly agree).

Foxtons is a business that intrigues us. It is perhaps not quite the ‘Dream business’ that Buffett
described in his 2007 annual letter but it does tick quite a few boxes. We do see a few analogies
with Buffett’s darling See’s Candy — namely pricing power, brand strength, low cost of growth
and surplus cash.

Another analogy comes to mind. This services business has an infamously aggressive sales culture
and is always derided by competitors and sometimes even its customers. Yet it is remains a market
leader with exceptional returns — a Franchise. Much of its success lies in positioning itself in the
best deals flow and selling those to clients. Yes, Foxtons we suggest, is a lot like Goldman Sachs!

Noting the 12x EV/EBIT and 16x P/E valuation, Foxtons is a business that:

e Enjoys pricing power relative to fragmented and unfocussed competition, due to its better
customer experience. Simply put, they are good at selling houses fast.

¢ Aligned with that, it has built a strong focussed brand and renowned staff culture. Our
discussions with competitors suggest that Foxtons is the Maverick in an industry
characterised by sleepy franchisees.

e This ingrained service focus and sales-driven culture has become self-reinforcing as the
company has grown and lead to a widening moat.

e This is also a business with significant operational leverage as seen in the 3% to 33%
EBITA margin expansion in the last cycle (29% in 2014). Rising house prices are of
course a tailwind but should not be seen in isolation of the excellent efficiency gains and
expansion into lower priced localities.

¢ On this point, the business is indeed scaling very well (¢c.10% sales unit cagr since 2010
on the same headcount level!) — Well above the market trend.

¢ Rental management fees (lettings) are about half of the business and ought to offer
considerable cyclical balance. Speaking of which, you might be surprised to hear that the
groups still generated £7m in annual free cash flow in the dark days of 2008.

e With just ¢.5% volume share of the London sales market, future double-digit revenue
growth is very plausible and, importantly, will be organically derived.

e Returns look very good too with RoONTA at ¢.100%. This is essentially a people business
with a variable cost structure — again the analogy with Goldmans is apt or at a stretch
Moody’s.

e Post debt restructuring, the business is once again debt-free and the management seem to
‘get’ capital allocation (note the Special Dividend already announced).

e Whilst the founders are no longer running Foxtons, the culture looks ingrained. We
especially like the ‘promote from within’ attitude.
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e With the stock down -50% in a year on fears of a volume slowdown in London sales
ahead of the election — The shares trade on ¢.12x EV/EBIT or c.16x P/E. If targeted
growth can be achieved this is too low a valuation.

So we have: high returns, the prospect of strong growth and decent capital allocation; is this
enough to offset our lingering concerns about the ‘frothiness’ of the London market? We are not
entirely sure but take some solace in the fact that London market volumes are down —35% from
the 1996-2006 average. If you are relaxed about the London property market, then surely this is
a share to own.

First, some confessions of a former estate agent and competitor of Foxtons...

We spoke recently at length with a friend who once ran several franchisees of a well-known
competitor to Foxtons — now since retired. Without giving any hint of our own predisposition
towards Foxtons, we were offered in intriguing insight into what it is like being a competitor of
Foxtons.

From our man’s perspective:

e Foxtons was the first to run an estate agent office akin to a city trading desk i.e. 100%
sales-led with aggressive incentives and employee competition. Banks of people on
phones working long hours and driven by incentives and a ‘Hire & Fire” culture.

e Yet very few estate agents had the culture or desire to emulate this. Despite their
marketing claims, franchisees typically are self-interested and not incentivised to market
properties outside their own catchment area. Foxtons by contrast had a company rather
than branch mentality.

e In an industry he described as ‘sleepy’, Foxtons introduced a ‘fear-factor’ into its
employees with aggressive internal competition and high staff turnover. But former
Foxtons salespeople were always seen to be very well-trained and therefore sought-after.

o In fact, Foxtons was seen to be ‘run like a military machine’ using clever techniques to
drive footfall and incentivise staff and entice potential customers.

Shock, Horror! Could Foxtons be a ‘Dream’ Business?

In his 2007 letter, Buffett laid-out the three types of business models: The Great, the Good and
the Gruesome which we have discussed on numerous occasions (with our terminology altered
slightly to Dream, Compounder and Gruesome respectively).
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Disclaimer

This document does not consist of investment research as it has not been prepared in accordance with UK legal
requirements designed to promote the independence of investment research. Therefore even if it contains a research
recommendation it should be treated as a marketing communication and as such will be fair, clear and not misleading
in line with Financial Conduct Authority rules. Holland Advisors is authorised and regulated by the Financial Conduct
Authority. This presentation is intended for institutional investors and high net worth experienced investors who
understand the risks involved with the investment being promoted within this document. This communication should
not be distributed to anyone other than the intended recipients and should not be relied upon by retail clients (as defined
by Financial Conduct Authority). This communication is being supplied to you solely for your information and may
not be reproduced, re-distributed or passed to any other person or published in whole or in part for any purpose. This
communication is provided for information purposes only and should not be regarded as an offer or solicitation to buy
or sell any security or other financial instrument. Any opinions cited in this communication are subject to change
without notice. This communication is not a personal recommendation to you. Holland Advisors takes all reasonable
care to ensure that the information is accurate and complete; however no warranty, representation, or undertaking is
given that it is free from inaccuracies or omissions. This communication is based on and contains current public
information, data, opinions, estimates and projections obtained from sources we believe to be reliable. Past performance
is not necessarily a guide to future performance. The content of this communication may have been disclosed to the
issuer(s) prior to dissemination in order to verify its factual accuracy. Investments in general involve some degree of
risk therefore Prospective Investors should be aware that the value of any investment may rise and fall and you may
get back less than you invested. Value and income may be adversely affected by exchange rates, interest rates and other
factors. The investment discussed in this communication may not be eligible for sale in some states or countries and
may not be suitable for all investors. If you are unsure about the suitability of this investment given your financial
objectives, resources and risk appetite, please contact your financial advisor before taking any further action. This
document is for informational purposes only and should not be regarded as an offer or solicitation to buy the securities
or other instruments mentioned in it. Holland Advisors and/or its officers, directors and employees may have or take
positions in securities or derivatives mentioned in this document (or in any related investment) and may from time to
time dispose of any such securities (or instrument). Holland Advisors manage conflicts of interest in regard to this
communication internally via their compliance procedures.



