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Return on Investment

Current Share Price $116.42

Target Price $135.00

Dividend Yield 0.91%

Holding Period Return 17%

Conviction Rating 2

Market Profile

52-Week Range $88.31 - $122.62

Market Capitalization (US$mm) $41,781

Net Debt (US$mm) $2,331

Enterprise Value (US$mm) $44,112

Beta (5-Year Monthly) 0.87

Metrics 2019E 2020E 2021E

Revenue (US$mm) $14,983 $15,987 $16,999

EBITDA (US$mm) $2,371 $2,503 $2,689

EPS $4.26 $4.57 $5.01

EV/EBITDA 17.1x 15.9x 14.7x

Holding Period Trading Performance (Indexed to $100)

Source: Bloomberg

Figure 1: Revenue (US$mm) & EPS

Source: Company Filings
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Business Description

Ross Stores (NASDAQ: ROST) is the largest off-price retailer in the U.S.
with 1,771 locations in 40 states. It operates two brands of off-price retail,
apparel, and home fashion stores: Ross Dress for Less and dd's
DISCOUNTS. ROST provides high-quality, name brand and designer
apparel, footwear, accessories, and home fashion. Ross provides
discounts of 20-60% off department and specialty store pricing, while dd's
DISCOUNTS sells moderately-priced merchandise with an average
discount of 20-70% compared to discount stores.

Industry Overview

ROST operates in the softline retail industry, selling Women's, Men's, and
Children's apparel. As of 2019, the apparel market is estimated to be
worth ~$285B, representing ~4.3% of retail sales. It has also seen sales
growth at a CAGR of 1.6% over the last 16 years, with per unit prices
declining ~13% over the same time period. The majority of apparel sales
comes from the women's segment (55%), followed by men's (27%) and
children (18%). While the market is highly fragmented, Walmart (NYSE:
WMT) and Amazon (NASDAQ: AMZN) control ~16% of the U.S. apparel
market. Within the softline retail industry, many department stores and
speciality retailers are losing market share to off-price retailers. Off-price
retailers are attractive to consumers due to their ability to sell top brands
at discounted prices, allowing them to take away market share from large
mall retailers and department stores especially in times of slow economic
growth. Department and specialty stores have also been facing declining
store traffic leading to additional store closures, which allows off-price
retailers, such as ROST and TJX Companies (NYSE: TJX), to gain
additional market share and increase store traffic.

Off-Pricing Overview

Off-pricers primarily acquire inventory through contracts with brands that
allow them to purchase excess inventory as well as other retailers and
department stores. They subsequently re-sell it to consumers at
significant discounts (20-70%). Off-pricers face favorable purchasing
environments when department and specialty stores struggle due to
economic volatility, unfavourable weather, fashion shifts, supply
distributions, and overproduction. Off-price retailers price goods at a
market clearing price (~$10 average unit revenue) to maintain low
clearance inventory while creating value and a "treasure hunt" experience
for its customers, despite scarce products and constant overhauls of
merchandise. As demand uncertainty increases, off-pricers benefit from
disruptions in the retail industry and are able to perform well even during
slow economic times, showcasing the defensive nature of the segment.

While e-commerce has been a fast growing segment within the softline
industry, it is not economically viable for companies like ROST due to the
discounted nature of off-price retailers and conservative merchandise
margins. The cost of picking, packing, and shipping a single item
averages $7.75 with most off-price retailers having a merchandise margin
of 35%, and an average unit revenue of $10. E-commerce would
therefore average a $4.25 loss per single item, illustrating how low
average unit revenues and thin margins make e-commerce unprofitable
for this segment.

Competitive Landscape

TJX Companies: TJX is the largest global off-price retailer by sales,
selling home fashion and clothing merchandise. It operates through four
main segments: MarMaxx, HomeGoods, TJX Canada, and (cont'd)
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Figure 2: Segmented Revenue Breakdown

Source: Company Filings

Figure 3: Total Stores and SSS Growth (%)
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TJX International. Within the U.S., TJX owns the T.J. Maxx and Marshall
chains that collectively have 2,221 stores. It also operates HomeGoods
which is an off-price retailer of home fashion with 579 stores in the U.S.
TJX Canada operates Winners, HomeSense, and Marshalls in Canada,
which offer both off-price apparel and home fashion. TJX International
operates across Europe with stores in the U.K., Ireland, Germany,
Poland, Austria, and the Netherlands.

Burlington Stores: BURL is a national off-price retailer that sells high-
quality, branded merchandise at everyday low prices. The Company
primarily sold coats and outerwear before expanding its store base and
diversifying its product lines in recent years. It now offers a large selection
of fashion-focused women's apparel, accessories, footwear, menswear,
youth apparel, baby, home, coats, beauty, toys, and gifts.

Mandate Fit

Balance Sheet: ROST maintains a strong balance sheet with a best-in-
class Net Debt/EBITDA of 0.75x. The Company showcases high liquidity
through a 1.7x current ratio and can effectively flip its inventory in 67 days
(versus peers' average of 82 days), highlighting its ability to provide
customers with a variety of products as fashion trends change. Given the
nature of its business model, ROST has runway to lever up to two turns if
it wanted to pursue more aggressive use of its balance sheet.

Growing FCF: Over the past five years, ROST has been able to achieve
a FCF CAGR of ~17%. Over the same time period, ROST has also been
able to keep a steady EBIT margin at ~14%, while growing EBIT at a
CAGR of ~7%. Going forward, ROST may see a reduction in growth in its
FCF due to an increase in capex for the construction of a new distribution
center.

Valuation: ROST is currently trading at an EV/EBITDA that is ~3 turns
higher than its three-year average and is in-line with its peers. Off-pricers
have historically traded at a premium in the softline retail industry.
However, due to its defensive nature, the CPMT believes that ROST is
deserving of this valuation given its history of consistent execution and
pro-shareholder distributions.

Competitive Advantage: Compared to its peers, TJX and BURL, ROST's
stores are concentrated in large purchasing markets, such as CA, TX, FL,
AZ, and IL, causing it to lead its competitor group in store concentration.
ROST's off-pricing model creates value for its customers both through the
various brands it offers, and also by catering to a variety of income levels
through Ross Dress for Less and dd's DISCOUNTS, which allow ROST to
reach a wider target market.

Management Team: ROST's management team has been able to
consistently create value for shareholders and maintain its total
shareholder return story. Accordingly, cash returns are a priority for the
management team, with nearly $1.5B being paid out through buybacks
and dividends in the last year. In addition to buybacks and dividends,
management identifies its uses of cash as being committed towards store
expansions, maintenance capex, and infrastructure investments.

Investment Thesis

ROST has continued to execute on its business strategy, deliver
shareholder value, and prove resilient to the cannibalization that e-
commerce has caused for a majority of the Consumer Discretionary
sector. The CPMT is moving forward with a buy recommendation, with the
expectation that ROST will continue to experience consistent SSS growth
in the mid-single digits, increased store traffic, and expansion into white-
space opportunities. We anticipate the Company will gain market share
from department and speciality stores that have been experiencing store
maturation. Furthermore, we expect ROST to face a more favorable
buying environment, allowing the Company to maintain a strong inventory
and stand out among its off-pricing peers.
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