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Guillemot: it may not quite
double, but it should get close
JULY 21, 2020  / PUPPYEH / EDIT

I’m going down the market cap curve again, because once again I’m Ønding value that

simply doesn’t exist in the larger names in the US at this stage of the bull market. (Note:

in the interests of time given the imminent catalyst, this will be a shorter report than normal; I

am happy to answer any follow-up questions you may have).

Guillemot (Paris: GUI) is by no means the world’s greatest company. In many respects it

compares quite unfavorably with one of my favorite investments, Endor AG: it has a

lower-priced, entry-level product in sim racing that appears to be losing share; it has

struggled to consistently grow revenues and earnings in recent years; it is controlled

by the seemingly disinterested Guillemot family, already sitting pretty with their

Ubisoft wealth; and it has failed to shut-down the money-losing Hercules business

despite many years of losses. That’s the bad news.

The good news, you ask? GUI is, quite simply, far too cheap, both in absolute and

relative terms. In spite of its lumpy history, it is still sitting in the right place at the right

time – that is, a purveyor of Sim racing wheels; joysticks; and gamepads, in the middle

of a secular explosion in interest both in sim racing and in gaming/esports in general.

Every other direct competitor worth mentioning (Endor, Logitech, Turtle Beach) has

seen near-term revenues explode, and GUI is likely to report a similar inÙection in its

numbers in just a few days (2Q revenues are due on July 23), and throughout 2H this

year. Whilst GUI stock has rallied a bit, it is still massively underperforming peers, and
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there appears plenty of room to go. Most of its relevant competitors trade at or

through multi-year, if not all-time, highs. Take a look at Logitech:

Or Endor:

Or Turtle Beach (only not at all-time highs because of the especial Fortnite effect on its

business a couple of years ago, but well on the way to getting close again):

Meanwhile here is Guillemot:
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In fact, the charts barely tell half the story, as on the simplest of valuation measures –

EV/sales – GUI today trades at <0.4x CY EV/sales, versus Logitech at 3.6x, Turtle

Beach at 1.1x, and Endor at 3.3x (on my numbers). Of course not all revenues are

created equal, and there are structural impediments at GUI – but in my view this

disparity is beyond excessive and won’t last.

Essentially, then, this is a very simple ‘catch-up’ trade. The current inexorable trend in

both Sim racing gear and gaming accessories is the rising tide lifting all boats, even the

laggards like GUI, and the upcoming 2Q sales report (to be followed by likely more

bullish 3Q and 4Q reports in the next 6months) should be the positive catalysts that

inÙect the stock back to or through multi-year highs. Of course, this is a French small-

cap; and it is ILLIQUID (in capitals since it really only trades ~$200k a day); and

historical execution has undoubtedly been poor. So it really cannot be a large position,

and is one I put in the more speculative/trading-type camp.

Nevertheless, I still feel risk reward is compelling here, not least because at 3.4 EUR,

the implied market cap is only 52mm EUR, whilst the implied value of GUI’s

shareholding in Ubisoft (Paris: UBI), is ~31mm EUR – in other words, on a pre-tax basis,

60% of the current stock price is ‘covered’ by this very high quality video game developer

(which has itself been discounted lately, perhaps for non-fundamental reasons). Whilst

longer-term I do have problems with so much capital being tied up in this UBI

investment, it certainly protects the downside value as simply put, we are not paying

much at all for the operating business at GUI. More on this later.

Quick Guillemot overview

Guillemot is a small, family-controlled French company that has two predominant

brands:

Thrustmaster: a diversiØed manufacturer of gaming accessories, including Sim

Racing wheels; headsets; joysticks (for Ùight simulators); and gamepads (for

console gaming). This segment constitutes ~90%+ of revenue and more than

100% of operating earnings on a multi-year basis;

Hercules: a problem child business that theses days produces DJ equipment,

but has historically done everything from speakers, to other accessories and

peripherals. Hercules is a major drag on the PnL, generating 2-3mm EUR in

operating losses a year, mostly due to insufØcient scale (4-5mm EUR revenues

today) and no brand recognition. I will spend zero time discussing this business.

As mentioned above, GUI also has a very large stake in Ubisoft – a legacy of the origins

of the company (the Øve Guillemot brothers founded both Ubisoft, in 1986, and

Guillemot, in 1997). Of course, UBI today is one of the world’s largest video game

developers, whilst GUI is merely an also-ran small-cap, and an insigniØcant part of the

Guillemot family’s fortune. This is unlikely to change near-term, and limits liquidity in

the underlying GUI shares (since the Guillemot family still owns 75% of the company).

You can see some of key Thrustmaster products here. Notice the Ferrari branding on

both the racing wheels and the headsets – this is the key OEM relationship that
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Thrustmaster has enjoyed for >10 years, and perhaps the single relationship that

continues to allow Thrustmaster to compete in some products with Endor’s Fanatec:

The market positioning and strength of Thrustmaster’s position varies considerably by

product. Thrustmaster is the overwhelming market leader in joysticks, for example,

with an 80%+ share (according to NPD data as cited in GUI’s 2018 annual report). On

the other hand, the market share position in headsets and gamepads is very small

(perhaps single digits %), though the market size is very large (since around 25 million

gamepads were shipped in the US in 2018). The positioning in racing wheels is more

complicated: Thurstmaster has a very high share – over 60% – of the market, and more

or less dominates entry-level wheels (the average ASP of their product last year was

~140 EUR/wheel), but clearly this is not where most of the proØts are made. Fanatec,

on the other hand, has a much higher share (perhaps 80%) of the higher-end products

(over 500 EUR/wheel), and enjoys a premium brand position, meaning Thrustmaster is

invariably stuck competing with Logitech at the entry-level for the casual gamer. Of

course, GUI does not disclose what product-level margins look like. Further

complicating matters, keep in mind also that GUI does not disclose how much revenue

comes from each product group – but I estimate Sim racing wheels are at least 30-35%

of total GUI consolidated revenues today (and likely higher this year given the growth

of the market). In any case GUI today is a hodge-podge: a partial bet on sim racing; a

partial bet on gaming accessories in general; and an implicit bet on UBI stock price as

well, of course.

Segment disclosures aside, historical performance has been fairly lumpy. GUI has

alternated between proØts and losses, and revenue growth has been hit and miss. The

below chart summarizes the last few years of revenues, gross margins, and EBIT

margins (note that this all ignores below-the-line Ønancial gains/losses from the UBI

stake and other items):
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The problems appear partially to do with brand and positioning – that is, Thrustmaster

has steadily lost share at the high end of the market – but also to do with the

company’s model. As it stands, Thrustmaster relies on retailers to sell the vast majority

of their product in-store – unlike Fanatec that is essentially an online-only direct seller.

In other words, Thrustmaster is subject to the vagaries of the sell-in/sell-through cycle,

which can be difØcult to manage and subject to large inventory swings (a good comp

for this business model and its difØculties is Turtle Beach, the US headset

manufacturer, which has exhibited similar PnL volatility in the past).

These issues came to a head in 2019. Whilst the overall sim racing market continued to

grow aggressively (looking at Endor’s revenues), Thrustmaster saw revenues fall >20%

YoY, due to inventory destocking at key retailers in the US after outsized growth in

2018. These errors were compounded in 1Q, where revenues barely grew despite the

late beneØt of COVID spiking demand in March, because the situation Ùipped and

suddenly retailers didn’t have enough inventory to meet demand. GUI was further

unable to satisfy rush orders since their manufacturing partners (mostly in China) were

ofÙine for COVID, thus leading to some delayed (and presumably lost) orders. Thus, I

am in no way arguing GUI is a well-managed business, nor executed well in the recent

past.

Where we go from here

Of course what’s past is past, and we simply care about what happens next. In this

regard, I am much more positive the wind is now Ørmly at GUI’s sails. Firstly, there is an

inherent Ølip in 2Q this year from a very easy comp (last year’s 2Q was quite weak,

driven by some of the destocking already mentioned). Secondly, the 1Q sales report

already presaged that demand at the end of 1Q was intense:

Moreover, NPD data for both May and June suggest accessory demand was incredibly

strong:
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Direct competitors like Turtle Beach and Logitech have also already presaged

extremely strong 2Q results, far ahead of analyst expectations. This Turtle Beach

commentary in particular is quite important, since Thrustmaster shares the same sales

model (retail/distribution-led) and many of the key retailers overlap (like Gamestop,

and Walmart, etc):
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Meanwhile Logitech, in results after the bell yesterday, spoke to ongoing and

sustainable strength in the broad ‘x-from-home’ categories, with gaming especially a

standout, growing 38% YoY (the most relevant vertical clearly for GUI’s business):

Finally, online trafØc tracking sites like Similarweb suggest Thrustmaster’s online

portal continues to see record levels of interest:

It stands to reason, then, that at least the upcoming 2Q print, if not 3Q as well, should

be a massive improvement over 1Q levels and of course versus year-ago levels as well

– personally I would not be surprised to see 50%+, or even higher, YoY revenue growth

reported for both 2Q and 3Q.

Valuation discussion – how cheap is too cheap?
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In modeling the company, I looked closely at the recent PnL and also at competitor

Turtle Beach. These businesses have an overwhelmingly Øxed-cost model, where the

majority of opex is personnel/marketing/licensing and a bit of D&A, and, because

adjusted gross margins are not high (around 30%), underlying proØtability can really

swing around. With comps reporting 50-100% growth in 2Q revenues and likely

ongoing strength into year end as new consoles are launched by both Sony and Xbox, I

don’t think its unrealistic to think GUI revenues could get back up to 2018 levels, or

close, implying around 80mm EUR of revenues and perhaps 4-5mm of clean EBIT.

Similarly I don’t think its a stretch to see the ongoing boom in Sim racing, new consoles,

and new racing games bleed over into 2021 and see a bit more growth, along with

margin expansion off a high Øxed cost base:

No doubt this is somewhat speculative with regards to 2021. But here is the kicker: we

are paying an incredibly low multiple for the core business here, barely 0.4x

EV/revenues and perhaps 6x EV/EBIT (or 4x EV/EBIT if you indulge me my 2021

numbers) for a business still with high market share in small but rapidly growing niches,

and still favorably exposed to the eSports mega-trend. And even if we HEAVILY

discount the Ubisoft stake – I use a punitive 50% discount, to account for tax and the

market not fully valuing the stake as it may never be realized – we are still only paying

0.6x EV/revenues, and <10x operating earnings, for the business. Keep in mind also

that because GUI still has ~33mm EUR in NOLs, they will not be a cash tax payer for at

least 3 more years – meaning IF they can actually print 5-8mm in EBIT, there is a good

chance most of it turns into net income (there is -0.3/0.4mm per year drag in interest

expense). Thus, completely irrespective of the Ubisoft stake, this business could well be

trading on 7-8x net income, and returning to growth, if things break their way over the

next year.

I admit, this is a bit ‘pie in the sky’ and not as scientiØc as I usually prefer to be. But keep

in mind Turtle Beach trades today at 1.1x EV/sales; is also a small-cap, exposed to many

of the same trends as GUI; but is also slightly levered and without the UBI stake safety

net. Logitech, of course, trades in the relative stratosphere at 3.6x EV/sales (it is a large

cap, though, and far more diversiØed, to be fair). But why can’t GUI trade at 1x

EV/sales? That’s hardly a demanding valuation – indeed, Turtle Beach paid >1x sales to
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5 thoughts on “Guillemot: it may not quite double,

but it should get close”

acquire ROCCAT last year, an (in my view) inferior, low/no growth peripherals maker

that did <$15mm in revenues:

1x EV/sales on my current year numbers is 6.5 EUR/share – or almost a double from

where we are today. This is according GUI full value for their UBI stake, but even at just

50%, the implied valuation is still around 5.7 EUR/share – ~68% upside from current.

And I don’t think its too aggressive to roll these numbers forward to 2021 and assume

some growth, meaning it is one of the rare COVID beneØciaries I have been able to Ønd

that could still reasonably almost double and not look anywhere near expensive, to me.

Keep in mind too that the low Ùoat cuts both ways: with the Guillemot brothers

owning 75% of the Ùoat and thus the free Ùoat constituting ~12-13mm EUR today, this

is certainly not a trade for large funds, but it really only takes a handful of institutional

buyers to want to own this – or (and I’m really dreaming now!) for the Guillemot

brothers to want to take out the minorities – for the stock to get back to 6 EUR in a

hurry.

Either way, with the ongoing secular and idiosyncratic COVID-related demand at its

back, and the valuation unreasonably cheap, GUI makes a lot of sense to me here for a

small position. I expect both the 2Q and 3Q sales prints to be extremely positive on a

YoY basis, and that to serve as the near-term catalyst to get the stock back up near its

highs (or through!) from a couple of years ago.

Disclosure: long GUI PA

  Uncategorized

GUI

 Checking in on the aircraft leasing sector Guillemot: scrubbing the numbers post blowout

2Q, still >50% upside 
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