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Kohl’s Corporation 
 
We value Kohl’s stock at $100.75, while it is currently 
trading at $80.75 and forecast a 24.77% upside.  
 
Key takeaways: 
 
Revenue Growth 

 We are projecting annual sales growth at 
around 2.5% going forward. 

 This revenue growth will be driven by its 
pick-up-in-store strategy and competitor 
store closures. 

 After four quarters of consecutive 
comparable sales growth it is becoming 
clear that these factors are acting as growth 
drivers. 

 
Standard-to-Small Strategy  

 Gross margins to rise by 20bps per annum 
as the company continues downsizing 
stores.  

 Since 2017 Kohl’s downsized 500 stores 
which has improved margins as a result of 
lower inventory levels and less 
markdowns.  

 Despite downsizing so many stores, total 
retail revenues rose 2.2% in 2017 and 
3.8% in the first half of this year.  

 As a result, we anticipate that they will 
continue the downsizing strategy and 
reduce the size of the remaining 650 
stores. 

 
Return on Property portfolio 

 As a result of the downsizing initiative, 
Kohl’s will be able to get a higher return 
on its property portfolio.  

 We are conservatively forecasting that 
they will generate an extra $50m in free 
cash flow by 2022 because of rental 
income.  

 It also gives Kohl’s an opportunity to 
partner with brands that could drive traffic 
in its own stores. At the beginning of this 
year they reached an agreement for 10 
Aldi stores to open at Kohl’s locations. 

Rating: Overweight  
KSS (NYSE) 
 
Target Price: $100.75  
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About Kohls 
 
Having been originally founded in 1927 by Maxwell 
Kohl as a grocery store, Kohl’s opened its first 
department store in 1962. Kohl’s Corp as it exists 
today was formed in 1988 after a group of investors 
purchased the company in 1986 from British-
American Tobacco and took it public in 1992. 
Today Kohl’s operates 1,158 department stores in the 
US, more than any other department store chains in the 
US. In addition, Kohl’s operates a website, 12 FILA 
outlets, and four Off-Aisle clearance centres. Kohl’s 
sells moderately priced apparel, footwear, accessories, 
beauty and home products. The merchandise sold is 
proprietary and national branded, see figure 1 for 
breakdown. 
 

 
Figure 1 – Sales Breakdown (source 10K) 

 
 
Why We Recommend Buying Kohl’s 
 
Standard-to-Small Strategy 
  
 Kohl’s is currently implementing a “standard-to-

small strategy” by downsizing stores. We estimate 
that prior to the downsizing, stores were roughly 
70-80 thousand square foot.  

 Since the beginning of 2017, they downsized 
around 500 stores by 20-30 thousand square foot 
per store. This has reduced inventory by roughly 
10% in these stores according to the CFO in the 
most recent earnings call. Total inventory fell 7% 
in 2017, see figure 2. 

 

 
Figure 2 

 Despite the lower inventory levels, sales did not 
fall, in fact sales figures have been strong. This 
indicates that they are essentially eliminating 
unproductive retail space. 

 This inventory management initiative has 
contributed to less markdowns, resulting in a 
forecasted 30 basis points increase for gross 
margin for 2018. 

 Given the success of this strategy, we anticipate 
that they will downsize the majority of their other 
600 stores which will drive 20 bps increases in 
gross margins going forward. 

 They are currently trialling twelve 35 thousand 
square foot stores, this is an indication of what 
management believe the optimal store size could 
be going forward. 

 
Opportunity for Rental Income and   
Partnerships  
 As a result of the downsizing, Kohl’s now has an 

opportunity to get a higher return on its assets by 
leasing the extra space. 

 We are assuming that Kohl’s will only be able to 
lease stores which they currently own or ground 
lease. According to the most recent 10K, Kohl’s 
owns and ground leases 649 stores. It is likely that 
the 500 stores downsized to date were among 
these 650 stores. We believe they will quickly 
downsize the approximately 150 stores 
remaining. 

 After speaking to a seasoned commercial real 
estate expert in the US, that has knowledge of 
Kohl’s real estate profile, he estimated that on 
average Kohl’s would have 10,000 square foot 
available per store at $20 per square foot. Using 
this as an estimate, we calculate that if Kohl’s was 
to lease its 650 stores it will generate an extra 
$130m in cash flow per annum. 

 We are aware that Kohl’s reached an agreement 
with Aldi to open 10 stores on its property. We 
believe that this and similar agreements will result 
in extra foot traffic at Kohl’s. Furthermore, by 
having a partnership with a grocery store they will 
be more competitive with Walmart and Target. 

 
Benefits of “Pick-Up-in-Store” 
 Kohl’s is presently promoting various pick-up-in-

store offerings. When customers buy-online-pick-
up-in-store (BOPUS), they are rewarded with a $5 
Kohl’s coupon. Furthermore, on October 23 the 
company announced that any orders on 
Kohls.com could now be shipped to any store. 

 We believe trying to reduce expensive shipping 
costs makes sense as they are a drain on margins, -8%
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also given the scale of Amazon’s home delivery 
operations, it is difficult for Kohl’s to complete. 

 As Kohl’s has over 1,000 stores, with 80% of 
Americans within 15 miles of a Kohl’s store 
(Kohls.com), the pick-up in store strategy will be 
effective. 

Competitor Store Closures 
 There is evidence in recent quarters that Kohl’s 

has begun to benefit from competitor store 
closures. They have achieved comparable sales 
growth in the most recent four quarters (See 
figure 3. 

 

 
Figure 3 
 Last year, JC Penney and Sears closed 140 and 125 

stores respectively. More recently we have seen 
Bon Ton Stores and Sears filing for bankruptcy. 
Therefore, we anticipate there will be more store 
closures and Kohl’s will continue to benefit. 

 In the most recent earnings call, referring to the 
upcoming closures of 200 Bon Ton Stores, 
Michelle Gass (CEO) said they plan to “put 
marketing dollars strategically against those store 
closures”. 

 To try and quantify the opportunities that exists 
for Kohl’s, we calculated the total revenue figure 
of three big rivals that are in financial distress in 
figure 4.  

 

 
Figure 4 – Source Bloomberg 
 
Reducing Debt levels 
 Debt levels began to rise in 2011 as a result of 

large share buyback programmes, resulting in a 
significantly lower share count, see figure 5. 

 

 
Figure 5 – Source Bloomberg 

 
 However, reducing debt levels is now the current 

priority of the company, see figure 6. In the first 
half of 2018 they reduced debt by $528m. in the 
most recent earnings call, the CFO stated that 
they “plan to monitor the market for future 
opportunities to repurchase more of our debt”. 

 

 
Figure 6 – Source Bloomberg 
 
 We believe by reducing its debt levels in a strong 

economic climate, it will provide more of a 
cushion should there be a market downturn. High 
debt levels will provide management with a 
further headache if there is a recession. 
Furthermore, as we are in a rising interest rate 
environment, debt is becoming more expensive so 
there is no case for using it to fund share 
repurchases. 

 
Targeting Millennials 
 Kohl’s has recently launched some key initiatives 

that we believe will attract younger customers. 
 In 2017, Kohl’s reached an agreement with Under 

Armour to sell its merchandise. It already had 
similar agreements with Nike and Adidas. During 
the second quarter, the company recently 
launched an active expansion test in 30 stores 
earlier this month, increasing the active wear 
sections by approximately 40%.    

 In 2017 Kohl’s partnered with Amazon to provide 
a return service for Amazon products. This 
initiative was initially launched at 82 stores and 
has grown to over 100 stores. Former CEO Kevin 
Mansell said that the initiative was driving traffic 
at Kohl’s in March 2018 (CNBC 2018).  
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Valuation  
 
Scenario 1 - Base Case with Robust Consumer Spending 
 
Revenue Forecast 
Our belief is that the following factors will influence revenue growth growing forward: 

 US Consumer Spending 
 Flat Store Count 
 Online sales growth in the retail sector 
 Competitor store closures and company strategy 

 
Consumer Spending 
Our revenue projections will take into consideration forecasts for US consumer spending. To calculate nominal 
consumer spending growth forecasts, we added consensus real consumer growth and the forecasted core inflation rate. 
These figures were available until 2020 on Bloomberg. For the years 2021 and 2022 we averaged the last 10 years to 
make our forecast. 
 
Flat Store Count 
We anticipate that Kohl’s store count will remain flat for our forecasted period. Firstly, the company’s store count has 
been flat since 2013, see figure 7. Secondly, as the company has performed well for the last 18 months, it appears 
unlikely store closures will occur in the near future. Thirdly, management have given no indication that they are 
planning to shut down stores in the near future. 
 

 
Figure 7 
 
Online Retail Growth 
The growth in online spending has negatively impacted Kohl’s for a significant period of time. As a result, Kohl’s 
comparable sales growth has been significantly below consumer spending growth rates, see figure 8. Since 2010 total 
online retail sales have been rising roughly 15% per year, we would expect this trend to continue to the end of our 
forecasted period. We have tried to quantify the impact of this on Kohl’s past comparable sales figures and their 
comparable sales figures going forward.  
 
We did this by calculating the difference between nominal consumer spending growth and comparable sales growth, 
see figure 8. We estimate that from 2013-2017, the shift to online sales has lowered Kohl’s comparable sales growth 
by roughly 4.5% per year.  
 

 
Figure 8 
 
Comparable sales growth converging towards Consumer spending growth  
 
Since Q3 2017 and the first half of 2018 comparable sales growth was strong (figure 5) and has started to converge 
with nominal consumer spending growth as previously shown. We have forecasted that this trend will continue for the 
reasons outlined earlier in this report. 
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Bringing it all together 
After bringing all of our assumptions together, we have arrived at the following sales forecasts.  
 

 
Figure 9 
 
Cost of Goods Sold and Margin  
As discussed above we anticipate that the “standard-to-small” will increase margins by 30bps this year and 20bps in 
the forecasted period, as Kohl’s continues to downsize its stores. 
 

 
Figure 10 
 
Selling, General & Admin Expenses 
In 2016 and 2017, SG&A was 26.3% and 26.2% of sales respectively. According to the 10K, the vast majority of this 
expense is variable as they include payroll and distribution costs. We anticipate that these expenses will remain at 
26.2% of sales going forward.  
 
At the beginning of this year, the company migrated to a cloud software system which the company say will result in a 
2% increase for this year and that this expense will continue going forward. We isolated the expense attributable to the 
cloud migration at $102m per year. 
 
Putting all of this together, our projections add the $102m figure to 26.2% of sales in the period to arrive at our 
projected SG&A expenses. 
 

 
Figure 11 
 
Net Credit Card Earnings 
Net credit card revenue has been increasing year on year since 2014 by 4.90%. Due to a lack of information about this 
segment and the fact its profits bear little relationship to sales, we are anticipating that it will grow by the same 
amount going forward. Credit Card profits will be discussed further on in the report in the “risks” section. 
 
Rental Income 
We are forecasting that Kohl’s will be leasing property at 100 locations in 2019, increasing by 50 locations each year 
over the projection period. By 2022, we believe Kohl’s will be leasing 250 stores. The average store lease will consist 
of 10,000 square foot at $20 a square foot. We multiplied the number of stores available for lease by 10,000 square 
foot to calculate the total square foot available for lease in the period. We then multiplied this by the average lease 
rental income of $20 per square foot to calculate total lease rental income for the period.  
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Capital Expenditure 
The company’s guidance for capital expenditure is $700m for 2018. Capital expenditure has been around this figure 
since 2014 and we are expecting the company’s capex to remain at this level for the coming years. As such we are 
forecasting capital expenditure at $700m per annum. 
 

 
Figure 12 
 
PPE & Depreciation & Amortization 
In order to project D&A going forward we needed to project the value of its PPE first. 
 
PPE 
Since 2014, the value of PPE has fallen each year (2.25% CAGR). This has occurred because the company’s capital 
expenditure on PPE has been lower than the depreciation on PPE. Roughly half of the company’s capital expenditure 
is now on IT, see figure 13. Our projection is that PPE will continue to fall by 2.25% CAGR for our projection period. 

 
Figure 13 
 
Our projection is that PPE will continue to fall by 2.25% CAGR for our projection period, see figure 14. 
 
Depreciation and Amortization  
 
To forecast our annual Depreciation & Amortization figure we used the following equation: 
 

D&A = Opening PPE + Capital Expenditures – PPE 
 
As can be seen in figure 14, using this formula would have been close to predicting the annual D&A from 2015-2017, 
as such we used this formula to predict the D&A in the coming years. 
 

 
Figure 14 
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Working Capital 
To project working capital, we calculated it as a percentage of sales from 2014-2017. We found that the percentage 
ranged from 12.2% to 14.3%.  As a result of the lack of variability we averaged the percentage at 13.5% of sales and 
project that it will be 13.5% of sales going forward.   
 

 
Figure 15 
 
BETA 
 
 

 
Figure 16 

 
 
To calculate the levered beta, we regressed the last 60 months of returns with the returns of the S&P 500, resulting in a 
levered beta of 1.01. This figure is justified, as can be seen in figure 16 the rolling beta for the last 5 years. On average 
the beta has been very close to 1 over this time. We then calculated the unlevered beta at .83. 
 

 
Figure 17 
 
Adjusted Present Value  
 
Debt/Equity Ratio 
As previously discussed, Kohl’s debt levels have varied over past years. Therefore, we used the APV approach, 
calculating projected free cash flows attributable to shareholders as well as the tax shield of the constant debt amount. 
 
Market Premium 
Market premium was taken from the NYU Stern data base of market risk premiums. The risk premium for the United 
States was 5.08%. 
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Our projection period is just under 5 years, so we used the 5-year treasury yield as a measure of the risk-free rate. This 
yield is 3.06%. 

Cost of Equity 
Using the capital asset pricing model and plugging in the values calculated above, we determined the cost of equity to 
be 8.41%. 

Effective Tax rate 
The reduction of the corporate income tax rate in 2017 effective from 1 January 2018 will benefit Kohl’s. After the 
adjustment to the tax rate in the US, Kohl’s effective tax rate dropped from 36.5% in 2016 to 23.1% in 2017. Kohl’s 
management has estimated the effective tax rate to be 24-25% in 2018. As a result, we have projected that Kohl’s will 
pay an effective tax rate of 24.5% going forward. 
 
Cost of Debt 
We divided the interest expense by the total outstanding debt at the end of 2017 in order to arrive at a cost of debt of 
6.62%. 

Tax Shield  
We calculated the PV of the tax shield at $206 million. Firstly, we calculated the cost of debt by dividing total interest 
expense in 2017 by total debt. Secondly, we forecasted total debt would decrease by 5% each year until 2022. Thirdly, 
we multiplied the total debt in the period, by the interest rate and the tax rate. We repeated this for each period and 
discounted them using the cost of debt.  
 
 

 
Figure 18 
 
Terminal Growth Rate 
We estimated the terminal growth rate to be 1%. Using OECD projected US GDP figures, we estimated the 
US GDP will grow by 1.6% until 2060. Kohl’s is a mature company, so we believe its growth will be below 
GDP.  
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Discounted Cash Flow Model  
 

 
Figure 19 

 
Scenario 1 Share Price 

 
Figure 20 
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Scenario 2 – Recession  
 
As there is a potential downside risk in holding Kohl’s stock in the event of a recession, we are incorporating this risk 
our valuation. As opposed to examining the effect of a recession on each item in our free cash flow projection which is 
too tricky, we have looked at the impact of the last two recessions on its share price. In 2001 there was a mild 
recession lasting 8 months which led to a 35% fall in share price and the 2007-2009 financial crisis resulted in a 
67% decline in share price, see figure 20. 
It is our belief that the magnitude of a future recession would lie somewhere between the two previous recessions. As 
a result, we believe the next recession will reduce the share price from our forecasted value by roughly 51%. We 
subtracted this from the price implied in our base case scenario to arrive at our expected recession share price of 
$53.30. 
 
 
 

 
Figure 20 
 

Scenario 2 Share Price  

 

Figure 22 
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Final Valuation – Weighting the scenarios 

According to Bloomberg consensus estimates the probability of a recession occurring in the next 12 months is 15%. 
Therefore, considering the probability of the two scenarios presented we find that Kohl’s stock should be valued at 
$100.75 

 
Figure 23 
 
 
Risks to our Investment Thesis 
 
E-Commerce 

 In recent years Amazon has taken large chunks of market share off traditional department stores which is 
likely to continue in the coming years. Online retail spending has been rising 15% year on year and we 
anticipate this growth to continue in the coming years as it still only accounts for less than 10% of total retail 
spending as of last year (US Census Bureau). Furthermore, online apparel sales are growing faster than other 
retail segments, meaning the risk is greater for department stores such as Kohl’s than some other retail 
segments. 

 While Kohl’s digital sales are increasing roughly 20% per year, reflecting the changing landscape, the 
margins are lower on these sales as a result of the shipping costs. This is why they are incentivising customers 
to pick up their online orders in store. Finally, as Kohl’s has a larger than normal store footprint (1,158 
stores), it faces a greater challenge should online retail sales grow at a faster pace than presently. 

 
Tariffs 

 Donald Trump recently implemented $200b worth of tariffs on Chinese imports to the US. It is clear that this 
will impact Kohl’s as products such as clothing and shoes are included. It is unclear exactly what the impact 
of these tariffs will be at the moment. However, there is a risk that Kohl’s will be forced to absorb some of the 
costs associated the tariff. It will be necessary to monitor the impact of these tariffs. 
 

Credit Card Division 
 We are concerned about the credit card segment and the lack of transparency surrounding it. We are aware 

that Kohl’s has a partnership with Capital One in which it shares “in the net risk-adjusted revenue of the 
Kohl’s credit card portfolio as defined by the sum of finance charges, late fees and other revenue less write-
offs of uncollectible accounts”, as per the most recent 10K.  

 As a result of the earnings that Kohl’s generates from this agreement (roughly 33% of net earnings), it 
incentivises customers to sign up for its credit cards by offering generous discounts on its merchandise, of up 
to 30%. Our main concerns can be summarised under the following two points 

  
       Accounting Practice 
       Reputational Risk 
  

  
Accounting Practice 
Despite generating roughly 33% of net earnings, until the current financial year its credit card profits were just 
subtracted from its SG&A expenses, with a short note stating the credit card profit figure for the year. We are 
surprised that its auditor EY was allowing this. 
 
There has been a positive change this year where the company has created a line in its income statement called “Other 
Revenue” which contains its credit card revenue. However, for Q1 and Q2 of 2018, it is unclear as to what the 
expenses are for its credit cards division and thus its profit. We are calling on the company to go further and provide a 
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clearer breakdown of all items related to its credit segment going forward, in order to give investors a complete 
picture. 
  
Reputational Risk 
As the company don’t give any disclosures about the risk profile of the customers that use the credit cards, we are 
unsure on the likelihood of defaults becoming an issue. However, we believe that if a recession were to occur and 
defaults become an issue, not only will it hurt its credit card revenues, it may inflict reputational damage on Kohl’s 
and hurt its core retail business as Kohl’s could be blamed for the defaults. As a result, we would like assurances from 
senior management each financial year, regarding the credit quality of its credit card portfolio.  
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