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Background 

American Eagle Outfitter Inc (AEO) came up as a 

possible investment candidate when its 

competitor, Aeropostale (ARO) took a sharp dive in 

its stock price in August 2013. That prompted a 

look at the surrounding players in the space, 

including Abercrombie & Fitch (ANF) and AEO, all 

of which suffered the same fate of a stock price 

decline. 

AEO operates 2 brands, the name sake, American 

Eagle (AE) and aerie. AE sells casual clothes which 

are targeted at men and women in their mid-teens 

to the mid-twenties. The brand, aerie, sells 

undergarments to women in the age group of 15 

to 21.  

They have a total of 1,056 company operated 

stores of which 921 are under the AE brand and 

135 under the aerie brand. The company also has 

57 international franchise stores. 

Investment Thesis 

Amid the industry-wide sell down, the key 

questions are: 

1) Is this a temporary issue in the industry and; 

2) Is AEO’s competitive position in the market 

intact? 

I would argue that the answers to both questions 

are measured yeses, for reasons I shall explain in 

the analysis below.  

Numbers 

Sales have generally been on an upward trend in 

the last decade, although it was somewhat 

interrupted by the 2008 - 2009 financial crisis. 

Even then, sales did not fall off the cliff in 2008, 

declining just 3.5%. 

The best days of AEO were the 5 years between 

2003 and 2007 when margins, profits, cash flows 

were increasing. Since then, although business is 

no longer as usual, it is still a fairly resilient one. Its 

operating and free cash flows (FCF) averaged USD 

1.80 and USD 1.17 per share in the last 5 years 

(2008 – 2012). In its hey-days, between 2003 and 

2007, its operating and FCF averaged USD 2.10 and 

USD 1.39 respectively. 

The integrity of earnings are good, given that its 

annual operating cash flows have always 

exceeded its accounting profit in the last decade, 

often by a wide margin. In terms of FCF, the signs 

are good as well, exceeding 8 years out of 10. 

Ultimately, despite AEO being a growing business 

in terms of revenue, albeit a slowing one, it is 

essential to know how well management is 

deploying resources to generate returns and Cash 

Returns on Invested Capital (CROIC) would be 

among the most ideal way to assess it. In the last 5 

years, CROIC has averaged 26%. It is mightily 

respectable on an absolute stand-alone basis, 

considering that it was achieved during the period 

of the financial crisis. There is no doubt that 

management is finding it harder to deploy its 

resources, given that in the 5 years before 2008, 

the ROIC averaged 33%. 

AEO has not employed debt in the last 3 years, 

which makes its performance all the more 

impressive. This probably also points to 

management’s prudence which makes the 

business extra attractive to investors. 

Business and Growth 

AEO is anticipating higher capital expenditure 

(capex) of about USD 240mn for 2013 on 

technology, store growth (especially factory 

stores) and store remodelling. 

The business’s main focus is in the US, with only 

10% of its revenue derived internationally. This 

leaves room for AEO in expanding internationally 

and there are signs it might continue to do so. AEO 

recently bought back the distribution rights for its 

China and Hong Kong franchises some months ago. 

AEO has 63 international stores (outside the US 

and Canada) compared to ARO’s 97 and ANF’s 

122. This seem to imply that AEO has some growth 

spurt it can potentially tap on. 

Variant Perception On What The Street Thinks 

A number of factors probably culminated in the 

34% decline in AEO’s stock price from USD 19.97 

on 5 Aug 13 to its near low of USD 13.24 on 8 Oct 

13. Some include: 

1) The fashion retail industry is in the doldrums 

2) Plunge in 2013’s 2Q earnings by 53% against 

comparable year-ago quarter 

3) Heavy promotional activity by its competitors 

4) AE same-store sales are down 8% 

5) Pure play online retailers’ growing popularity 

6) Tightening of shoppers’ belts amid the fiscal 

troubles in the west 
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7) Sales and earnings over the next couple of 

quarters are not expected to pick up 

These are what the market perceives and I agree 

they are problematic. What I do not agree with is 

the extrapolation of the retail industry’s 

gloominess too far into the future and as with any 

industry, fashion retail goes through a cycle and 

will pick up eventually. Investors can take some 

comfort in these being industry rather than AEO 

specific issues. 

I believe the market has discounted too much of 

the business’s and management’s ability to 

weather the storm. 

Downside Risks 

In assessing the downside risks, I have 

brainstormed the possible scenarios in which AEO 

could potentially blow up. 

1) Desperate rival fashion retailers increase 

promotional activities, forcing AEO to lower its 

margins, damaging its brand value irreparably 

2) Increased patronage by customers to pure 

play online fashion retailers such as ASOS and 

online competition from traditional 

competitors, thus, bypassing AEO’s brick and 

mortar and online shops  

3) AEO loses its fashion direction, enabling 

foreign fast fashion retailers such as Uniqlo 

and H&M to muscle in, embarking on a 

structural decline 

4) Fiscal problems of the US blow up, causing 

AEO to suffer declining sales (90% of sales 

derived from the US) due to lower 

discretionary spending by shoppers 

5) Insufficient marketing and advertising efforts, 

diluting brand equity and eroding margins 

6) Concentration on factory outlets which 

cheapens the brand, ultimately destroying the 

brand equity and margins 

7) Management pursues unprofitable mergers 

and acquisitions (M&A) of brands to boost 

short term revenue and earnings 

8) The stock market blows up taking everything 

along with it 

The way I see it, there are 2 main antidotes to the 

specified challenges. 

Advertising is the lifeblood of fashion retailers. 

Thus, combating its competitors require raising its 

brand equity by ramping up in advertising efforts. 

AEO has underinvested in that department in 2010 

and 2011. As a percentage of revenue, advertising 

makes up about 2.1% which were the lowest in the 

past 10 years. The quantum of advertising 

expenses decreased from 2008 to 2010. Little 

wonder sales stayed stagnant then. The good news 

is, in 2012, the company seems to have realised its 

short-sightedness and pumped in the highest 

amount (USD 90mn) of advertising spending in 

any given year. Sales unsurprisingly rocketed 11% 

which naturally bode well for earnings and cash 

flow. Since AEO doesn’t break down the 

advertising expenses in its quarterly reports, I 

could only assume that since selling, general and 

administrative expenses increased in the half-year 

of 2013 by 1.3%, advertising expenses should have 

increased somewhat. 

My opinion on structural changes of shoppers 

flocking to pure play online stores is that it is 

inevitable that AEO and its competitors will lose 

some customers. However, I believe all is not lost. 

Advertising efforts, AEO’s own online presence 

and management’s ability in the fashion 

department are potent methods in countering the 

turning tide. AEO is also not sitting still. It’s online 

store sales increased 25% from 2011 to 2012 and 

accounts for 15% of AEO’s total sales. 

Averting most of the other blow up scenarios 

depend very much on the quality of management. 

For one, management through their latest 2013 Q2 

conference call seem to be honest in 

acknowledging the problems that AEO is facing 

and has a plan to tackle them. Most importantly, 

they take personal responsibility for the dismal 

performance in the last quarter during a time 

when poor performance afflicted the entire 

industry. It is also a good sign that management 

recognises its mistakes, when instead of throwing 

good money after bad, they had the courage to 

close the 2 money losing brands, 77kids and 

Martin + Osa in 2012 and 2010 respectively. With 

the last of these 2 albatrosses around AEO neck 

finally off in 2012, it will be easier for AEO to move 

forward. Those episodes should also deter 

management from pursuing any unprofitable M&A 

activity in the near future. Extra comfort can be 

derived from AEO’s very respectable CROIC 

figures, as discussed later, demonstrating 

management’s skill in allocating its resources. 

External factors regarding the stock market 

tanking and a fiscal Armageddon cannot be 
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avoided by AEO other than by diversifying its 

business overseas which AEO has been doing in 

the Middle East and Philippines in 2013. 

Management and the Board 

As mentioned, management seem honest and 

takes responsibility for dismal performances, an 

excellent sign. 

Over the past 10 years, AEO returned cash to 

shareholders by reducing its shares outstanding 

by 14% (USD 1.2bn) and paid total dividends of 

about USD 1bn. This represents a whopping 75% 

of AEO’s market cap of about USD 2.94bn as at 4 

Nov 13. 

Directors and officers hold a collective 5.9% stake 

(not including options) in AEO as at 8 Mar 13, 

amounting to about USD 90mn in total which is 

great since they have skin in the game. The not too 

ideal news is that the Chairman alone holds 5.2% 

thus, skewing the numbers upward. 

Valuation 

Backing out USD 2.10 per share of cash and short 

term investments (treasury bills) from AEO’s stock 

price of USD 15.30 on 4 Nov 13, we get USD 13.20 

(Enterprise Value, EV) for what AEO’s business is 

worth. AEO has no debt.  

USD 13.20 represents a FCF yield of 9.1% given the 

average 5 year FCF of USD 1.17. Although this may 

not look superbly exciting, the FCF accounts for 

the effects during the financial crisis. Additionally, 

this also accounted for cash charges for the 2 

discontinued businesses. Without those effects 

going forward, FCF yield jumps to 10.4%. 

With these numbers and a 5 year average CROIC of 

26%, it is hard not to see this as a good investment 

opportunity. For the sake of comparison, the 10-

year US treasury yield is 2.65%, which is less than 

a third of the FCF yield of AEO’s 5-year average 

FCF. 

I do not particularly like to extrapolate the most 

recent results to dress up the investment thesis for 

buying a stock. However, just for the sake of 

optimism, if we use the most recent 3 year 

average FCF (excluding losses from discontinued 

businesses), the yield stands at about 12.1%. On 

the optimistic assumption that AEO repeats its 

particularly good results of 2012, the yield stands 

at an astounding 16%. 

A quick peek at its competitor, ANF and The Gap 

Inc (GPS) shows that most of AEO’s metrics are 

superior. The table below shows the comparison: 

 AEO AEO* ANF GPS 

FCF yield (to EV)     

Last FY FCF yield 15.0% 16.0% 13.5% 7.6% 

3 year ave FCF yield 11% 12.1% 8.1% 6.5% 

5 year ave FCF yield 9.1% 10.4% 7.6% 6.9% 

     

CROIC     

Last FY CROIC 46.0% 48.9% 20.8% 54.5% 

3 year ave CROIC 31.8% 35.3% 13.2% 47.1% 

5 year ave CROIC 25.9% 28.0% 12.3% 48.8% 

 
* Excludes cash outflows from discontinued operations (2010 – 2012) 
 

While GPS’s CROIC is way better, their sales have 

gone nowhere in the last decade. In my opinion, 

GPS has expanded within the U.S. and globally 

extensively, with more 3 times as many stores as 

AEO, at 3,444 stores (including 338 franchise 

stores). Thus, I believe this leaves GPS hardly any 

growth potential for the future. 

I am happy to add AEO to my portfolio at USD 

15.30 and will continue to do so should the price 

head down south, barring any adverse 

developments of structural changes in the 

industry, mismanagement of the business in 

cutting advertising drastically, unprofitable store 

expansions and crazy M&A. 

On a base case scenario of normalised average FCF 

of USD 1.30 over the next 3 years, and a fair FCF 

yield assigned at 6%, the fair price for AEO should 

be between USD 21 to USD 23, assuming the cash 

balance of USD 2.10 and zero debt amount 

remains the same. This represents an upside and 

correspondingly, a margin of safety of about 44% 

compared to its current price of USD 15.30. 

Conclusion 

The way I see it, AEO’s problems are temporary 

due to the cyclical nature of its industry. Given its 

recent efforts to maintain/increase its brand 

equity through advertising and the large, but easily 

affordable capex coming up in 2013 to remodel its 

stores (the last large capex outflows were 5 years 

ago), I believe the odds are pretty fair that AEO will 

be able to ride out of this storm. The extra margin 

of safety is built in by the business and 

management’s great past track record. 

Things will likely get worse before it gets better. 

The investor should expect the stock price and 

coming quarterly results to edge down further 
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before the light at the end of the tunnel turn 

visible. 


