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► Visits to stores suggest that 2nd tier locations will not
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Why a Hold Recommendation?
While URBN has large upside potential there are significant risks to the upside. Furthermore, a
systematic change in profitability (margins) can quickly destroy shareholder value. There is not a large
enough margin of safety to warrant a Buy Rating. While we believe that there may be an opportunity to
short this stock in the future (if trends indicate that the firm will face a difficult margin environment),
the existence of a large upside make a short too risky of a proposition.
A hold recommendation should be interpreted as “do not own” in most situations. Exceptions made for
investors with a short horizon period (less than 6 months), and ownership as part of a portfolio
(although in such a case, a hold rating is equivalent to underweight).
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Company Overview
Urban Outfitters is a leading lifestyle specialty apparel company that operates under three major
brands. The Urban Outfitters brand targets young adults aged 18-30 with a range of offerings including
women’s and men’s fashion apparel, footwear, and accessories, as well as apartment wares and gifts.
The Anthropologie brand, targeted at women aged 30-45, sells a range of product assortment including
casual apparel and accessories, home furnishings, and decorative items. The company’s Free People
brand offers merchandise such as casual apparel, accessories and gifts targeted at young women aged
25-30. As of Q2 2011, the company operated 160 Urban Outfitters, 145 Anthropologie, and 36 Free
People stores in North America and Europe.
URBN Value Drivers
We believe that the following factors have a strong influence on the market valuation of Urban
Outfitters, and thus, are the inputs manipulated in our valuation model.





Margins across the firm
Growth in store sales at existing locations
Number of new stores
Revenue generated at new stores

Initial Margin Analysis

Figure 1: Source Thomson One and Analyst Calculations

Figure 2: Source Capital IQ

As a starting point for forecasting margins, we considered the two most likely to be used indicators:
company forecasts and historical averages. We examine the company value at COGS/Net Sales
forecasts for both the company forecast of 57.1%1, historical average of 60.6% in our model, and a long
term trend from the current company forecast to the historical average. Given that SG&A/Net Sales has
remained virtually flat since FY2005, we assume it will remain at the historic average of 22.9%. We have
also assumed that margins for the international business will be equivalent to those of the domestic
business. While margins in the European retail business are currently tighter, the likely reasons for the
discrepancy, lack of optimal scale and lack of an URBN owned distribution facility, are being addressed.
The impact of assuming COGS/Revenues of 57.1%, as opposed to 60.6% used in the baseline model, is
that the fundamental share price increases to $36.07 from the baseline scenario target of $30.73.
1

57.1% if backed out from the companies target of 20%+ operating margin
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Clearly the margin assumption has a major impact on firm valuation. If the baseline scenario were
adjusted so that COGS/Revenue going forward was 61.6%, the fundamental price per share would
decline to $28.59.
Internally, we have assumed that gross margins will stay at historic averages, but have considered the
fact that margins vary significantly between business segments. While the firm may be able to
temporarily maintain the high margins achieved last quarter, there is no justification for these margins
holding in the long run. As seen in Figure 2, 20% operating margins are rare within the industry, and
URBN has never consistently generated such margins. Additionally, we believe significant domestic
expansion plans could create additional margin pressure, because we believe 2nd tier locations require
greater markdowns to clear inventory. (See Appendix: Evaluation of baseline assumptions for a
description of 2nd tier locations.) Furthermore, achieving these above average returns for the next two
quarters, while otherwise remaining at the baseline scenario, only raises the fundamental value by
$0.80. Appendix: Sensitivity Analysis shows the impact of hitting 20% operating margins for 10
consecutive months, a scenario that we believe is highly unlikely. These margins have been estimated
using the methodology described in Appendix: Estimate of COGS for Each Business Segment. Based on
historical data the average segment cost of goods sold is as follows:

Figure 3: Source Public Filings and Analyst Calculations
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Existing Store Sales Model

Figure 4: Source Public Filings and Analyst Calculations

Figure 5: Source Public Filings and Analyst Calculations, averages exclude 4/1/2005

Over the past five years, sales per square foot has remained relatively flat across all retail business
segments. However, markdowns do not hit the top line; rather, they are recognized in the cost of sales.
This is why the top line does not take a large hit during periods of economic contraction, such as during
the fourth quarter of FY 2009.2
There are two clear starting points from which we want to analyze the impact of existing store, per
store, sales growth. Option 1 is to assume that organic growth for existing stores meets the company’s
comparable store growth target of 7%, the previous 10 years average.3 Option 2 is to assume that sales
from stores existing at the beginning of the forecast period remain constant adjusted for inflation. We
assume that sales would grow at the historic inflation rate of 2.7%4. The impact of assuming same store
growth of 7%, as opposed to 2.7%, is that the fundamental share price increases to $34.54 from the
baseline scenario target of $30.73.

2

FY Q4 2009 Earnings Call
FY Q4 2010 Earnings Call
4
90 year average calculated from http://www.usinflationcalculator.com/
3
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Forecasts and Results
Because sales per square foot have remained relatively flat over the past several years, we believe that
same stores should not be expected to generate revenue growth beyond inflation. Thus, revenue
growth from existing stores is forecast to grow at 2.7%. In a more extreme case, if revenues were to
remain flat through 2012, and then grow at 2.7%, the fundamental share price would be $30.06.

North American New Stores Sales Model
The key factors important in analyzing new stores sales are
1. The number of new stores
2. The sales per store generated from these new stores.
There are three ways to approach forecasting the sales from new stores for the projection period.
Method 1: Using historic averages
Hypothesis:
The growth of North American retail stores in the projection period will be similar to the growth achieved
in the last five years. New stores opened will perform similar to existing stores in the past five years.

Figure 6: Source company 10-Ks

Under this assumption, we estimate 14, 16, and 6 new stores per year for Anthropologie, Urban
Outfitters, and Free People, respectively, through the projection period. The total number of Urban
Outfitters, Anthropologie, and Free People stores at the end of the projection period will be 506. The
sales per store for the new stores is assumed to be equivalent to sales per store for existing stores.

Figure 7
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Method 2: Using management’s growth strategy, long-term targets, combined with historical analysis
Hypothesis:
Management can accomplish their target growth plans in the North American retail stores.
Based on management guidance, Urban Outfitters expect to open 37-40 new stores in North America.
This includes approximately 16 stores for Anthropologie, 14 for Urban Outfitters and 9 for Free People.
For the subsequent years, we use the acceleration rate of expansion from the past five years. Under this
hypothesis, we assume that since management has successfully accomplished this expansion in the past,
using the same acceleration for the projection period is a good way to predict management’s expansion
plan. This is estimated as 2.5% for Urban Outfitters, 5% for Anthropologie, and 10% for Free People.

Figure 8

There is a potential for the gross margin of the new stores is be higher by 125 basis points, primarily
driven by reduction in rent expense through reduced square footage of new stores (10%) and better site
selection. Rent expense historically has been around 12.5% of COGS. The average square footage per
store for the new Urban Outfitters, Anthropologie, and Free People stores are 9000 Sq. Ft, 6500 Sq. Ft,
and 1250 Sq. Ft respectively. However, the sales per sq. ft. during this period remained flat. Hence, we
are not incorporating the potential increase in gross margin into our model.
Method 3: New stores in second-tier cities are second-tier opportunities
Hypothesis:
Management will not be able to expand stores at the historic rate achieved in the past five years.
Under this assumption we model growth at a lower rate than achieved during the past five years. For
the six months that ended Q2 2011, Urban Outfitters opened 8 Anthropologie, 5 Urban Outfitters, and 3
Free People stores respectively. Rapid growth would be required in the second half to meet the target
store count of 37-40 stores reiterated in the earnings discussion for the fiscal year 2011. Based on the
numbers for H1 2011 as baseline, subsequently, we model a decelerated expansion strategy as below.
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Figure 9

We strongly believe that management’s domestic growth forecasts are overly optimistic. Visits to stores
suggest that 2nd tier locations will not perform as well as 1st tier locations. As a result we believe that
management’s mid- and long-term growth expectations are too optimistic. Highest tier locations, Urban
Outfitters and Anthropologie in NYC had nearly no items on sale, whereas Atlanta’s mall location had 510% of the products on sale, and the Atlanta non-mall in-town location and the New Haven campus
location had roughly 10-15% of the store on sale. Furthermore, that the company missed its 2010
expansion targets indicates that it faced significant headwinds during the last full fiscal year. Finally, we
believe that the attitude of the firm is one of infallibility. Management speaks positively about all its
ventures, and thus, management likely considers a high level of success its baseline when making
expansion predictions.
Details of the new store growth opportunities are included in Appendix: Evaluation of baseline
assumptions.

International New Store Sales Model
The number and the productivity of the stores opened are important factors to project the sales from
new stores opened internationally. We modeled international expansion plans using the baseline
guidance for 2011 from the management. Anthropologie’s international expansion is modeled after the
expansion Urban Outfitters accomplished from 2004 to present. We modeled the expansion of Urban
Outfitters Europe according to its historic acceleration rate since we believe it is still in a growth phase.
The average revenue per EU store estimated from historic sales is $7.83M. The gross margins for
international stores are believed to be slightly lower than in North American retail stores because of the
dependence on third-party distribution centers. However, we expect international margins to match
North American margins following the opening of a new distribution center in the UK in Q3 or Q4 2011.

Figure 10

7

URBN

A Research Company

11/01/2010

Direct-to-Consumer Segment

Figure 11: Source Public Filings and Analyst Calculations

Figure 12: Source Alexa.com

Figure 13: Source Alexa.com

Figure 14: Source Alexa.com

Figure 15: Source Alexa.com

How could the market view direct-to-consumer potential?
The direct-to-consumer segment is interpreted through the reach of the firm’s ecommerce websites.
This is necessary because the catalog sales and ecommerce segment sales are aggregated and it is not
possible to determine the percentage of sales driven by each segment. However, we assume that the
reach of the respective websites is correlated with the reach of marketing materials. The most obvious
8

URBN

A Research Company

11/01/2010

way that the market could be forecasting direct-to-consumer segment performance is to use a cap on
penetration at a level that the company views as reasonable, 30% of total sales, and assume rate of
growth declines from the most recent YoY rate of 36%5 over time, we assumed a decline to 30% in
FY2012, and 20% in the remaining years. This adjustment to the baseline model would result in 26% of
revenues being generated by the direct-to-consumer segment by the end of the forecast period, and a
fundamental share value of $36.47.
Forecasts and Results
There are two ways for URBN to grow direct-to-consumer revenues in excess of total industry growth
(either total e-commerce traffic or total industry revenues). Either URBN can drive more traffic to the
website than competitors, or it can increase sales generated per visit.
Because we have not yet seen growth in visits to urbanoutfitters.com we cannot draw the conclusion
that sales from urbanoutfitters.com will grow faster than inflation + real industry growth. The same
logic applies to anthropologie.com.
We made the simplified assumption that the growth of the .co.uk and .eu websites will have the same
growth rate as their U.S. counterparts did over the previous five years (26% CAGR). However, because
they make up a smaller portion of the business this will not result in 26% CAGR across the direct-toconsumer segment. If we assume that total revenues from the UK and US websites are correlated with
reach, then EU direct-to-consumer sales would be expected to make up 10.6%6 of total direct-toconsumer sales.
Based on alexa.com statistics, Urbanoutfitters.co.uk is showing some growth over the past three years.
Anthropologie.eu, which was launched March 20107, is not yet popular enough to have data recorded
on the alexa.com database. If we assume the relative reach of anthropologie.eu, as compared to
urbanoutfitters.co.uk, will quickly reach the relative reach seen for the parallel U.S. websites, and that as
a pair they grow at same CAGR as the direct-to-consumer segment as a whole since FY1Q2006 (because
of the lack of resolution for the data, rough assumptions are made for these metrics from the graphs
above), we can project forward European direct-to-consumer revenues. The U.S. direct-to-consumer
revenue growth is assumed to slow from the high growth seen over the past five years until growth
matches inflation. E.U. direct-to-consumer revenues are expected to jump during the current fiscal year
due to the launch of Anthropologie.eu, and match the historic revenue CAGR throughout the remainder
of the period.

5

FY 2Q 2011 Earnings Call
.0065/(.0175+.0375+.0065)=10.6% where .0065, .0175, and .0375 are estimates of reach for
urbanoutfitters.co.uk, anthropologie.com, and urbanoutfitters.com, respectively
7
10-K FY 2010
6
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Figure 16 Source: 10-K and analyst estimates

If the U.S. revenue growth rate did not decline as quickly as forecast above, the firms fundamental value
would increase. If the baseline scenario were adjusted so that U.S. revenue growth from 2012-2016 was
10% the fundamental share value would rise to $31.93.

Wholesale Segment

Figure 17 Source Public Filings and Analyst Calculations

The size of the wholesale segment has varied between 4% and 7% of URBNs revenues since 2005. Over
the past four quarters wholesale sales made up 5.1% of total revenues. The absolute growth in
wholesale sales has been powered by growth in the Free People brand.
While the development of the Free People brand was very successful, we believe that its success was
dependant on three elements. One, it had a unique brand image and its introduction coincided with
great growth in “hippie chic”. Two, it was a brand that matched well with the Urban Outfitters image.
Three, the firm got lucky.
We don’t believe Leifsdottir has any of these elements, and thus, are unwilling to assign significant value
to the brand. First, Leifsdottir produces sexy, sophisticated, and contemporary apparel sold through
high end retail outlets. This segment is large and there is no indicator of accelerating growth in this
10
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segment, nor is there much room for the segment to grow. Second, Leifsdottir is not Anthropologie’s
Free People. The styles of Anthropologie and Leifsdottir do not align. This raises two issues: (1) why
does marketing the product through Anthropologie make sense, and (2) why does the firm believe it has
any competitive advantage in the segment given its lack of exposure. The segment is already highly
developed, and contains many well branded competitors. Third, luck is random and rare. URBN has
developed numerous private label brands, while none have developed consumer awareness close to
Free People. There is no indication that URBN has a successful methodology to develop clothing brands.
Because we don’t believe Leifsdottir will have a significant positive impact on the company’s bottom
line, we have modeled wholesale revenues as a constant fraction of total revenues. Management is yet
to report the brand generating a profit for URBN.8

8

Earnings Calls: FY2010 Q3 through FY2011 Q2
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Appendix: Firm Valuation
Baseline Model

Metric

Assumption

COGS/Net Sales
SG&A/Net Sales
Same Store Sales Growth
North American New Store Sales Growth
International New Store Sales Growth
Direct-to-consumer Sales Growth
Wholesale Revenue

Weighted average of segment margins
22.9%
Inflation (2.7%)
Method 3
Figure 5
Figure 12
5.1% of Total Revenues
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Appendix: Evaluation of baseline assumptions
New Store Growth (Method 3)
Site Selection

Source: Company Reports

Currently, California and New York alone account for over 25% of the total stores of Urban Outfitters
and Anthropologie. After studying the geographic location of the stores, we believe that the possible
opportunities to expand are in the second tier cities in North-east and Mid-west. However, as discussed
we believe that such locations will be less profitable, and thus expansion will likely meet more
roadblocks than expected.
For this study, we used a flexible definition of 1st and 2nd tier locations, which are in part, defined by
URBN’s decisions to enter one before the other. We would expect the second location in a city to be
considered less promising than the first location. However, we also use other metrics. For example, we
expect URBN’s stores, in particular the apartment dweller targeted Urban Outfitters, to be more
successful in larger cities. If large cities are defined as those with populations of larger than 400,000, as
of the 2007 American Community Survey, URBN opened 7 Urban Outfitters and Anthropologie stores in
large cities in FY2005, while it opened 4 in such cities in FY2010.9 Instead, in FY2010 URBN shifted its
expansion towards areas with large universities (>20,000 students).

9

URBN 10-Ks, Analyst Calculations, and U.S. Census Bureau <http://factfinder.census.gov/> (accessed 11/1/2010)
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Source: Company reports

Store Venue
In 2010, the best performing stores for Urban Outfitters brand were located in Malls. This trend was
observed in Q2 201110. Anthropologie, however, seems to be performing well in all venues. In 2010, 5 of
the 1211 Urban Outfitters stores and 5 of 12 Anthropologie stores opened in North America were in
Malls compared to Free Standing locations. In 2009, 5 of the 13 Anthropologie stores and 2 of the 12
Urban Outfitters stores were opened in Malls compared to Free Standing locations. There is a possibility
that the rent expense is lower in Malls. However, opening stores in Malls puts Urban Outfitters brands in
direct competition with other specialty apparel stores in the Mall. While this strategy allows the firm to
generate larger in-store profits, it exposes the firm to additional competition from Specialty Apparel
retails, and sacrifices some of the uniqueness that has defined the brand.
Store Design
The average selling square feet per store has decreased in the last five years through the remodeling of
existing stores and the opening of smaller stores. The average size of a new Urban Outfitter store
opened in 2010 was 8,000 Sq. Ft. compared to 9,000 Sq. Ft in 2006. The average new Anthropologie
store footprint also fell, from 7,000 Sq. Ft to 6,500 Sq. Ft during the same time. Equivalently, the total
average SKUs per store has increased during the period to maintain the same selling capacity. However,
this strategy has not generated the expected benefits. The sales per Sq. Ft. remained flat during the
period probably because of lower sales in the smaller stores.

10
11

Earnings Discussion Q2 2011
Company reports
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Figure 19: Source Public Filings (10-K)

New Retail Brand Opportunities
A new business in the wedding sector is to be launched as a part of Anthropologie in February 2011. This
business is expected to offer wedding apparel with a price range between $750 and $5000. The
potential sales model for this business could follow J. Crew’s wedding business that started in 2004.
Some of the current players already in the market are J. Crew ($300 - $3,000), Ann Taylor, Chico FAS
(Under $500), and Limited (Under $300). The total size of the women’s wedding apparel industry is $2.2
billion according to Wedding Report12. Management is aiming to open one store by the end of FY 2011 if
the concept is successful.
The performance of Terrain and Leifsdottir has been poor and while Leifsdottir is still in early stages of
development, Terrain has languished in unprofitability for years. We do not incorporate the potential
sales from new brands into valuation because we are not confident in the growth potential of the
developmental brands URBN’s portfolio.
Urban Outfitters management was successful in opening the targeted stores until 2009. In FY 2010,
however when sales slowed, management could open only 33 stores compared to the targeted 4213 at
the beginning of the year. For the FY 2011 Urban is targeting to open 45 stores for all three brands
together. Only 13 new stores have been opened so far in the first half of the year.

12
13

Something Old, Something from the Mall, WSJ, April 8, 2010 accessed October 24, 2010
Company reports
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International Expansion

Figure 20: Source Public Filings (10-K)

Figure 21: Source Public Filings (10-K)

Anthropologie:
For our model, we forecasted the international growth of Anthropologie based on the international
expansion Urban Outfitters accomplished during its early phase in 2004. Anthropologie has many
advantages as well. The presence of Urban Outfitters in Europe could also help achieve faster expansion.
The assortment sold in Anthropologie Europe is 80% similar to Anthropologie North America unlike
Urban with wide differences in assortments across continents. Urban Outfitters management is also
evaluating options to open its first store into Tokyo in 2012 and Anthropologie is expected to take lead
in the Far East. We believe that the management can pursue a similar international growth if not more
aggressive with Anthropologie than it achieved with Urban.
Urban Outfitters:

Figure 22: Source Public Filings

As ofQ2 2011, Urban Outfitters only operates 18 stores internationally with 14 in the United Kingdom. In
the Q2 2011 earnings discussion, management announced their intention to continue expansion in UK
and Germany in the next 12-18 months. A distribution center in UK is scheduled to be opened in Q3 or
Q4 2011. We believe that there are opportunities to expand into cities such as Frankfurt and Berlin in
Germany in 2011 to accomplish the targeted international growth.
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Appendix: Estimate of COGS for Each Business Segment
Quarterly data beginning with FY1Q2006 was regressed according to the following equation:
𝐶𝑂𝐺𝑆𝐹𝑖𝑟𝑚 =

𝐶𝑂𝐺𝑆
𝐶𝑂𝐺𝑆
𝑅𝑒𝑡𝑎𝑖𝑙 ∗ 𝑅𝐸𝑉𝐸𝑁𝑈𝐸𝑅𝑒𝑡𝑎𝑖𝑙 +
𝑅𝐸𝑉𝐸𝑁𝑈𝐸
𝑅𝐸𝑉𝐸𝑁𝑈𝐸
𝐶𝑂𝐺𝑆
+
∗ 𝑅𝐸𝑉𝐸𝑁𝑈𝐸𝑊ℎ𝑜𝑙𝑒𝑠𝑎𝑙𝑒
𝑅𝐸𝑉𝐸𝑁𝑈𝐸 𝑊ℎ𝑜𝑙𝑒𝑠𝑎𝑙𝑒

𝐷𝑇𝐶

∗ 𝑅𝐸𝑉𝐸𝑁𝑈𝐸𝐷𝑇𝐶

Given that 2010 rent expense is $129M, and total retail sales were $1,510M, rent expense alone would
reduce margins of the retail segment (vs. direct to consumer) by 850 basis points. Thus, because of
additionally complexity and staffing needs for a retail business (and less economies of scale) we believe
that our regression gives us reasonable result.)
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Appendix: Cost of Capital Calculation and Estimates of Beta
We are using the industry asset beta of 1.39 to value Urban Outfitters. The cost capital estimation is
tabulated below. The market risk premium is assumed to be the historic average value of 7%. The risk
free rate is the yield on one month T-bill. We used one month t-month as our risk free rate since it is a
good representation of the return investors can earn immediately. The WACC estimated for Urban
Outfitters is in line with the WACC of the industry, 9.83%.

The beta used for calculating the discount rate is the average rolling asset beta for the six largest
comparable firms (by market cap).

Source: Bloomberg, CSRP, Analyst Estimates
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Appendix: Sensitivity Analysis

Margins

New Store Growth

Direct-to-Consumer Share Price

20% Operating
Margins

Management
Guidance

Strong U.S. Growth

$39.15

Historical Weighted
Average

Management
Guidance

Strong U.S. Growth

$33.61

20% Operating
Margins

Baseline Scenario

Strong U.S. Growth

$37.26

Historical Weighted
Average

Baseline Scenario

Quick Decline in
U.S. Growth

$30.73

Next 10 mo: 20%
Rest: Hist. Wtd.

Baseline Scenario

Strong U.S. Growth

$32.86

Next 10 mo: 20%
Rest: Hist. Wtd.

Management
Guidance

Strong U.S. Growth

$34.83
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IMPORTANT DISCLAIMER
Please read this section before reading this report.
This report has been written by MBA students at the Yale's School of Management in partial
fulfillment of their course requirements. The report is a student and not a professional report. It is
intended solely to serve as an example of student work at the Yale’s School of Management. It is not
intended as investment advice. It is based on publicly available information and may not be complete
analyses of all relevant data. If you use this report for any purpose, you do so at your own risk.

YALE UNIVERSITY, YALE SCHOOL OF MANAGEMENT, AND YALE UNIVERSITY’S OFFICERS, FELLOWS,
FACULTY, STAFF, AND STUDENTS MAKE NO REPRESENTATIONS OR WARRANTIES, EXPRESS OR
IMPLIED, ABOUT THE ACCURACY OR SUITABILITY FOR ANY USE OF THESE REPORTS, AND EXPRESSLY
DISCLAIM RESPONSIBIITY FOR ANY LOSS OR DAMAGE, DIRECT OR INDIRECT, CAUSED BY USE OF OR
RELIANCE ON THESE REPORTS.
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