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Important Disclosure Information is contained on the last page of this report.   
The recipient of this report is directed to read these disclosures. 

 

This Footwear Stock is Back on Sale 
Added to our Focus List – Long Model Portfolio on May 16, 2018. 

Earnings season can provide opportunities to investors who are willing to buck the market trend. It can be scary 
to buy a stock that’s just dropped 30%, but sometimes the drop is simply an overreaction to one bad quarter. If 
the long-term trend in fundamentals remains intact, an unwarranted drop in valuation can lead to a great buying 
opportunity. 

We recommended this stock to investors in April 2016, and we doubled down on the call after it dropped 25% on 
an earnings miss a few months later. The stock rebounded and ended up outperforming the market over a two-
year holding period, after which we closed the position this March. However, a recent 30% price decline after Q1 
earnings leaves the stock undervalued again and makes Skechers (SKX: $30/share) this week’s Long Idea. 

Long-Term Profit Growth is Strong 

When we first recommended Skechers, we highlighted its rapid growth, both top and bottom line. At the time, the 
company had grown revenue by 32% and after-tax operating profit (NOPAT) by 57% in the most recent year. 
That high level of growth was obviously not sustainable, but we believed that Skechers could continue to grow at 
an above-average rate for several years. 

Sure enough, Skechers has maintained double-digit revenue growth over the past two years. Revenue is up 
19% and NOPAT is up 13% year over year for the trailing twelve months (TTM) period. Figure 1 shows the 
company’s steady growth in revenues and profits since 2012. 

Figure 1: Consistent Growth in Revenue and NOPAT  

 
 

 
 

Sources: New Constructs, LLC and company filings 

More impressively, Skechers has managed this growth while also earning a high return on invested capital 
(ROIC). The company has improved its ROIC from 2% in 2012 to 13% TTM. NOPAT margins have improved 
from 2.2% to 8.7% over that time, while average invested capital turns (a measure of balance sheet efficiency) 
are up from 1.1 to 1.5. 

These metrics declined slightly from their peak in 2016 and 2017 due to heavy investment in new store openings 
and distribution facilities, but 1Q18 showed that they are starting to rebound as those investments pay off.  
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Earnings Drop Creates Opportunity 

The 30% drop in Skechers’ stock price after 1Q18 was especially unwarranted given that its earnings report was 
actually quite good. Revenue was up 17% year over year, pre-tax earnings from operations were up 20%, and 
gross margins improved to 46.6%, up from 44.8% the year before. 

Despite these positives, the market focused on the disappointing guidance from management. The company 
projected 2Q18 revenues of $1.12 billion to $1.145 billion (10% YoY growth) and EPS of 38-43 cents (8% 
growth). Meanwhile, analysts had been projecting 2Q18 revenues of $1.157 billion (13% growth) and EPS of 57 
cents (50% growth). 

While those 2Q18 projections are legitimately disappointing, it’s important to note the inherent lumpiness of 
Skechers’ business. ~70% of its sales still come through wholesale distributors, and the timing of sales to those 
distributors can have a big impact on any individual quarter. A large part of the decrease in expectations for 
2Q18 comes from the company’s expectation that shipments to several key distributors will be pulled back from 
2Q18 into the second half of 2018. 

We saw a similar overreaction to disappointing earnings in July of 2016. 2Q16 earnings came in poor with 
revenue growth of ~10% and EPS slightly down year over year, which caused the stock to drop over 20%. The 
quarter had been negatively impacted by shipments pulled forward into 1Q16 as well as a difficult comp from the 
prior year, which was inflated due to pent up demand from U.S. port issues. 

Despite the poor quarter, full year 2016 revenue increased by 13% while NOPAT grew by 9%. Investors that 
bought in after the initial drop post 2Q16 saw SKX rise 75% prior to the recent drop post 1Q18. Even after this 
recent decline, investors that bought right after the drop in July 2016 are up ~21%, roughly in line with the 
market. 

SKX is a volatile stock, but buying the dip can be a good path to long-term profits. 

Investors Underrate Skechers Brand 

The strong negative reaction to every bad quarter highlights the market’s skepticism of the Skechers growth 
story. Investors just can’t seem to believe that a company like Skechers can compete with premium brands such 
as Nike (NKE), Adidas, and Under Armour (UAA).  

These skeptics are half-right. Skechers certainly doesn’t have the “cool” factor of these brands, and it’s not going 
to win the coveted market of young men spending $100+ on a pair of shoes. However, management 
understands this fact, which is why they have focused on demographics that larger athletic footwear companies 
tend to ignore: seniors and women. 
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Figure 2: Skechers Wins with Women 
 

 
 

Sources: datafinity  

Figure 2 shows that Skechers is the only major sneaker brand to market its shoes more heavily to women than 
to men. By targeting an underrepresented market, Skechers has built a valuable brand at a cheaper price. Nike 
and Under Armour both spend ~10% of revenue on advertising, and they end up in bidding wars to sponsor NBA 
stars such as Kevin Durant. Skechers only spends 6% of revenue on advertising, and it engages in much 
cheaper sponsorships, such as golfer Brooke Henderson and Olympic distance runner Kara Goucher, as well as 
retired athletes like Joe Montana to appeal to seniors. 

Because it’s spending less money on high-end sponsorships, Skechers can afford to sell its shoes at a much 
lower price. According to its most recent 10-Q, the average selling price per pair in the domestic wholesale unit 
was just $20.53 in 1Q18. Even factoring in a decent markup from retailers, that’s well below the $65-$175 range 
that the most popular shoes from Nike, Adidas, and Under Armour sell at. 

Skechers might not be “cool,” but it has built a valuable brand around comfort, quality, and affordability. It’s never 
going to earn the outsized profits of a company like Nike that can charge $200 for a pair of Jordans, but it is well 
positioned in a growing segment of the market.  

Investments in Manufacturing and Distribution Continue to Pay Off 

One of the key points in our original Long Idea on Skechers was that the company’s declining customer and 
supplier concentration would give it increased margin flexibility. We highlighted the fact that the share of products 
coming from its five largest suppliers had declined from 71% in 2010 to 57% in 2015, while the share of sales to 
its five largest customers had dropped from 25% in 2009 to 15% in 2015. 

Figure 3 shows the continuation of that trend. The share of its top five suppliers is down to 48% in 2017, while 
the top five customers now account for just 11% of sales. This growing diversification helped Skechers achieve 
record high gross margins of 47% in 2017. 
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Figure 3: Trend in Concentration and Margins Since 2011 
 

 

Sources: New Constructs, LLC and company filings.   

Skechers’ declining customer concentration has come primarily from the growth of its retail and international 
segments. The company has been growing its retail store count at an annual rate of 15%, and it now has about 
700 company owned stores worldwide, along with ~2,000 stores operated by third-party distributors or joint 
venture partners. 

These stores have been extremely successful and continue to grow rapidly, with same-store sales growing 9.5% 
year over year in 1Q18. The company is also growing its e-commerce business rapidly, especially in China, 
where online sales are growing in the high double digits. The success of Skechers’ retail strategy is a further 
testament to the strength of its brand. 

Skechers has supported its growing retail presence through increased investment in distribution. The company 
expanded its European distribution facility in 2016, and it plans to break ground this year on a new distribution 
center in China that will be completed in 2019. This distribution center should help the company meet its goal of 
$1 billion in Chinese sales. 

On the supplier side, Skechers’ decreased concentration has been a product of its more diversified product 
offering. In addition, the company has moved away from relying almost entirely on Chinese suppliers by shifting 
some production to Vietnam. By diversifying its suppliers, Skechers has more price leverage and less risk that 
issues with any one supplier will cause a major disruption to its supply chain. 

Focus on Domestic Wholesale Business Misses the Whole Picture 

Analysts that are bearish on Skechers tend to focus on the company’s challenges in its domestic wholesale 
segment. They note that growth in the North American footwear market is relatively slow, competition is fierce, 
and prices are declining. As Figure 4 shows, the average selling price per pair for Skechers’ domestic wholesale 
business has declined from a peak of $23.53 in 2015 to $20.53 in 1Q18. 

 

 

 

 

 

 

 

35%

40%

45%

50%

0%

10%

20%

30%

40%

50%

60%

70%

2011 2013 2015 2017

G
ro

s
s
 M

a
rg

in

%
 o

f 
s
a

le
s

Declining Concentration Drives Margin Improvement

Customer Concentration Supplier Concentration Gross Margin

http://blog.newconstructs.com/
http://www.newconstructs.com
https://www.businesswire.com/news/home/20160711005258/en/SKECHERS-Expands-European-Distribution-Center


   STOCK PICKS AND PANS 5/16/18 

 

Page 5 of 10 

 

Figure 4: SKX Average Price Per Pair Since 2012 
 

 
 

Sources: New Constructs, LLC and company filings.   

Despite that price decrease, Skechers’ domestic wholesale segment continues to grow. Sales were up 8.5% in 
1Q18, as a 15% increase in unit sales more than offset the price decline. The company’s unique branding and 
low prices continue to help it increase its market share. 

Gross margins are down in the domestic wholesale segment, but as shown in Figure 3 they are still up overall. 
The domestic wholesale business now represents just 30% of Skechers’ revenue, and that share is declining. 
The company’s primary growth opportunities come through its international wholesale and retail segments, both 
of which have rising gross margins. 

Bears see Skechers as a company that is going to get squeezed out of the sneaker wars by bigger and flashier 
competitors. In reality, it has mostly avoided direct competition with these companies by selling at a different 
price point and diversifying its customer base internationally. 

Improving ROIC Correlated with Creating Shareholder Value 

Numerous case studies show that getting ROIC right is an important part of making smart investments. Ernst & 
Young recently published a white paper that proves the material superiority of our forensic accounting research 
and measure of ROIC. The technology that enables this research is featured by Harvard Business School. 

Per Figure 5, ROIC explains 61% of the difference in valuation for the eight footwear stocks we cover. After its 
recent drop, SKX trades at a significant discount to peers as shown by its position below the trendline in Figure 
5. The company’s enterprise value/invested capital (a cleaner version of price to book) of 1.85 implies that the 
market expects its ROIC to decline to 8%. That’s a pessimistic expectation for a company with a 13% ROIC that 
is up year over year. 
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Figure 5: ROIC Explains 61% of Valuation for Footwear Stocks 
 

 

 

Sources: New Constructs, LLC and company filings.   

If the stock were to trade at parity with its peers, it would be worth $50/share, a 65% upside to the current stock 
price. The only footwear stock to trade at a similar discount is Deckers (DECK), which has grown revenue by just 
4% over the past twelve months compared to Skechers 19% growth rate. 

SKX Offers Significant Upside 

For bears that believe Skechers’ growth rate will decline, it’s important to note that the stock’s valuation already 
reflects total stagnation. 

At its current price of $30/share, Skechers has a price to economic book value (PEBV) of 1.0. This ratio implies 
that the market expects the company to never meaningfully grow NOPAT again. 

Traditional valuation metrics don’t reflect how undervalued Skechers is. It’s P/E ratio of 22.4 is perfectly in line 
with the Consumer Cyclicals average. A $100 million (2% of revenue) one-time tax charge artificially decreased 
the company’s GAAP net income and now masks how cheap the stock really is. 

If Skechers can maintain 2017 pre-tax margins of 10.6% (while benefiting from a decline in its cash tax rate to 
15%) and grow revenue by 7% compounded annually over the next decade, the stock is worth $47/share today, 
a 57% upside to the current stock price. See the math behind this dynamic DCF scenario here. 

In this scenario, Skechers would be earning $8.5 billion in revenue in 2027. The global athletic footwear market 
is projected to be ~$100 billion by that point, so Skechers would only have an 8-9% market share. Skechers 
doesn’t need to win the sneaker wars to create value for shareholders, it just has to continue carving out a 
profitable niche. 

Executive Compensation Plan Could be Improved but Hasn’t Led to Value Destruction 

Skechers gives little detail about its executive compensation practices. Annual incentives are tied solely to net 
sales growth. While sales growth doesn’t take into account the importance of profitability or the balance sheet, it 
is at least harder to manipulate than other common target metrics such as Adjusted EBITDA. 

Long-term equity grants are made periodically and are only time-restricted, with no performance conditions for 
vesting. We would like to see Skechers tie long-term compensation to ROIC so that management does not fall 
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into a “growth at any cost” mindset that ends up destroying value for shareholders. The is a strong correlation 
between improving ROIC and increasing shareholder value1, and tying exec comp to ROIC ensures that 
executives’ interests are properly aligned with shareholders. 

However, Skechers’ compensation plan has not led to shareholder destruction so far. The company has grown 
economic earnings, the true cash flows of the business, from $29 million in 2007 to $172 million in 2017, or 19% 
compounded annually. 

Earnings Beats or Acquisition Could Drive Shares Higher 

After its disappointing forecast for Q2, Skechers has set the bar so low that it should be relatively easy to jump 
over. Just as Skechers has a history of overreacting to earnings disappointments, the stock has also historically 
jumped big on earnings beats. Last October, the stock gained roughly 40% after Q3 earnings beat expectations. 
Investors that buy Skechers now get the benefit of extremely low expectations for future growth. 

Additionally, the company’s cheap valuation could make it an acquisition candidate for an apparel retailer that 
wants to expand its footwear presence. Apparel company VF Corp (VFC) – which owns brands such as Vans, 
North Face, JanSport, and Wrangler, among others – makes sense as a potential acquirer. Skechers would fit 
into the company’s suite of outdoor, active brands while helping it significantly expand its retail footpr int and 
distribution capabilities. 

Even assuming zero synergies or growth, VFC could pay $33/share for Skechers and earn an ROIC equal to its 
cost of capital (WACC) at Skechers’ current $378 million in annual NOPAT. Given Skechers’ growth rate and the 
significant synergies the companies would have – such as eliminating redundancies, cross-selling between 
brands, and increasing leverage – one would have to imagine that VFC would be willing to pay significantly 
more. 

Insider Trading and Short Interest Are Minimal 

Insider activity has been minimal over the past 12 months with 1.35 million shares purchased and 1.26 million 
shares sold for a net effect of 83 thousand shares purchased. These purchases represent less than 1% of 
shares outstanding.  

There are currently 9 million shares sold short, which equates to 7% of the float and 1.1 days to cover.  

Share Repurchase Signals Confidence 

In recent history, Skechers has not paid a dividend or bought back shares, instead preferring to reinvest profits in 
the business. However, the company authorized a $150 million (3% of market cap) buyback program in February 
and bought back $3 million worth of shares in Q1.  

This buyback remains comparatively small, but it signals confidence in the company’s future and a belief that 
their profits will be more than enough to fund future investment opportunities. 

Critical Details Found in Financial Filings By Our Robo-Analyst Technology 

As investors focus more on fundamental research, research automation technology is needed to analyze all the 
critical financial details in financial filings. Below are specifics on the adjustments we make based on Robo-
Analyst2 findings in Skechers’ 2017 10-K: 

Income Statement: we made $197 million of adjustments, with a net effect of removing $171 million in non-
operating expense (4% of revenue). We removed $13 million in non-operating income and $184 million in non-
operating expenses. You can see all the adjustments made to SKX’s income statement here. 

Balance Sheet: we made $2.1 billion of adjustments to calculate invested capital with a net increase of $740 
million. The most notable adjustment was $1.2 billion in operating leases. This adjustment represented 58% of 
reported net assets. You can see all the adjustments made to SKX’s balance sheet here. 

Valuation: we made $2 billion of adjustments with a net effect of decreasing shareholder value by $1 billion. 
Apart from $1.3 billion in total debt, which includes the $1.2 billion in operating leases noted above, the largest 

                                                 
1
 Ernst & Young’s recent white paper “Getting ROIC Right” demonstrates the link between an accurate calculation of ROIC and shareholder 

value. 
2
 Harvard Business School features the powerful impact of our research automation technology in the case study New Constructs: Disrupting 

Fundamental Analysis with Robo-Analysts. 
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adjustment to shareholder value was $483 million in excess cash. This cash adjustment represents 10% of 
SKX’s market cap. Despite the net decrease in shareholder value, SKX remains undervalued. 

Attractive Funds That Hold SKX 

The following fund receives our Attractive-or-better rating and allocate significantly to Skechers. 

1. Innovator IBD 50 ETF (FFTY) – 2.0% allocation and Attractive rating. 

This article originally published on May 16, 2018. 

Disclosure: David Trainer, Kyle Guske II, and Sam McBride receive no compensation to write about any specific 
stock, style, or theme.  

Follow us on Twitter, Facebook, LinkedIn, and StockTwits for real-time alerts on all our research.  
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New Constructs® - Research to Fulfill the Fiduciary Duty of Care 

Ratings & screeners on 3000 stocks, 450 ETFs and 7000 mutual funds help you make prudent 
investment decisions. 

New Constructs leverages the latest in machine learning to analyze structured and unstructured 
financial data with unrivaled speed and accuracy. The firm's forensic accounting experts work 
alongside engineers to develop proprietary NLP libraries and financial models. Our investment ratings 
are based on the best fundamental data in the business for stocks, ETFs and mutual funds. Clients 
include many of the top hedge funds, mutual funds and wealth management firms. David Trainer, the 
firm's CEO, is regularly featured in the media as a thought leader on the fiduciary duty of care, 
earnings quality, valuation and investment strategy. 

To fulfill the Duty of Care, research should be:  

1. Comprehensive - All relevant publicly-available (e.g. 10-Ks and 10-Qs) information has been 
diligently reviewed, including footnotes and the management discussion & analysis (MD&A).  

2. Un-conflicted - Clients deserve unbiased research.  

3. Transparent - Advisors should be able to show how the analysis was performed and the data 
behind it.  

4. Relevant - Empirical evidence must provide tangible, quantifiable correlation to stock, ETF or 
mutual fund performance. 

Value Investing 2.0: Diligence Matters: Technology is Key to Value Investing With Scale 

Accounting data is only the beginning of fundamental research. It must be translated into economic 
earnings to truly understand profitability and valuation. This translation requires deep analysis of 
footnotes and the MD&A, a process that our robo-analyst technology empowers us to perform for 
thousands of stocks, ETFs and mutual funds. 
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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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