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Carter’s Stores Experiencing a Growth Spurt

Carter's is the largest branded marketer of young children’s apparel in North America with
numerous retail locations across the United States, offering a wide range of high-quality baby
& youth apparel and accessories. With a focus on both affordability and style, Carter's has
captured the hearts of parents and caregivers, establishing itself as a go-to destination for all
things baby fashion. Despite facing challenges from inventory pullback from wholesale and
consumers facing inflationary pressure, Carter's remains resilient in the retail landscape by
finding ways to continuously improve its business model. Leveraging its strong brand
reputation, Carter's is poised to capture growth in the industry as birth rates stabilize allowing
them to reinforce its market dominance and cultivate sustained growth in the years to come.

Investment Thesis

Carter's business model thrives on the short replenishment cycle inherent in baby clothes,
ensuring consistent demand. Every three months of a child's first two years necessitates a
complete wardrobe replacement. This implies a child ages 0 to 3 experiences four turns of
wardrobe replacement per year. This decreases to two turns for ages 4 to 6 and further to
1.25 for kids ages 6 and above. Leveraging this cycle, Carter's capitalizes on the opportunity to
establish enduring relationships with mothers, beginning with their initial purchase for a new
baby and extending into the toddler and early childhood years. Recognizing the pivotal role of
physical retail in customer acquisition, Carter's prioritizes store expansion, aiming to open 250
new stores in the US by 2027. The company's strategic approach includes optimizing store
locations by trading low-margin stores for better positions, in addition to closing
underperforming stores. Emphasizing the importance of prime locations, Carter's
management makes decisions regarding lease renewals, often choosing to relocate to areas
with higher foot traffic to maximize visibility and profitability. Nearly all of Carter’s stores are
cash flow positive, minimizing the need for early closures. New store openings offer enhanced
margins driven by improved pricing strategies, lower shipping costs, and superior product sell-
through rates, with less than 20% of inventory ultimately sold on clearance.

Industry trends such as birth rates have recently stabilized giving Carter’s a positive outlook
moving forward. A family is typically formed by a couple getting engaged, married, and then
beginning a family. A big part of baby apparel is gift giving and Carter’s captures these
customers by being the best-selling national brand in baby apparel and being within $1 to $2
of all private label competitors. Despite disruptions caused by the pandemic, including a
decline in the number of engagements to an all-time low of 2.1 million in 2023, industry
experts project a recovery, with engagements expected to rebound to pre-pandemic levels of
2.8 million by 2026. Moreover, after experiencing a 14-year decline, birth rates in the US have
shown signs of stabilization, with a slight uptick observed in the past year. This stabilization is
poised to drive an improvement in transaction volumes for Carter's.

Carter's recent destocking initiatives have significantly improved the health of its business
operations. Before the pandemic, the average inventory units in stores stood at 40,000, a
figure that has since been streamlined to a more efficient 25,000 units. This effort to reduce
inventory was driven by a substantial decrease from $899 million in Q3 of 2022 to $614 million
in Q1 of 2023, primarily achieved through a strategic reduction in pack and hold inventory
from $44 million to $103 million between Q3 and Q4 of 2022. The decision to scale back
inventory levels was prompted by inflationary pressures among customers and wholesalers,
coupled with poor sell-through rates that wholesalers experienced during the pandemic.
These destocking endeavors have not only optimized Carter's cash flows but also facilitated
the funding of additional store openings. The shift in manufacturing capacity to Asia has
resulted in lower production costs and reduced shipping expenses, contributing to a notable
expansion in operating margins from 6.8% in 2Q 2023 to an impressive 11.8% in 3Q 2023.
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Valuation

We arrived at a price target of $100.82 for CRI using a DCF valuation. The biggest drivers of our DCF are new stores and same store sales
growth. Management announced they plan on opening 250 stores by the end of 2027. We believe management will follow through on this
goal, however, think the net new store additions will be 150 because of actions Carter’s has taken to close low operating stores. Typically,
the low operating stores are closed when the lease expires. This prompts management to not renew the lease and move the store location
to somewhere close by with higher traffic. The new stores have higher margins because of better traffic but also because of improved
pricing, lower shipping costs, and better sell throughs. In addition, we think the stabilization in birth rates will be the drive of volume for SSS
growth. Our model uses a 10% discount rate and a 2% long term growth rate causing us to arrive at a price target of $100.82 with an
implied P/E multiple of 12.75x.

Company Overview

Established in 1865, Carter's is a well-known brand renowned for its commitment to delivering high-quality apparel, sleepwear, and
accessories for children from newborn to size 14. In 2005, Carter's expanded its portfolio by acquiring OshKosh, an esteemed brand
established in 1895, celebrated for its premium-quality children's apparel and accessories, particularly revered for playclothes tailored for
toddlers and young children. In 2017, Carter's further diversified its offerings by acquiring Skip Hop, a dynamic brand launched in 2003,
dedicated to reimagining durable necessities and pioneering innovative products for parents, babies, and toddlers. Notably, Carter's also
boasts exclusive brands like Child of Mine, Just One You, and Simple Joys, each tailored to meet the unique needs of consumers at major
retailers like Walmart, Target, and Amazon, respectively. In alignment with its commitment to sustainability, Carter's introduced the Little
Planet brand in 2021, specializing in organic cotton apparel and accessories certified under the Global Organic Textile Standard (GOTS),
reflecting the brand's dedication to environmental consciousness. With a robust retail presence comprising 757 stores in the United States,
188 stores in Canada, and 53 stores in Mexico, Carter's commands a significant share of the market, with the United States contributing
86% of its revenue.

Industry Overview

The total addressable market of the baby and young children's apparel market ages 0 to 10 in the US is estimated at $29 billion. Carter's
stands as a dominant force in the baby and young children's apparel market, commanding significant market share across various age
segments. With a solid 10% share of the 0 to 10-year-old apparel market, 19% of the O to 2-year-old market, and 12% of the 3 to 4-year-old
market, Carter's continues to establish itself as a go-to brand for parents seeking high-quality clothing for their little ones. In addition,
Carter’s market share in each age category ranges from 1.7x to 3x that of the next largest private label brand which highlights the
company’s unparalleled standing in the industry. As the population of children under the age of 9 from 2014 to 2019 decreased, the total
market revenue in the children's apparel space also decreased. However, a recent change in this trend is projected to change the demand
in the market moving forward.



