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KOHL’S CORPORATION (NYSE: KSS) – Greg Blotnick – 12/1/2014 

 

Business Overview:  

Kohl’s Corporation operates department stores in the United States. It offers exclusive and national brand apparel, footwear, 

accessories, beauty, and soft home products to children, men, and women customers. As of February 1, 2014, it operated 

1,158 family-oriented department stores and a Website, Kohls.com. Kohl’s Corporation was founded in 1962 and is 

headquartered in Menomonee Falls, Wisconsin. 

 

Investment Thesis: 

KSS is a SHORT because: 

 Kohl’s is optically cheap, with a 10% FCF yield and 2.7% dividend yield, but these ratios are misleading given that 

comps are declining, margins are eroding, and EPS growth has been driven by unsustainable factors (buybacks, cost 

cuts) 

 KSS has no competitive advantages while operating in an intensely competitive, secularly declining industry; donating 

market share over the years to TJX/ROST as well as M/JWN. 

 Management is putting band-aids over tumors with “reactive” and margin-dilutive initiatives (loyalty, beauty, national 

brands, E-commerce) rather than proactive ones that differentiate them from competitors 

 As a result, I expect revenues and EPS to grow to $18.9B and $4.11, respectively, compared to consensus 

revenues of $19.5B and EPS of $5.01 by 2017.  
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How this plays out? 

 Kohl’s new turnaround initiatives, dubbed “The Greatness Agenda,” will prove unsustainable and fail to stimulate 

top-line growth. As a result, EBIT will continue to decline to $1.51B by 2017, and free cash flow will shrink to $913m 

by 2017 thus causing Kohl’s to miss both short-term and long-term consensus estimates (2015E revenues of $18.9B 

and EBIT of $1.67B, and 2017E revenues of $19.5B and EBIT of $1.75B).   

 The decline in free cash flow will also cause Kohl to reduce buybacks and cut their dividend, resulting in multiple 

compression. 

Bull/Bear Debate: 

 The bulls believe that new management initiatives will accelerate comps (2%+) both in 4Q and beyond; thus, 

enabling management to meet or exceed their FY14 guidance ($4.05-4.45 in EPS) 

 The bears believe management’s forward guidance is aggressive and unwarranted given both industry headwinds and 

recent company-specific comp trends. KSS is in structural decline, with EBIT declining at an alarming rate (-10% 

CAGR over fiscal years 2012-2013). Declines in free cash flow will put future buybacks at risk.  

My view: 

 Kohl’s has lost its relevance amongst department stores and lacks differentiation, and unit economics are in decline as 

consumers are heading elsewhere.  

 Despite EBITDA collapsing over the years, along with slowing comps and eroding margins, Kohl’s share price has 

been relatively stable as a result of management buying back nearly 40% of the float, which is unsustainable. 

 The department store industry is saturated and shrinking, and weaker players like KSS and JCP are losing market 

share to high-quality players (M/JWN) or heading to off-price retailers like TJX/ROST. 

 Management has rolled out a five-pillar plan titled the “Greatness Agenda” which they hope will bring the customer 

back. I believe each of these initiatives is reactive rather than proactive and likely to fail. 

 As a result, revenues and earnings will come in below consensus estimates, along with KSS’ multiple compressing. 

Probability Weighted Price Target: 

 Target of $38.73 implies 31% downside from current prices, with base case revenues and EPS largely flat combined 

with margin pressure and negative comps. 

Risks: 

 Strong consumer spending causes industry headwinds to be weaker than expected benefiting department stores 

 KSS is able to sign “big-name” national brands that lead to traffic returning 

Timeline – Key Events 

 February 2015; Q4 earnings release 
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Financials – Base Case 
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Kohl’s has been subject to weakening unit economics as a result of slowing traffic

 

Above: Traffic and AUR have both been declining as consumers leave Kohl’s for high-end department stores like Macy’s or Nordstrom, or trade down to off-price retailers 
like TJX/ROST. AUR staged a bounce as new national brands were introduced, but traffic is still poor and must return for Kohl’s to accelerate comp growth. 

o Kohl’s is stuck in retail “no-man’s land” along with J.C. Penney; more expensive than off-price retailers like TJX or Ross Stores, but lower quality than 

Macy’s or Nordstrom. 

 Former Kohl’s employees indicate that Kohl’s has “lost its identity; other stores like Macy’s have gotten younger and invested heavily 

in omni-channel, and Kohl’s is now playing catch-up.” 

 Kohl’s has noted they feel the pinch when ROST/TJX enter their legacy states (Midwest):  The off-price store when they open is a hit and 

certainly, given their outsized growth over the last year -- the last few years has hurt our comps, especially as some of the 

competitors like Ross come to the Midwest areas where they haven't really concentrated before…They tend to grow faster than 

the rest of us do in the industry. So I expect it to be somewhat of a headwind.” 

 This competitive pressure will result in aggressive promotions in FY15 to deal with inventory build-up, further straining margins. 
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Despite poor fundamentals, Kohl’s stock has stayed afloat due to financial engineering 

 
o These massive buybacks serve to mask the fact that top-line, EBITDA, and operating income have all collapsed over the past ten years: 

 

o EPS growth has also been driven by strong SG&A management, but cost-cutting is not a sustainable source of growth, and EBITDA margins have 

been declining in recent years. As traffic has slowed, inventory turnover has been in free-fall. 
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The department store industry is in structural decline and weak players like Kohl’s are losing share 

  

        KSS’ Sales per square foot have dropped rapidly due to increased competition             Aggregate department store sales have fallen from ~$19B in 2001 to near $14B today 

o IBISWorld’s 2014 “Department Stores in the United States” report supports this conclusion, stating that “intense price-based competition will lead to 

industry declines, despite an improving economy.”  

 “Heightened competition from online retailers has limited industry demand despite increased consumer spending. The 

Department Stores industry will continue contracting over the five years to 2019, albeit a slower rate. Growing competition from 

online retailers is expected to place further price pressures on industry operators. 

o Kohl’s also has had stagnant square footage growth in recent years, with no room for unit growth to leverage high fixed costs (stores are over 70,000 

square feet on average). Conversely, competitors such as Ross Stores and TJX have added nearly 500 stores since 2010. 
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Management has introduced a handful of initiatives intended to accelerate SSS growth 
 

o One pillar of management’s “Greatness Agenda” rests on bringing in exciting new national brands to draw traffic. 

 So far, Kohl’s has signed deals with Juicy Couture and Izod. I believe that these brands are undesirable and out-of-fashion, and will fail to 

draw traffic. Sell-side analysts agree, with JPM saying: “Bigger picture, we are optimistic that KSS management is moving in the right direction 

strategically, but are concerned that the problems plaguing business today may be more macro and structural (consumer preferring 

better/high-end brands and off-price shopping concepts) which could undermine initiatives.  

 

o IZOD and Juicy Couture, the two national brands that management are hoping will bring the customer back to Kohl’s, are seen as undesirable based 

on conversations with ex-employees. 

 “Both brands are from five years ago. No one goes to a store to buy Juicy Couture anymore.” 

 "The fact that Juicy is being sold at Kohl's is a new low for Juicy. No idea if this is seen by Kohl's management is a big win for them. I can 

guarantee that these aren't stocked in Macy's or Nordstrom. There's no way it would sell-through." 

 The only reason Kohl’s was able to get an exclusive deal with Juicy in the first place was because every other department store 

passed on them or dumped the brand: New York Magazine notes below that many retailers viewed the brand as “stale,” and that everyone 

from Neiman Marcus to Saks to Bergdorf cut back or dropped the line entirely: 

 IZOD, in addition to being panned by our contacts in the fashion industry, is being sold at steep markdowns on various websites.  

 Below, men’s apparel is 55% off, plus an extra 15% off, plus $10 off purchases over $50, plus free shipping over $75, and 4% cash 

back to sweeten the deal. It’s difficult to  believe Kohl’s can turn a profit on these items once shipping costs and continued e-

commerce capex are factored in. 
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  Operating Margin 

These initiatives as a whole are margin-dilutive as well as unsustainable drivers of growth 
 Kohl’s new loyalty program as well as beauty/E-commerce rollouts may provide a temporary lift to comps, but these are not sustainable drivers of top-line 

growth.  

o Loyalty has been a feature at other competitors (Macy’s, Nordstrom) for years and KSS is simply playing catch-up. As noted, with no differentiation in 

items stocked versus competitors,  Kohl’s attempt to “connect with their customer” is not the way to fix this company.  

 Kohl’s loyalty program, titled “Kohl’s Cash,” is highly promotional in nature, with our contacts indicating that “…we are giving Kohl’s cash 

for the majority of items purchased…typically you buy $50 of goods for a $10 card, or a $25 card for $100 spent.” These will be 

dilutive to margins as a result. 

o The beauty program is an attempt to capitalize on the same success JCP has enjoyed with Sephora, but without the brand name to draw traffic. 

 I believe Kohl’s beauty program may provide a successful 1-2% lift in comps near-term, but will fade longer-term as the novelty wears off. 

o E-commerce, while growing at a rapid clip (20-30%), is likely to cannibalize Kohl’s sales and carries lower margins. Additionally, the e-commerce 

rollout requires incremental capex and will put a damper on KSS’ prized free cash flow yield. 

 Industry experts have indicated that operating margins on e-commerce goods for Kohl’s are in the low single digits versus comps compared 

to ~10% in stores, due to the fact that basket sizes are smaller than Nordstrom’s or Macy’s along with shipping cost pressure. 

 

 Management does not have the ability to execute on a national brand roll-out, given prior focus on private label. 

o In addition to inevitable margin pressure, management has stated they are still “learning” how to market new brands (Q3 call): “Juicy performed 

exceptionally well in certain parts of the country and as expected, not quite as well in other parts. From a classification perspective, it outperformed in 

some categories, for instance, footwear or handbag, in particular. And the rest of the business is we're learning.”  

o Any comp lift has proven to be temporary thus far; “Not surprisingly, during September when business was better, those 2 brands both performed 

better. And then in October, when traffic slowed, relatively those 2 brands didn't perform as well as they did during September.” 
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Management has had a hard time meeting analyst estimates for years, yet gave aggressive FY17 guidance 

 Management has done a poor job as they failed to adapt to industry changes like M/JWN, and were somehow unable to steal share in the midst of J.C. Penney 

comping -31% y/y (below): 

  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

o I believe CEO Kevin Mansell is on his way out for multiple reasons. The company started its search for a Chief Merchandising Officer in March, after 

the prior officer Donald Brennan unexpectedly departed. The new hire is expected to be groomed as Mansell’s successor; this was supposed to be 

resolved by Kohl’s analyst day in October.  

 

 After there was still no hire at the analyst day, Mansell was asked about the departure on the 3Q’14 earnings call. Mansell responded with: 

“No, no, no update on our search. We’re still focused on it. Obviously, it’s a key focus of mine, but no update since a couple of 

weeks ago at the investor conference.” 

 

 While it is possible new management could turn the company around, the more likely scenario is that the bear thesis will start playing out as soon 

as February 2015. Current management stopped giving quarterly guidance six months ago after having provided it for years, signaling a lack of 

visibility going forward. In addition, they also introduced an aggressive three-year plan (below) implying drastic acceleration of comps (3% y/y 

despite flat-to-down since 2010). Kohl’s management has backed themselves into a corner by not lowering FY’14 guidance and will struggle to 

make the low end of their EPS forecast ($4.05 to $4.45 per share). 

 

Below: management’s long-term guide implies 3% same-

store sales growth through 2017 when management has 

only achieved this once in the past seven years 
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Kohl’s will miss both short-term and long-term earnings estimates, leading to multiple compression 
 

o Regardless of how 4Q/FY14 play out, there is a strong likelihood of slowing comps, degradation, and limited buybacks over the next three years as 

free cash flow slows.  

 As a result, Kohl’s will be forced to slow the pace of share repurchases and/or cut their dividend 

 

o My base case estimates suggest flat comps and EBIT margin compression of 120 bps, with EPS barely growing over the same period (1% CAGR) 

 Kohl’s multiple compresses over the same period to 10x, implying a -30% return on FY17 EPS of $4.11 

 
 



 
11 

 

Greg Blotnick – 12/1/2014 

Appendix: Kohl’s Square Footage Growth has been outpaced by Ross Stores and TJX 
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Appendix 2: Kohl’s is likely to have liquidity issues in coming years 
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