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Skechers: Combining Growth And Value

The distinctions between growth and value styles are largely irrelevant. To achieve long-term returns for
shareholders, you need both. Growth without value — i.e. generating positive economic earnings — does nothing
for investors. Conversely, value without growth offers limited upside.

Investors should be excited about a new addition to our Most Attractive Stocks list: Skechers (SKX: $29/share).
This stock offers a unique combination of growth potential, strong profitability, and a valuation with low market
expectations. Investors have overreacted to one bad quarter, and many still seem skeptical of management after
the “Shape-Ups” debacle in 2010/2011.

However, a deep dive into the numbers shows that Skechers has meaningfully improved its business operations.
The stock has dropped over 50% in the past eight months, and even if the firm’s growth slows dramatically and
margins shrink, the stock’s cheap valuation makes it a safe stock with high potential upside.

Rebuilding Investor Confidence

Many in the market simply don’t trust Skechers’ management after some debacles in the recent past. Most
notably, the company made a big bet on its Shape-Ups fitness shoes a few years ago, going so far as to air a
Super Bowl ad featuring Kim Kardashian in 2011 to promote the shoes.

This investment quickly went south for the company as its medical claims surrounding the shoes were proven to
be false, and it had to settle for $40 million with the FTC. Consumers quickly fell out of love with the clunky-
looking footwear, inventories piled up, and Skechers ended up selling millions at a discount.

Fortunately for investors, the company appears to be learning from its mistakes, diversifying its brands and
executing a broad-based growth strategy that doesn’t rely on any one fad or channel to drive increases in sales.

Increasing Diversification

Not only has Skechers diversified its offerings, it has also done an excellent job in recent years of diversifying its
suppliers and customers. Figure 1 shows that Skechers has decreased the share of inventory and sales coming
from its top five suppliers and customers. This reduced concentration increases the company’s leverage and
gives it more pricing power, manifesting in its growing operating profit (NOPAT) margins.

Figure 1: Lower Share For Top Five Suppliers And Customers Increases Pricing Power
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Sources: New Constructs, LLC and company filings.
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The share of Skechers’ goods coming from its five largest suppliers decreased from a peak of 70.6% in 2010 to
56.5% in 2015". The share of its sales coming from its five largest customers fell from a peak of 25.1% in 2009 to
14.6% in 2015.

The customer diversification comes from a significant increase in online, outlet, and international sales as
opposed to the reliance on large wholesalers. The supplier diversification is the result of a concerted effort by the
company to contract with different factories. Not only does this diversification increase the company’s pricing
power, it also reduces the risk that issues with one customer or supplier will drastically impact results.

Sustainable Growth Strategy

Skechers’ revenue growth has been strong in recent years. The company grew sales by 18% in 2013, 29% in
2014, and 32% last year. We certainly don’t see 30+% growth continuing for the long-term, but the company
looks able to sustain a low double-digit growth rate for some time to come.

Most notably, growth over the past three years has not been fueled by the same marketing binge that saw a
spike in sales during the Shape-Ups peak in 2010. That year, Skechers spent almost 8% of its revenue on
advertising, well above its usual rate. In the past few years, advertising costs have declined back down to the
long-term historical average of around 6%.

Growth has come primarily from expansion in Europe and Asia, more online sales, and the opening of specialty
concept and outlet stores. The company has seen growth across a wide range of lifestyle, sport, and
performance brand shoes.

The Skechers brand may not have the cultural cache of a Nike (NKE) or UnderArmour (UA), but it has a range of
affordable shoes that appeal to a broad base of customers. As it continues to reach new markets and find new
distribution channels, Skechers has room to leverage that appeal and continue its healthy rate of growth.

Better Fundamentals And Cheaper Valuation Than Peers

Figure 2 compares Skechers to a number of other shoe/apparel companies in the “Athleisure” segment across
measures of profitability, growth, and valuation. It shows that while Skechers earns a superior return on invested
capital (ROIC) compared to most of its peers and had the highest growth rate last year, its price to economic
book value (PEBV) looks more like the laggard of the group.

Figure 2: Profit, Growth, And Value Comparison For “Athleisure” Stocks
Revenue Growth

Ticker Company Name ROIC (TTM) PEBV
NKE NIKE Inc. 26% 6% 2.2
LULU Lululemon Athletica 23% 15% 2.2
SKX Skechers USA, Inc. 16% 32% 1.3
COLM Columbia Sportswear 14% 11% 1.5
DECK Deckers Outdoor Corp 11% -17% 1.1
UA Under Armour, Inc. 11% 29% 4.7
WwWw Wolverine World Wide 9% -3% 0.9

Sources: New Constructs, LLC and company filings.

Based on profitability and growth rate, Skechers looks the most like UnderArmour in Figure 2. However, the
market has it valued much more like Deckers (DECK), which saw a 17% decline in revenue over the past twelve
months and has a long-term downtrend in ROIC.

Low Market Expectations Create An Attractive Risk/Reward Profile

Skechers’ PEBV of just 1.2 means that the market expects the company to increase NOPAT by no more than
20% from its current level for the remainder of its corporate life.

' The graph only goes back to 2008 because SKX only reported the share of its top four suppliers in the years prior. SKX’s
reliance on its top five suppliers in 2015 is comparable to the reliance on its top four suppliers in the early 2000’s.
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We don’t think such a pessimistic scenario is particularly likely, especially as Skechers has grown NOPAT by
14% compounded annually over the past 15 years.

Even with relatively modest assumptions, Skechers has significant upside. If we assume 9% compounded
annual NOPAT growth for the next decade while the company maintains its 15% ROIC, the stock has a fair value
of $39/share today. That's a 42% gain from the current market value.

Investing In Growth Rather Than Buying Back Stock

Skechers has a healthy balance sheet that should allow it to keep investing in growth. The company’s stated
goal to increase its retail store count by 25% in 2016 means investors shouldn’t expect a slowdown anytime in
the near future. Management’s decision to invest profits into new growth opportunities rather than buying back
stock or paying dividends should create long-term value for investors.

Short Interest Could Be A Positive Catalyst

Short interest currently stands at ~11 million shares, or 8% of shares outstanding. A look at the recent history of
short interest in SKX shows that this could be a positive contrarian indicator. Shorts bet heavily against the stock
last April right before it doubled. Short interest hit its lowest point on October 15, just a couple days before the
company missed its 3Q revenue projections and the price fell 40%.

With its cheap valuation and strong fundamentals, Skechers could be set for another short squeeze this year to
create significant gains for shareholders.

Bear Case Ignores Positive Developments

Bears continue to deride Skechers as being overly reliant on “fads” and primed for another collapse in its sales
and profits. These critiques seem to be aimed at the company that existed five years ago, not the version of
Skechers that exists today.

Today’s Skechers enjoys success in walking shoes, kids shoes, casual, work footwear, and a variety of other
categories. It’s not going to sink or swim based on any one trend.

The company has also become more disciplined about planning for obsolescence and maintaining plenty of new
products in the pipeline. Bears will argue that its products are often derivatives of more popular styles, but
Skechers’ ability to create mass-market versions of these styles at a more affordable price represents a real
value proposition to consumers. The “fast follower” strategy can work as well in retail is it does in technology.

Issues To Watch

We’re unconvinced by the typical bear arguments against Skechers, but the company still does come with some
concerns that investors should monitor.

¢ Insider Selling: CEO Robert Greenberg raised eyebrows last summer when he sold $74 million worth of
stock shortly before the share price tanked. These sales are part of a long-term trend for Greenberg and
probably have more to do with estate planning (Greenberg is 75) than a lack of confidence in the
company, especially as most insiders continue to amass more shares than they sell. Still, the unusual
timing and size of Greenberg’s sale warrants close scrutiny of future insider transactions.

¢ Executive Compensation: Stock awards to executives are granted primarily on the basis of sales
growth. We would prefer to see a more shareholder value-oriented compensation plan that rewards
executives for improving ROIC, but the company’s recent track record reassures us somewhat.

o Days In Inventory: After multiple years where average days in inventory for Skechers declined, they
ticked back up slightly in 2015, from 70 to 72. This slight increase is no cause for panic, but given the
company’s inventory management issues in the past, it's worth keeping a close eye on inventories going
forward.

Impact Of Footnotes Adjustments and Forensic Accounting
We have made several adjustments to Skechers’ 2015 10-K. The adjustments are:

¢ Income Statement: We made $104 million worth of adjustments to net income with a net effect of
removing $76 million (2% of revenue) in non-operating expenses. This included $17 million of reported
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non-operating expenses, $43 million in implied interest due to operating leases, and $300 thousand from

a hidden increase in reserves.
e Balance Sheet: We made $1.3 billion of balance sheet adjustments to calculate invested capital. Most
of that total came from adding back $850 million in off-balance sheet debt and removing $350 million in

excess cash.

e Valuation Adjustments: We made $1.3 billion in valuation adjustments, accounting for the excess
cash, debt, and $50 million in minority interests. The net impact was a roughly $650 million decrease in
shareholder value.

Attractive Funds That Hold SKX
The following fund receives our Attractive-or-better rating and allocates significantly to Skechers
1. ICON Consumer Discretionary Fund (ICCCX) — 4.5% allocation and Attractive rating.

Disclosure: David Trainer and Sam McBride receive no compensation to write about any specific stock, sector,
style, or theme.
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New Constructs® — Profile

How New Constructs Creates Value for Clients

We find it. You benefit. Cutting-edge technology enables us to scale our forensic accounting
expertise across 3000+ stocks. We shine a light in the dark corners of SEC filings so our clients
can make safer, more informed decisions.

Our stock rating methodology instantly informs you of the quality of the business and the fairness of
the stock’s valuation. We do the diligence on earnings quality and valuation so you don’t have to.

In-depth risk/reward analysis underpins our ratings. Our rating methodology grades every stock, ETF,
and mutual fund according to what we believe are the 5 most important criteria for assessing the
quality of an equity. Each grade reflects the balance of potential risk and reward of buying that
equity. Our analysis results in the 5 ratings described below. Very Attractive and
Attractive correspond to a "Buy" rating, Very Dangerous and Dangerous correspond to a "Sell"
rating, while Neutral corresponds to a "Hold" rating.

QUESTION: Why shouldn’t fund research be as good as stock research? Why should fund investors
rely on backward-looking price trends?
ANSWER: They should not.

Don’t judge a fund by its cover. Take a look inside at its holdings and understand the quality of
earnings and valuation of the stocks it holds. We enable you to choose the best fund based on its
stock-picking merits so you do not have to rely solely on backward-looking technical metrics.

The drivers of our forward-looking fund ratings are Portfolio Management (i.e. the aggregated ratings
of its holdings) and Total Annual Costs. The Total Annual Costs Rating (details here) captures the
all-in cost of being in a fund over a 3-year holding period, the average period for all fund investors.

Our Philosophy About Research

Accounting data is not designed for equity investors, but for debt investors. Accounting data must be
translated into economic earnings to understand the profitability and valuation relevant to equity
investors. Respected investors (e.g. Adam Smith, Warren Buffett and Ben Graham) have repeatedly
emphasized that accounting results should not be used to value stocks. Economic earnings are what
matter because they are:

1. Based on the complete set of financial information available.
2. Standard for all companies.
3. A more accurate representation of the true underlying cash flows of the business.

Additional Information

Incorporated in July 2002, New Constructs is an independent publisher of investment research that
provides clients with consulting and research services. We specialize in quality-of-earnings, forensic
accounting and discounted cash flow valuation analyses for all U.S. public companies. We translate
accounting data from 10Ks into economic financial statements, i.e. NOPAT, Invested Capital, and
WACC, to create economic earnings models, which are necessary to understand the true profitability
and valuation of companies. Visit the Free Archive to download samples of our research. New
Constructs is a BBB accredited business and a member of the Investorside Research Association.
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DISCLOSURES

New Constructs®, LLC (together with any subsidiaries and/or affiliates, “New Constructs”) is an independent organization with no
management ties to the companies it covers. None of the members of New Constructs’ management team or the management team of any
New Constructs’ affiliate holds a seat on the Board of Directors of any of the companies New Constructs covers. New Constructs does not
perform any investment or merchant banking functions and does not operate a trading desk.

New Constructs’ Stock Ownership Policy prevents any of its employees or managers from engaging in Insider Trading and restricts any
trading whereby an employee may exploit inside information regarding our stock research. In addition, employees and managers of the
company are bound by a code of ethics that restricts them from purchasing or selling a security that they know or should have known was
under consideration for inclusion in a New Constructs report nor may they purchase or sell a security for the first 15 days after New
Constructs issues a report on that security.

DISCLAIMERS

The information and opinions presented in this report are provided to you for information purposes only and are not to be used or considered
as an offer or solicitation of an offer to buy or sell securities or other financial instruments. New Constructs has not taken any steps to ensure
that the securities referred to in this report are suitable for any particular investor and nothing in this report constitutes investment, legal,
accounting or tax advice. This report includes general information that does not take into account your individual circumstance, financial
situation or needs, nor does it represent a personal recommendation to you. The investments or services contained or referred to in this
report may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about any
such investments or investment services.

Information and opinions presented in this report have been obtained or derived from sources believed by New Constructs to be reliable, but
New Constructs makes no representation as to their accuracy, authority, usefulness, reliability, timeliness or completeness. New Constructs
accepts no liability for loss arising from the use of the information presented in this report, and New Constructs makes no warranty as to
results that may be obtained from the information presented in this report. Past performance should not be taken as an indication or
guarantee of future performance, and no representation or warranty, express or implied, is made regarding future performance. Information
and opinions contained in this report reflect a judgment at its original date of publication by New Constructs and are subject to change
without notice. New Constructs may have issued, and may in the future issue, other reports that are inconsistent with, and reach different
conclusions from, the information presented in this report. Those reports reflect the different assumptions, views and analytical methods of
the analysts who prepared them and New Constructs is under no obligation to insure that such other reports are brought to the attention of
any recipient of this report.

New Constructs’ reports are intended for distribution to its professional and institutional investor customers. Recipients who are not
professionals or institutional investor customers of New Constructs should seek the advice of their independent financial advisor prior to
making any investment decision or for any necessary explanation of its contents.

This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any
locality, state, country or jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or which
would be subject New Constructs to any registration or licensing requirement within such jurisdiction.

This report may provide the addresses of websites. Except to the extent to which the report refers to New Constructs own website material,
New Constructs has not reviewed the linked site and takes no responsibility for the content therein. Such address or hyperlink (including
addresses or hyperlinks to New Constructs own website material) is provided solely for your convenience and the information and content of
the linked site do not in any way form part of this report. Accessing such websites or following such hyperlink through this report shall be at
your own risk.

All material in this report is the property of, and under copyright, of New Constructs. None of the contents, nor any copy of it, may be altered
in any way, copied, or distributed or transmitted to any other party without the prior express written consent of New Constructs. All
trademarks, service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of New
Constructs.

Copyright New Constructs, LLC 2003 through the present date. All rights reserved.
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