Crocs Inc. (NASDAQ: CROX)

Recommend to initiate at 5% | PT: $151.45
January 27th, 2025

L

CIMG Investment Research

Investment Background: Quick Fad or Staple Brand?

Crocs Inc. Is a casual comfort footwear company headquartered in Colorado. The company is
best known for their classic Clog products manufactured from their patented Croslite material.
On top of their classic clog styles, the company has expanded into sandals, sneakers, and
Jibbitz charms which can be attached to their shoes for further customization. At an average
selling price of $45, Crocs are uniquely affordable in the comfort footwear industry. Founded
in 2002, the company became trendy in the mid 2000’s and experienced rapid growth. The
clogs gradually fell out of favor by the late 2000’s, catching management by surprise. The next
ten years of the company’s history were marked by the occasionally successful “growth at all
costs” strategy where the company experienced rapid growth followed by periods of
stagnation and destocking. Current CEO Andrew Rees was promoted in 2017 to conduct a
turnaround, shifting the business to a more conservative brand management strategy. He
aggressively cut operating costs and consolidated the brand through a US focus. In 2018, the
company unveiled Jibbitz (80% gross margin) and began transforming the classic clogs styles
from standalone products into platforms for customization. Since the pandemic, Crocs has
leaned heavily into influencer promotions and collaborations, leveraging IPs such as Pokémon
and Minecraft characters and brands like Balenciaga and KFC to revitalize the Crocs brand’s
image and reach new, higher-income audiences. The company benefited from COVID stay-at-
home and casual comfort tailwinds with Crocs brand revenues growing 117% FY20-FY23. The
company purchased HEYDUDE, a midwestern-focused casual comfort brand in 2022 at 10x
EBITDA. Poor performance of the HEYDUDE brand along with decelerating domestic growth
has sent shares to the bottom of their historical multiple range. Despite this, we are confident
the business can maintain its ~20% FCF yield and purchase ~3% of its float yearly, which we
believe gives CIMG a buying opportunity within a margin of safety.

Investment Thesis

CROX is a Fundamentally Different Business Now Than It Was Pre-Covid. Andrew Rees has
taken significant overhead out of the business, with operating costs falling from 36% of
revenue to 26%. The company has also taken price since then, growing gross profit margins
from ~50% to 60%, which we believe is a structural improvement in the business. Jibbitz
remains a hidden gem in the business. We estimate Jibbitz did $225mm in revenue last year at
80% margins and should be able to grow LDD over the next handful of years. Crocs has
demonstrated an ability to market successfully using social media and influencers and fill a
steady pipeline of brand collaborations which keep the business fresh. Former Yeezy designer
Steven Smith was tapped late last year as Director of Innovation, which should cement Croc’s
push to diversify into streetwear and sandals. We believe this combines to make Crocs a staple
brand which is less prone to boom/bust cycles than it was in the first two decades of its
history.

International Growth Story Remains Unappreciated by Investors. International investment was
scrapped during Andrew Rees’s cost cutting purge, with the business closing almost all its
international stores. With a healthy cost structure and cleaned up balance sheet post-
acquisition, Crocs has begun aggressively investing in an international store buildout. The
Asian footwear market has compounded at 11% over the last decade, ~300bps higher than the
US. Modeling Crocs growing slightly below market still yields MSD variance, on which we are
willing to take the over. Fundamentally, the Chinese consumer prefers customization more
than the Western customer, and sandals have higher penetration than in the US.
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Figure 1: SCROX 3-Year Stock Chart
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Investment Thesis Continued

Given the Crocs brand was previously poorly positioned to tackle this market, we are confident Crocs can outperform
expectations in this category. Unfavorable Forex expectations likely give shares upwards pressure from here, giving us
confidence that Crocs can overperform street expectations internationally over the short and long term. We think
international can compound at HSD though FY27.

Street Implied Assumptions discount shifting product mix, Jibbitz story. The Street models margins flat into perpetuity. Taking
into account that DTC channel mix will likely retract (we estimate 50% gross margins for wholesale and 65% DTC), this implies
the street thinks Crocs will have minimal success pushing price or shifting its product mix. New models sell at almost double
the ASP of classic clogs, and the company’s highest growth markets in Asia have the highest Jibbitz attach rates according to
management. Management has also signaled continued willingness to take price internationally (China is on track for 20%
growth in FY24, lapping two previous years of triple digit expansion) which we take as a signal for differentiation given LSD
street estimates for ASP growth over the next few years.

At current valuations we think HEYDUDE is almost free, but this does not mean the brand is worthless. Our base case
assumes Crocs alone is worth $8.3B, representing 20% upside to shares. However, we view HEYDUDE as having potential
unappreciated by the street. Consensus estimates assume HEYDUDE ASPs decline MDD in FY25 and FY26. Given that
inventory has stabilized after FY22 overstocking and 3Q24 mgmt comments that they plan to push prices for HEYDUDE, the
street is estimating the brand remains in free fall. We believe Crocs misunderstood the asset they were buying in FY22 and
attempted to press their marketing playbook onto HEYDUDE, misaligning the brand with their core customers. The company
tapped Terence Reilly to oversee a turnaround this year. Terence previously conducted a successful brand turnaround in
Stanely, orientating the brand from a male, blue-collar customer focus to young women in less than two years and saw
revenues jump 400% during his tenure. Our research suggests HEYDUDE sells a good product at a great price, and that
betting consensus estimates growing the brand LSD/MSD into perpetuity (well below the casual footwear market growth
rate) will eventually be revised upwards is worth taking.Our research suggests HEYDUDE sells a good product at a great price,
and that betting consensus estimates growing the brand LSD/MSD into perpetuity (well below the casual footwear market
growth rate) will eventually be revised upwards is worth the low implied risk to the WholeCo valuation.

Valuation

We used a sum of the parts 10-yr DCF model discounting HEYDUDE and the core Crocs brand separately, using a 2.5% LTGR
and discount rates of 13% and 14% respectively. A quick reverse DCF suggests the street implied combined discount rate for
the business of 14%. We are comfortable with 13% for the Crocs because we view the business as being less cyclical than the
street assumes. Our price target of $151.45 gives us 46% upside at current prices with a blended P/E exit multiple on FY27
earnings (9% above consensus) of 10x (8x-13x is the 5-yr historical range). We are differentiated on international revenue
growth and gross margins in the outyears. We built Bull and Bear cases for both Crocs and HEYDUDE which can be viewed in
the model. The bear case for both businesses yields 19% downside in our DCF. We believe in a disaster case where Crocs
earns $10/share the company would trade to 7x, giving us a $70 PT and 32% downside, skewing risk/reward to the upside.
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