Case 1-4: True Religion Brand Jeans
and the Premium Jeans industry:
Cyclical Downturn ofr Secular Slowdown

August 27, 2010 (San Francisco—Reuters.) The words sounded omirnous, especially coming front a jeans brand: "W
are basically at the end of the denim dominance.” But the co-founder of Guess, Maurice Marciane, who broke the nie
to analysts in an earnings conference call this week, said the change would mearn more sales, not less. The fashion
cycle is turning yet again, and next spring it's spinning toward a greater emphasis on other fabrics. Khaki, corduroy
its pedestal and inspire fickle consumers to shop. Guess’
pronouncernent rattled the nerves of investors—already concerned about inventory levels and a conservative
utlook—auho sent shares down more than 7 percent the next morning, Shaves of premium denim brand True Religi

and twill pants are expected to knock premium denim off of

shed 7 percent from the beginning of the week.*

True Religion Brand Jeans

Founded in 2002 by Jeff and Kym Lubeil, True Religion had
become the second largest premium denim brand in the
United States by 2010. The line sold through upscale depart-
ment stores iike Nordstrom, Neiman-Marcus, Bergdort
Coodman, Bloomingdales, and Saks Fifth Avenue as well in
about 800 trendy boutiques in the United States. Despite the
company’s historically strong financial performance, the
stock had a chart like a roller coaster. Investors worried that
premium jeans, jeans priced over $100 per pair, would go

. the way of go-go boots as fickle “fashionistas” moved on io
the next fashion trend. Moreover, the recent economic
weakness accompanied by enormous improvemerits in bar-
gain-priced jeans’ fabric, fit, and styling raised the specter of
consumers “trading down” from expensive brands to stal-
warts like Levi's, Lee, and Gap jeans.

After years of skyrocketing sales, the premium jeans
industry experienced its first slowdown in 2007 with sales
down by about ~§ percent. Although the premium jeans
industry seemed to defy economic weakness with sales up
by an estimated 17 percent in 2008, the industry saw rev-
entes slump an estimated -8 percent to about $1.6 billion at
retail in 2009 (see Exhibit 1). Upscale department stores and
boutiques alike struggied in 2009. Premium industry bell-
wether Nordstrom reported over a —12 percent drop in
same-store sales in 2008 and more than a -7 percent decline
in comparable store sales in 2009 in its full-line department
stores. Neiman-Marcus, Bergdorf Goodman, and Saks aiso
reported major declines in same-store sales in 2009. In April
2009 alone, Neiman-Marcus reported a ~27 percent drop in
same-store sales for its namesake stores as well as for sub-
sidiary Bergdorf Goodman. Similarly, Saks saw same-store
sales plummet by -32 percent in the month.?

Upscale department stores experienced a significant
improvement in same-store sales against easy comparisons

in 2010, Nevertheless, premium denim sales remain
“soft” in the pricey retail outlets. Retail buyers reporte
remained cautious—keeping inventory levels tight;a
retailers increased their focus on store brand merchand
in order to boost profit margins. At the same time, & X
consumer survey by McKinsey and Company suggestet
that many Americans had traded down to less expens
products during the recession and had no intention of i
ing back up to premium goods after the economy:Tec
ered. Some analysts estimated that up to 70 percent of i
ury brand sales and 50 percent of the growth in the lux
market was derived from the so-called aspirational sh
pers prior to the recession.® Aspirational shopper%méc‘f
dle-class consumers with luxury tastes—had househ
incomes between $75,000 and $150,000. Basy credit and
ing home prices fueled spending and made the aspirati
shopper the target of many brand marketing campaigns
the heady days before the housing bubhble burst and un
ployment surged to post-Great Depression highs.
Prior to the recession, many premium denim 12
defined themseives as “aspirational brands”-—expensive ol
not as pricey as couture brands who charged thousands fo
each piece of clothing. Numerous press articles declared
death of the aspirational shopper and a new “hargain hun
is cool” zeitgeist that would survive after the econ
rebounded. In addition to weak demand, premium de
labels experienced cost pressures as cotton prices I
post-Civil War high in 2010. At the same time, consumets
begun to shy away from embellished and distressed fas
jeans in favor of so-called clean styles that could last for 52
erat years. The trend toward wardfobe staples meant ¢
was increasingly difficult for premium labeis to de
strate their “value” to the consumer as it was harder
ferentiate a plain, dark blue pair of expensive jeans frott
less expensive basic jean. In an interview with Re¥
industry analyst Eric Beder said, “Premium denim
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People’s True
Buckle Guess Joe’s Levis  Claiborne Liberation Religion VF Corp
Sajes - b898,287 $2,1284661) 580,116 $4,105,766¢  $3,011,859 $35,635  $311,001 $7,220,286()
Gross Profit 400,668 941,487 39,785 1,973,405 1,397,750 17,245 195,562 3,195,164
Gross Margin 44.6% 44.2% 49.7% 48.1% 46.4% 48.4% 62.9% 44.3%
. Operating Profit $199 462 $358,815 $8,523 $378,088 -$334,584 —$442 $77 597 $736,817
© Qperating Margin 22.2% 16.9% 10.6% 9.2% -11.1% ~1.2% 25.0% 10.2%
Interest Expense ' 50 $2,176 4384} $148,718 $63,100 52080 $0 ~$85,902
- Net Income 127,303 242,761 24,520 151,875 ~305,410 484 47,332 461,271
EPS {fully diluted) $2.73 $2.61 NA -$3.26 $0.01 $1.92 $4.13
Shares Outstanding 46,381 91,592 61,121 NA 93,880 36,022 24,659
Cash.- $158,027 $502,062 $13,195 $270,804 $20,372 $2,734  $110,479 $731,5349
. Accounts Receivable 6,911 289,638 1,731 552,252 263,508 94 27,217 776,140
Inventory 88,187 246,197 22,887 451,272 319,713 2,732 34,502 958,639
Total Assets 488,903 1,539,175 79,624 2,989,381 1,605,803 8,990 229,806 6,470,657
Accounts Payable §24 364 $195,075 $13,5%0 $198,220 $144,942 £3,455 $11,717 $373,186
* Total Debt 0 90,055 a 1,860,265 658,151 0 0 1,187,126
Sharehiolders Equity 354,259 1,026,343 61,506 ~333,119 219,879 4,711 197,854 3,813,285
_ Depreciation. $25,135 556,521 $536 $84,603 $143,564 5536 $6,492 $153,707
Capital Expenditures 50,561 82,286 873 82,038 65,332 8§73 20,082 85,859
Company Owned Stores 401 711 6 414 240td) 5 73 o)
Licensed Siores 0 775 4] 1,500 O 0 0 0
Beta (as of 12/22/10) 0.82 1.78 174 NA o247 1.42 177 0.57
Share Price (12/22/10) $37.78 $48.17 1.58 NA $7.53 $0.14 $23.01 586.75
Deniry Sales as % of Total 43% 3% 97% 84% 56% NA 13% NA
. Comparable Store 7.8% —4,5% NA NA -16.2% NA NA® NA
Sales Change :

{a} Includes $ 97.4 million in licensing royalties. Denim estimate Source Reuters: Analysis-Garmentos Proclaim the find of Denim Dominance by Alexandria

Sage http:// www.reuters.com

. tb} Interest on recourse accounts receivable sold to Factor, cash advances on inventory, and to maintin open Letters of Credit. Intevest rate on accounts

recaivable assigned to Factor was 3.50% per month on 11/30/2009 or 9.25 + the Chase Prime Rate. Note receivables are sold-to the Factor at 85% of face

value. Pg. 79 JOEZ, 10K 2009. Denim sales as a percentage of tofal sales source: Marc Crossman CEQ, Company Press Release.

: {¢) Inciides $82.5 milkion in licensing royalties. Operating income includes §5.2 million restructuring charge Denim percentage author’s estimates. .

- (d} Lucky Brand stores only. Liz Claiborne owned 458 speciaily retail stores and 363 outlet stores. Sales of Lucky Brand wire $439.6 million-down 7.8% in
2009, Source Page 52, Liz Claiborne 2009 10K Denim as a percentage of Lucky Brand total sales source: WWI “Denim in Depth: New Lucky Brand CEO

Seeks Sharper Focus” 5/20/10 accessed 12/23/ 10, hitp: // WWWWWd com /WWd-publications/ WWd-denim-in depth/2010-05-19 /#/ article /markets-
news /new-lucky-brand-ceo-seeks-sharper-focus-3080889TnavSection=issues&navid=3080751.

: (e}-lntemaﬁ expense on factored receivables and inventory borrowings.

{f} Denim sales 2s a percentage of total sales for True Religion-Bonita Austin's estimate. TRLG did not release full-year comparable store sales gains for 2009

Comparable store sales were up 22% in 4Q:09.

{g) Incluicles $77.2 million in licensing / royalty income.

{hY7 for Al Mankind stores only, VF Corp owns and operates 757 stores worldwide with 681 of them monobrand stores dedicated to sales of Vans, The

North Face, 7 for All Mankind, Natitica, Lucy Lee, and Wrangier,

down when the trend goes basic. How do you recognize its
Premitim? How much differentiation is there in that pair of
5189 jeans compared to a $79 pair when they are just dark
ah_d strajght?”*

#nd the shift toward basic styles constrained the brands’
ebility o pass on the raw material price increases to their
cu.st_omers, Notably, one of the most expensive denim lines,

Rock & Republic, declared bankruptcy in April 201C.
Moreover, several jeans makers reported disappointing
sales and earnings in the first nine months of 2016 and low-
ered their full-year forecasts.

"'The True Religion: brand had weathered the econemic -
storm relatively well. Fueled by the expansion of the number
of company-owned retail stores, True Religion’s revenues
jumped 30 percent per year on average accompanied by a
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28 percent average annual increase in earnings per share
from 2006 1o 2009. However, the company reported surpris-
ingly disappointing third-quarter sales and profits and cut
iis full-year forecast in 2010. While sales rose 16 percent in
the first nine monzhs of 2010, earnings per share plunged—
18 percent in the period. Growth in company-owned stores
and international markets was robust in 2010, but the com-
pany’s domestic wholesale jeans business was quite weak
for the second straight year as department-stote accounts
and boutigue stores continued to cut bacl on orders.

Recent changes in the competitive landscape raised
guestions about the relevance of the True Religion brand as
brands targeted to women over 40, and women with “curvy
figures” gained strength. Women over 40 spent more and
had more spending power than younger consumers. While
“curvy women” received attention from the likes of Gap
and Levi’s, premium denim makers mainly ignored them.
Jeff Lubeli so far had kept the prand on frack and on the cut-
ting edge of denim fashion. True Religion’s sweet spot was
the very young, very slim, and fashion-forward. woman.
Until 2009, the company offered its products onty up o a
misses size 8, while the average American woman was two
sizes larger at a misses size 12. The line’s focus on the very
young and very slim consumer created an opportunity for
brands such as Not Your Deughter’s (NYD]} Jeans with its
farnous tummy tuck line to carve out a potentially sizeable
niche of the premium market. it was not clear how well
True Religion would fare if fashion jeans remained out of
favor. Given the average American WoINan had seven paits
of jeans in her closet in 2009, would she shop for new pre-
mium jeans if her jeans remained fashionable for years
rather than for a few seasons?® More to the point, would she
turn to True Religion brand rather than less fashion-ori-
ented lines like 7 For All Mankind or joe's Jeans?

Lubell's goal was to boost worldwide revenues fo $1
billion from $311 million in 2009. In order to hit this target,
True Religion had to diversify away from denim into other
appare! and related categories. Could Lubell persuade con-
sumers to view True Religion as a diversified “lifestyle
brand” like Ralph Lauren or would the line remain predom-
inantly a denim jeans label? Given the shifts i the market,
did Lubell have to achieve lifestyle brand status for True
Religion merely to survive over the next few years? While
non-denim sales stood o about a quarter of unit sales in
company-owned stores in 2009, other retailers largely
remained uninterested in the company’s offerings outside
of the jeans category. As a result, non-denim revenues came
in at an estimated 13 percent of revenues in 2014

The firm’s management expected retail store expan-
sion to be the company’s major growth engine in the
future. Nearly all of True Religion's important competitors

had similar plans and long-term growth strategies. Woul
retail store expansions by the likes of 7 For All Manlkin
keep True Religion from obtaining the most productiv
retail sites for its stores? How did the unexpected resign:
tion of company President Michael Buckley in May 20
impact True Religion’s long-term strategy? True Religion,
had hired industry-veteran Mike Egeck (former CEO of 7
For All Mankind) as Buckley’s replacement in June, but
Egeck had yet to make any public comments about his
plans for the business. E

In the meantime, VF Corporation snapped up the
assets out of bankruptcy of trendsetter Rock & Republicin
mid-2010. A private equity group led by former Reebok
President Paul Fireman purchased a stake in Hudson jeans
for $30 million in 2010, In addition, Star Capital purchased
a majority stake in J Brand premium jeans for about $50
million, Private equity investors were attracted to the sec
tor due to the high profits and returns the jarger estab
lished brands eared. All of these investments in the secto
increased the likelihood that competition would becom
fiercer as the smaller brands had more financial flexibility
to aggressively fight for market share.

Could True Religion successfully navigate th
changes in broad industry trends, the shifts irr the competi
tive landscape, and a possible consumer move-away fro
denim? Would True Religion survive alt of its challenge:
and emerge as a powerful $1 billion brand or would th
brand fade as many others had in the volatile apparel mal
ket over the years? Investors had many questions about th
long-term viability of the company.

A Brief Recap of the Recent History
of the U.5. Denim Market

Calvin Klein popularized the concept of premium jeans
the late 1970s. The designer burst onjo the jeans scene with
shockingly high prices, a skin-tight fit, and a controversial
advertising campaign featuring a very young Brooke
Shields, As Brooke Shields confided to U.S. consumers that
nothing came between her and her “Calvins,” the $35 per
pair jeans flew off store shelves. At the time, mainstream
Lee and Wrangler blue jeans retailed for about $12 per pair
on average. Suddenly, jeans were no longer functional
wardrobe staples. They were sexy fashion statements. The
jeans craze peaked in 1981 when retail sales jumped to:a
record $6 biltion and 520 millior: pairs.® As designer jeans
fell out of favor, and the prime 14-24-year-old jeans-buying
cohort aged, domestic annual jeans sales slid to 416 millien
pairs by 1983.




Following a protracted decline in the 1980s, the mar-
ket surpassed its earlier peak and hit annual sales of 511 mil-
fion pairs in 1995, Denim jeans uxnit sales grew at a strong
- 7-10 percent per year from 1990 to 1996. Then in 1997, the
 genim market experienced a sharp siowdown in growth that
;: Jastedamntil the end of 1999—sising just 3 percent per year oI
verage. For some industry players the slowdown meant
disaster. Levi Strauss saw its sales plunge over 13 percent
in 1998, almost 14 percent in 1999, and nearly 10 percent in
2000, U.S. textile giants, Cone, Swift, and Burlington, cut
p_ricesf.and idied production lines—all victims of a denim
glut at retail caused by a shift in fashion rends.

The introduction of new stretch fabrics and wide-
spread acceptance of “casual Friday” and other office “dress
down” days stimulated demand for khakis, carpenter, and
cargo-pants and cut into denim demand in the late 1990s.
Casual wear for work became so socially acceptable during
the “dot-com bubble” that even staid Wall Street firms per-
mitted employees to wear ” golf casual” rather than formal
businiess aitire to work on Fridays in spting and summer.
Nevertheless, even as demand for basic five-pocket denim
ieans suffered from the shift in consumer preferences in

casual wear in the late 1990s, demand for women's fashion
jeans. grew. Angelo La Grega, president of VF Corporation’s
Mass Market Denim Division, noted in a 1997 interview with
Women's Wear Daily {(WWD), “The business is moving from
pure commeodity to fashion vasics.”” The primary reason for
- the resurgence in demand for fashion jeans was the availabil-
. ity of dénim jeans in exciting new washes and finishes.
: igtressed” and “dirty” denim hit retail shelves in
spring 2000. The new distressed jeans tapped into con-
sumers’ taste for vintage denim. Distressed, dirty jeans
wereralready “broken in,” wrinkled, stained, and looked
2¢ if the owner had worn them for years. The Ttalian jeans
maker Diesel had pushed dirty denim for several seasons
before it gained approval from other designers. A few
designers like Kenneth Cole also experimented with the
news stretch denim, a cotton denim that incorporated 2
‘petcent Lycra spandex to improve wearing comfort.?
<‘Against that backdrop, Jerome Dahan and Michael
Classer introduced their 7 For All Mankind premium
._ denitn line to a constmer market hungry for fashion inno-
vations. The new denim label would fuel the hottest
- upscale denim smarket since the late 1970s, and eventually
: would spark product improvements at every price point
I the jeans spectruim. Aspiring as well as established

abels in the new decade as they answered the siren call of
highrgrowth and high profit margins. Retailers eageriy
?nappéd up new offerings as their customers demanded
the Jatest hot jeans. The premium denim market, defined

Case 1-4: True Qeiiqion Brand Jeans and the Premiam Jeans lnc]usth

designers would introduce literally hiindreds of denim---
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as jeans retailing for $100 or more, would jump from a
dollar market share of about 1 percent in 2000 to about 12
percent OT an estimated $1.6 billion in retail sales in 2009.°
Premium denim’s hold on the $8.3 billion women's jeans
market was greater as 75 percent of premium denim sales
were made to women—putting the product’s doliar share
at an estimated 15 percent of the wormen's segment.'?
According to WWD, the premium segment drove the
women's denim market to double-digit growth from 2001 to
2005, but total denim sales fell about 5 percent in 2007 as the
premium market softened. Sales of jeans priced above $60
per pair fell about 18 percent in, 27 —causing some industry
observers to predict that a »shake out” was i the making.
indeed, Michael Buckley, then president of True Religion
brand jeans, said on a November 2008 conference call with
investors, “I think what we've seen over the last probably
year to year and a half is a consolidation in brands where
there fwere] 20 brands . . . and then it was 10, and now it is
five or six brands that you really see front and center in most
of the major accounts . . . premium denim overall open-to-
buy might only be going up stightly, but they re giving more
dollars to fewer brands.” Jeff Rudes, founder and designer of
] Brand Jeans, commented in.a 2010 interview for the
Sundance Channel documentary Dirfy Denin, “In 2006 it got
narrower and in 2007 it got even narrower and then in 2008 it
was about the brands that were. .. doing well at retail.
[They| were the only ones that survived.”?

Tn 2008, premium denim sales jumped 18 percenteven

as the U.S. economy weakened and most apparel categories
struggled to maintain the 2007 sales levels. The overail
denim market eked out about a 2 petcent rise in revenues in
2008, However, the cutback in consumer spending hit the .
premium denim segment in 2009; which saw sales fall an
estimated —8 percent. The first nine months of 2030 were dif-
ficult ones for many premium denim labels as departmeni-
store sales stayed weal for the category. Along with the new
frugality forced upon CoNSUMErS a5 housing prices plunged,
there remained the possibility that consumers permanently
would eschew paying $100-$200 per pair for a part of their
wardrobes that uniil recently had been regarded as comfort-
able casual wear. After all, American wWomen paid a mere
$23.44 per pair on average for jeans in 2009.12 Was the mar-
ket still “rich & skinny”—like denim guru Michael Glasser's
premium brand—or had it become more like Cheap
Monday, the Swedish iine of mid-priced jeans? '

Competitive Landscape -

Despite weak category saies and reports of an ongoing
industry shakeout, the premium denim market remained
crowded. With an estimated $800 million in manufacturer’s
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sales, the top four premium jeans brands held an estimated
combined 75-80 percent share of the market in 2009-—up
from an estimated combined share of 65-68 percent in 2007,
The lazgest premium denim brand, 7 For all Mankind, had
slightly less than two times the market share of the number
two player in the premium segment. The remaining 20~25
percent of the market was split between dozens of denim
labels. Retailers constantly were on the lookout for the next
hot brand as premium denim buyers were fickle. In a recent
Cotton, Inc., survey of premium denim consumers, 84 per-
cent of those surveyed indicated they were willing to try a
new brand.’ In fact, jeans designers launched new brands
even in the depths of the recession and downtum in the

market. Current/Elliott, “the most refreshing denim line o .

come out of LA’s jeans scene in a long, long time” according
to a Vogue magazine article, launched in 2008, gained frac-
tion in upscale department stores as the new “Ie-jeans.” CJ
by Cookie Johnson, launched in summer 2009, also got play
srom the same retailers. The line was a collaborative effort
between Cookie Johnson (wife of basketball star Magic
Johnson) and Michael Glasser (founder of 7 for All Mankind
and Citizens of Fiumanity) designed for “curvy women of
all sizes.” CJ by Cookie Johnson claimed to be the jeans
“made with just a little bit of seif-esteern.”

As FExhibit 2 shows, a December 2010 Internet survey
of the six major U.S. upscale department stores and nine
prominent boutiques revealed that each carried about 21
different brands of premium jeans on average. However,
some retailers sold many more brands. Notably, trend-set-
ting California-based Revolve Clothing offered 55 different
brands of premium women's jeans and 34 denim labels for
men. In total, the retailer offered 75 unique brands of pre-
mium denim. Similarly, Nordstrom sold 45 brands of
women's premium jeans and 18 men’s premium denim
lines. Overall, the upscale retailer offered 63 unique brands
of premium denim to shoppers.

Pecember 2610

Total Avg/Store
Department Store 66 205
Boutique Store 94 209
Total Brands Carried 126
Brands Carried in Both 34

Types of Retail Stores

Source: Bonita Austin’s calculations.

While a handfut of jeans brands dominated the pr
mium space in 2010, the market remained highly compe
itive. New brands entered the space frequently ang
grabbed shelf space as upscale retailers continued to'f ;
to differentiate their stores from their rivals’ stor
through product offerings and a fashion “point of view
Established large brands had ta fend off the advances of
upstarts and smaller brands as jeans lines attempted o
segment the premium market and carve out their-own
niches. The high margins and returns of the larger p'lay':'.;-
ers along with low capital requirements enticed ne
“jeaners” or denim specialists to enter the segment.
denim designer Mik Serfontaine stated in a 2010 inter-
view for the Sundance Channel documentary Dirty
Denim, “Make up some samples and take it to the trade
show-you're in business.”** Moreover, established fash:
ion designers such as Donna Karen and Helmut:Lang
could knock out a few jeans styles and get shelf space on
the strength of their broad apparel lines. Whilesthese
designers might not pose a serious threat to the bigp
mium brands, if industry growth remained low after the
economy rebounded, the premium denim’iabels would
have to deal with them as every market share-poin
would be Important. .

Exhibit 3 shows the top 16 women's premium jeans
brands by “e-shelf space” or Internet shelf space devoted
them by the six major upscale department stores and ni
boutiques in December 2010. No other brands held m
than a 2 percent share of the available shelf space i eit
type of retail outlet, ] Brand and NYDJ both appeared
poised to gain market share and break into the ranks of the
large brands. | Brand, now majority owned by Star Capitd]
had been an up-and-comer prior to the recession. NY
commanded more e-shelf space than any other wome
premium brand in upscale department stores—including
industry leader 7 for All Mankind. Note 7 for All Man
Citizens of Humanity, True Religion, and Joe's jeans 2long
with Diesel, AG Jeans, and Rock &.Republic each ha
substantial position in the men’s premium market:;

Nevertheless, NYDJ had appeated from nowherse
previous years. The line was targeted at women OVer 4a
utilized the company’s patented lift tuck technology
jeans were designed to make women look a full sizesma
by holding in their stomachs (the tummy tuck) and it
their derridres (the lift). The company’s pitch to custo
included the following; “Here's to our Li#t Technology ©
will make you look a full size smaller. Here's to-defy:
gravity with denim. Here's to jeans that will neverilet
down. Here’s to NYDJ.”15 The appeal apparently 1esor
with retailers and conswmers alike as the company 1ep
edly had sales “approaching $80 million” in 2008.58 -




eShelf $pace Share

Department Stores

Boutigue Stores Totai

7 for all Mankind
. 2.1
' 9.0
(1 by Coolkie Johnsen -
Current/Elliot - ‘1

. Genetic Denim 18

* Hudson 4.6
PBrand : 11.3
James Jeans 1.7

. Joe's Jeans . 38

. Not Your Daughter’s Jeans ) 13.5
Paige Premium 55

‘Rock & Republic 13

Siwy 9.2
True Religion ' 4.2
Willjam: Rast 0.7

Total:for Selected Brands

12.5%

81.4%

11.0% 11.3%
34 2.9

1.5 10.5
0.0 10
3.6 4.4
28 24
22 3.0
5.7 7.3
2.1 is
83 6.7
01 o 4.5
6.2 59
2.5 2.1
33 2.2
53 4.9
2.6 1.9

70.6% 73.1%

Source: Barneys.Com; Bergdorfgoodman.com; Bloomingdales.com; NiemanMarcus.com; Nordstrom.com; Saks.com http: // stores intuitwebsites.com/
TMcKnight /stores himl; couturecandy.com; jules-houtique.com; nationaljeancompany.com; net-a~portern.comy www.poshboutique.com;
revolvecinthing.comy; shopbop .com; and hitp: // store.solutionsdenim.com. Websites Accessed 12/20/10-12/28/10.

The premium jeans market was characterized by its
first ever round of price cuts between 2008 and 2010 as
jeans-lines tried to stimulate demand. Premium denim
prices.overall fell 10-15 percent over the period. Designers
- used several tactics to attempt to maintain their premium
positioning, while also attracting price conscicus con-
sumers, Industry leader 7 For All Mankind shifted more of
its product mix away from jeans priced over $200 to jeans
priced under $200. A recent survey of the brand’s Web site
showed 81 percent of the line’s jeans priced under $200,
while pre-recession levels stood at 70 percent. Notably,
‘Nordstrom did not offer any 7 for All Mankind Jeans
Priced above $200 at the end of 2010.

-True Religion Brand Jeans sold about 45 percent of its
line at-price points under $200 in 2010. For the first time in
three years, True Religion’s average selling point in its full-
line stores dropped below $200 per pair in 2009. The com-

Pany’s average selling price was $213 per pair for women'’s
“and $217 per pair for men's jeans in 2007. Its average selling
Price per pair dropped about -3 percent to $207 for
. Women’s jeans and -7 percent to 3202 per pair for men’s
J8ans in 2008. Prices feli an additional -5 percent in 2009 to
$196 for women.jeans..and. $192 for men's. jeans.. True
eligion’s absolute price points were higher in company-
wred:stores than in other retail stores, but the price
hanges were representative of the trends in entire jeans

business over the petiod. Rock & Republic, known for jeans
priced at $250 and up, launched two lower-priced lines
called the “Recession Collection” and “Plain Wrap.”

Capitalizing on the staying power of so-cailed skinny
jeans, every major premium denim brand launched “jeg-
gings” in 2009. The product was essentially a denim leg-
ging and many retatled at substantially lower price points
than skinny jeans—giving denim lines both a new fashion
twist and a lower entry price for cost-conscious consumers,
While many women simply did not look good in either
skinny jeans or leggings, the jegging was a bit more forgiv-
ing to those without the ideal figures for the skin-tight
took. The typical jegging was made of knit-fabric with
25-50 percent stretch compared to 2 to 5 percent stretch for
denim. Unlike a legging, the jegging featured a zipper, a
waistband, and pockets. The fashion itemn looked like a
“super skinny jean” and stretched like a legging but never
sagged like leggings.

Manufacturing Process and Supply Chain

One bale of cotton can be made into 215 pairs of men’s -
jeans_or.250 pairs of women’s jeans, according to the
National Cotton Council.'” At 480 pounds per bale and a
2016 average world cotton price of about $0.99 per pound,
raw cotton accounted for an estimated $1.91 per pair of
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women'’s jeans. How did iess than $2 per pair of cotton
result in jeans that retaiied for 5100-$350 per pair?
Premium jeans ranged from traditional 100 percent
cotton denim jeans to jeans made from stretch denim—a
combination of cotton and spandex—to jeans made from
denim fabric composed of cotton and small amounts of
polyester. Nevertheless, cotton was the major raw material
for premium jeans. The top five cotton-producing nations
were China, India, the United States, Pakistan, and Brazil
in 2010. The big five accounted for 79 percent of the world's
cotton supply, according to the U.S. Department of
Agriculture. China alone produced 26 percent of the
world’s supply of cotton in 2010. Number two producer,
India, supplied 23 percent of the world’s cotton. At number
three in the world, the United States produced about 18
million 480-pound bales of cotton or 16 percent of the
“world’s supply. 3 :
' Cotton prices had been in a long-term declme as
worldwide production costs fell with farm technology and
farming practice improvements. After hitting their lowest
levels in over 30 years in 2001, cotton prices rebounded in
2002 only to slump for another four years. Prices rose
slightly over 10 percent in 2007 and about 14 percent in
20081 As a result of the “worst global consumption con-
traction in 65 vears,” cotion prices fell by ~12 percent on
average in'2009. Unusually low stockpiles, heavy rains anel
flooding in China and Pakistan, and export restrictions in
India reduced the cotton supply and pushed prices up to a
140-year high in 2010. Calendar year prices were up by 60
percent on average through November to nearly $1.00 per
pound, but prices surged to over $1.60 per pound in
December 2010. According to the University of Georgia
agricultural service, cotton prices were expected to soften
somewhat in 2011 due to increased crop production but
were likely to remain at historically high levels. 2
Many U.S. cotton farmers, “ginners,” and merchants

* banded together into cooperatives and trade associations in
order {o fry to maximize their bargaining power. About half
of the domestic annual cotton supply fell under the control of
four large cooperatives—Calcot, Plains Cotton Cooperative
Association, Stapleotn, and Cotion Growers Cooperative.
The four cooperatives were linked through membership in
Amycot, an international sales agency representing 30,000 cot-
ton growers. While not uncommon in developing countries,
only one of the U.S. cooperatives was vertically integrated
into fabric production, the Plains Cotton Cooperative
Association (PCCA). The cooperative, through its American
Cotton: Growers division, produced about 38 million yards of
denim fabric or about 27 percent of the 141 million yards of
domestically produced denim in 2009. In 2009, PCCA pur-
chased the assets of a jeans manufacturer and formed a new

company fo produce fashion jeans in Guatemala. The co
pany, Denimatrix, used PCCA’s denim fabric and had
60~-90-day shorter production cycle than its competitors n
the Far East.

U.S. denim producers dominated worldwide prod
tion and exports of the fabric for many years but had be
surpassed by China due to its favorable production cos
U.5. production had declined for years as manufacture
closed American mills and relocated capacity to lower-co
countries. North Carolina-based Cone Mills, known asitha
“King of Denim,” was the world’s largest producer
denim fabric for most of its 117-year existence. Whil
company remained a major player in the industry, Co
struggled against low-cost international competition an
the phaseout of U.S. denim fabric quotas. The company w
known for its ability to produce high-quality denim a
had been the sole supplier of demim for Levi’s for nearly -
years. Established in 1891 by the Cone brothers, C_b
Denim was a subsidiary of the publicly raded Internation
Textile Group in 2010, Massive restructuring efforts and
focus on high-valued added materials aliowed the co
pany’s denim division to turn a profit in 2009 and rema
profitable in the first nine months of 2010, While Cone w.
unable to completely recoup higher cotton prices wi
denim price hikes in 2010, the company planned to grad
ally pass on its higher input costs to customers.

Some premium jeans companies like True Religio
preferred to source denim fabric from U.S. suppliers 1i
Cone’s famous White Oak mill because their designers fe
the fabric was superior in quality and gave their jea
“authenticity” associated with being made in the Unite
States. Other premium jeans makers swore by Japane
and Ttalian denim fabric. At any rate, denim fabric make
like Cone and privately held Swift Denim had low margi
and little bargaining power. As it had been for most of fh
decade, the issue for U.S. denim makers in 2010 w
survival in the face of intense competition from forei
competitors.

In jeans made of stretch denim, cotton content typ
cally ranged from 95 to 99 percent, with spandex makin
up the rest of the fiber in the stretch denim fabric, The inco
poration of spandex into cotton denim allowed women
jeans to be form fitting, but comfortable due to the “give
of the spandex fibers. The use of “stretch” in premiu
jeans was limited by spandex’s inability to withstan
harsher finishing treatments like bleaching as well as th
lack of rigidity of high spandex content denim and its rela
tive lack of durability.

Each pair of jeans used about 1.5 yards of denim fab
ric. While basic denim went for $2-$3 per yard, premiuw
denim typically sold for about $7 per yard but coul




wholesale at as much as $15 per yard. Some designers
expeﬂmented «with denim woven with cotton and alterna-
tive fibers like linen and cashmere, which could push up
. cost per pair significantly. Denim with cashmere fibers
. wholesaled at about $23 per yard—putting the fabric cost
: pex pair at about $35. However, the usual fabric cost per
. pair was around $11. Upscale jeans companies did not own
their-own manufacturing capacity, rather they used con-
. iract' manufacturers to cut and sew the fabric into jeans.
 There were thousands of cut and sew operations around
" the world, but the U.S. premium brands all used U5, man-
sfacturers. The premium denim companies liked the
shorter lead times and lower shipping costs as well as the
high-quality control they got by using domestic suppliers.
In addition, they felt U.S. consumers wanted and expected
their expensive jeans to be “made in America”—the inven-
tor of blue jeans. Manufacturing costs came in at about $10
per pair with another $2 per pair spent on shipping.

The contract manufacturing model worked well for
denim designers, but it created an opportunity for jeans cut
andisew operators to forward vertically integrate into jeans
design and marketing. Drawing on its experience in manu-
facturing denim, Grupo Denim launched Vintage
Revolution premium jeans in fall 2010. The Mexican com-
pany was vertically integrated into pattern design, manu-

denim veteran, Michael Press, as CEO. Press previously
served as the president of Harnest Sewn and vice president
for Paige Premium. Vintage Revolution debuted in 409
major department and specialty stores. in the United States.
Vintage Revolution jeans retailed for $118-$140 per pair as
Grupo Denim had a significant cost advantage compared to
other premium jeans marketers and chose to pass on some
of its savings to consumers.

' Garments went from the factory to denim laundries,
which were responsible for the all-important finishing
pracess, Many jeans designers hung their shingles out in
Los Angeles due to the prevalence of laundries in the LA
area. “Raw” jeans underwent a variety of labor-intensive
finishing processes including special washes, sand blasting,
painting, bleaching, ripping, tearing, the addition of
whiskers, the application of resins, baking, and pocket
embroidery. One popular pracess, stonewashing, Hterally
invoived putting jeans in huge washers full of pumice
stones in order to break the denim fibers down and make
them: softer. One pair of jeans could undergo 13 different
treatments before achieving the desired “look.”

“ The finishing process added about $12 per pair to the
- ¢ost of -a pair of premium jeans2l. However, some washes
- touldrun to $16 per pair or even much higher. In the docu-
- mentary, Dirty Denim, Chip Foster points outa pair of jeans

facturing, and finishing. Grupo Denim hired premium’
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with a $25 wash made to give the appearance of having
been worn extensively.?? According to the designer and co-
owner of Chip N Pepper Jeans, it would take approxi-
mately six years of wear to get the same look provided by
the expensive wash.

While it was possible for the jeans companies to
backward vertically integrate into the finishing end of pro-
duction, very few U.S. designers had opted to do so as it
generally fell out of the area of management expertise and
required meaningful capital investment. One notable
exception was Adriano Goldschmeid, founder of AG Jeans.
Goldschmeid had owned his own “wash house” since
2004. Moreover, different laundries had developed distinc-
tive skills with different types of finishes. [.A’s washhouses
were known for their high levels of technical skiil and inno-
vation. As industry growth slowed, more denim compa-
nies might opt for the ownership of denim laundries
despite the barriers to entry. The wash and other finishing
treatments had become increasingly important in differen-
tiating the features of premium denim lines, and thus the
keeping of finishing details proprietary was critical to suc-
cess. Washhouses typically did not work exclusively for
one premium denim customer. While the designers
endeavored to keep details about fit and finish secret, it
was extremely difficult to do so given the nature of the
denim laundries and their processes.

Once the jeans were finished, the jeans designer com-
panies appiied a markup of about two times to the whole-
sale cost of each pair before shipping them to retailers. The
jeans designers paid sales commissions, inventory holding,
labor, marketing, and administrative costs out of their
markups. Retailers marked each pair of premdurm jeans up
2.0 times to 2.5 times their cost. Through this markup
process, the designers and their retail pariners captured the
lion's share of the profits in the industry.

Premium denim designers and retailers alike for the
first time faced the challenge of passing on increased raw
material prices to the final consumer, The favorable cotton
price environment coupled with the strong demand for
premium denim made denim prices largely a non-issue
prior to the recession. Questions about premium denim’s
ability to maintain high price points had surfaced for the
first fime in 2009. Given the four- to six-month order lead
times on most apparel items, the companies had not yet felt
the brunt of the third- and fourth-quarter 2010 spike in cot-

ton prices. As Ilse Metchek, president of the California
Fashion Association, noted in a September 2010 interview
with CNNMoney.com, “Add $2 to that $10 T-shirt next
year.”?* Some jeans companies planned to raise prices

o 2001 to offset theit inicieased costs: Eric Wiseman, -}

CEO of VE Corporation, said in the same CNNMoney.com
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interview, “Clearly, price increases will be part of the
formula for protecting our gross margins in 2011."” Would
consumers accept the price increases or stay away from
premium denim in 20117

Lifestyle Brands and the Diesel Modei

The ultimate in product differentiation, many companies
atterpt to create so-called lifestyle brands that transcend
product category and inspire deep consumer lovalty. Four
of the five best selling premiwm denim companies were
attempting to transform their denim labels into lifestyle

“brands in 2010. Once thought o be the key to continued |

high growth, “lifestyle brand status” might have become
crifical to survival.

In the 2007 Touchstone movie Wild Hogs, the charac-
ter Dudley Frank {played by William H. Macy) proudly
declares: “I got a tat.” He pulls down his black leather
jacket to reveal a multicolored version of the Apple carpo-
rate logo tattooed on his right shoulder. Dudley Frank, a
computer programmez, identifies so closely with the Apple
brand and its core values, he chooses to have it etched into
his skin 2

Only a handful of companies have been able to estab-
fish such a strong association with a particular way of living
that their brands symbolize the core values embodied in that
lifestyle—Ralph Lauren, Harley-Davidson, Nike, Apple,
Abercrombie & Fitch, Diesel, and a few others. Examples of
failed attemnpts to transform regular brands into lifestyle
brands abound such as McDonalds, Starbucks, Microsoft,
and Uggs.

The appeal of the lifestyle brand is threefold—poten-
tial for sales growth, brand premiums (high margins), and
protection from downturns in product cycles. Developing a
strong emotional bend with consumers that goes beyond
product functionality can allow a company to go beyond
using mere line extensions to generate growth. Lifestyle
brands have the potential to move into a whole host of
reiated product categories. In some cases, a brand can be
used as a growth platform even in product categories that
are seemingly unrelated to its original market due to the
strength of the brand’s identity with ifs associated lifestyie.
Harley-Davidson, the motorcycle manufacturer, success-
fully extended its brand to a wide variety of product cate-
gories including clothing, footwear, eyewear, jewelry,
Christmas ornaments, trucks, and wine bottle stoppers
among others.

The creation of a strong sense of identity with a
brand by consumers also has the poiential to let a company
charge a premium for jts products as relative prices can be
less important than the consumer’s relationship with the

brand. In addition, diversifying into related product cats
gories such as footwear for an apparel label can help prg
tect a brand from downturns related to changes in fashie
trends—thus, reducing risk in the volatile fashion busines
The measure of success in creafing a lifestyle brand isith
degree to which revenues and profits are diversified awg
from the originai product line.

Within the domestic premium denim market, three o
the top four premjum denim companies were attempting
do just that—create lifestyle brands that would allow the
te move outside of the denim business. All thzee—7 Foriall
Mankind, True Religion, and Joe's Jeans-were attemptin,
to emuiate the Diesel brand model. Although the brarid!
roots were in the denim market, only about 35 percent o
Diesel’s revenues are derived from denim sales in 2010
Sales of products as diverse as wine, cars, fragrances, sum
glasses, shoes, and watches as weil as non-denim apparg
generate the remaining 65 percent of revenues.?® In additio

-to product diversification, the company was forward verg

cally integrated into wholly company-owned and part}
owned {with distributor partners) retail stores around:th
world. It also operated a Web site that both promotes:th
Diesel lifestyle and sells products. The company’s motto
[Diesel] “For Successful Living,” and its Web site’s invita
tion to consumers to join “the cult” highlight the stron
linkage between the brand and its customers, '
Founded in 1978 by Renzo Rosso and Adrlan
Goldschmeid, the Italian denim company sells throug
5,000 distribution points in 80 countries including 3)
Diesel brand stores. With 50 stores in the United States:in
2010, the Wall Street Journal put the privately held com
pany’s worldwide sales at $1.81 billion 2% '
At the same time, premium denim juggernaut, 7 Fo
All Mankind, planned to take its store count from 10 invth
United States in 2008 to 100 worldwide by the end of 2012
There were 22 domestic and 46 international 7 For /Al
Mankind stores at the end of 2010. True Religion: expected
its U5, store base to go from 89 in December 2010 to 100

full-priced stores and 20 outlets in the longer term. Joe's o

Jeans operated 15 stores in the United States in 2014, It also
expects to expand its U.5. retail footprint over the next few
years. All of these new monobrand stores would be located
in A plus and A shopping malls and lifestyle shopping cer\f-
ters around the United States.

In & March 2008 interview with WWD, Diesel’s Steve
Birkhold saidi: “It will take these brands a long time to get 1o
what Diesel already has, which is the full lifestyle, You cant
go from being a flat denim brand with a huge wholesale
distribution to being a lifestyle denim brand with a niche
retail distribution unless you have the product engine o
fuel it. That's where I think Diesel is differentiated.”?”
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7 For All Mankind and the Premium
Denim Market

The premium denim market was populated with fanciful
brand names and was characterized by ali the melodrama
of the best television soap operas. Chip 'n Pepper, Citizens
of Humanity, Earnest Sewn, True Religion, Joe's Jeans,
Rock & Republic, People’s Liberation, Paige Premium,
Antik, and NYDJ were some of the premium denim labels
launched on the heels of 7 For All Mankind’s successful
debut. “Seven,” as it was affectionately referred to in the
fashion press, was the brainchild of L.A. designer Jerome
Dahan and salesman Michael Glasser.

Dahan was the head designer for Lucky Jeans and a
former designer for Guess jeans. Glasser started the sports-
wear brand Democracy in 1990. The two men approached
Peter Korai, owner of California sportswear maker 1/ Koral,
in 2000 with the idea of launching a new ieans line at the
nearly unheard of price points of $100-$160 per pair. In
contrast, the average price paid for jeans in the U.S. market
was just under $21. Over half of the jeans sold in the United
States that year retailed for under $2C per pair. “Designer”
denim had been all but dead for nearly 20 years.
Nevertheless, Koral agreed to provide financial backing o
the venture in return for a 50 percent ownership stake in
the line,

For the first time in denim’s history, designers turned
their attention to creating a pair of jeans whose function
was (o {latter and enhance women’s figures rather than to
serve as durable casual wear or a skin-tight spot to paste a
designer name for those fortunate enough to both afford it
and carry it off. Jerome Dahan deconsiructed the basic five-
pocket jean and re-engineered it with an eye toward
enhancing and flattering women'’s bodies. He added a dis-
tinctive stitchin g design to the back pockets of Sevens, so
consummers could easily identify the product, and be identi-

fied with it. Dahan used a stylish bootcut coupled with a .

low rise, slim fit, high-quality denim, and subtle detailing
to create a one-of-a-kind silhouette. One twenty-something
woman commented in a 2003 Boston Herald industry article,
"I remember when Seven jeans would pay for themselves
because when you went out you'd look so good that guys
would buy you drinks.”?8 As Charles Lessor, the former
- CRO of competitor True Religion Brand Jeans noted suc-
cinctly in the same article, “It's all about the buit.”2® Sevens
Made a woman'’s derriere look great, and women rushed to
stores to buy them. Celebrity trendsetters like Cameron
Diaz were photographed wearing Sevens in everyday life.

~the Tine’s popularity exploded, and ii “génerated an

Uhprecedented $13 miilion in first year sales accompanied
by $2 million in net profits, Two years later in 2003, the

brand did $80 million in sales before jumping o $130 mil-
lion in revenues in 2004.

The brand’s success did not go umnoticed. Los
Angeles became the denim capital of the world despite the
fact that North Carolina—based mega-brands Lee and
Wrangler’s operations were far from the glitz of the City of
Angels, and brand leader Levi’s was headquartered in San
Francisco. There was a veritable voleanic eruption in the
number of premium denim brands between 2001 and 2003,
According to STS Market Research, consumers purchased
297 denim brands in 2001. That number jumped to 350 in
2002 and 438 in 2003-—a 47 percent increase in two years,
accounting for a third of all apparel brands purchased in
the United States.>® The new brands mimicked the Seven
maode] of in-house design, outsouscing production and fin-
ishing, using the highest-quality denim, and selling to
trendy upscale boutiques and high-end department stores.

Below the surface at 7 For All Mankind, things were
not going well between the partners. Jerome Dahan and
Michael Glasser left Seven and filed a $20 million lawsuit
against Peter Koral in 2002. The lawsuit accused Koral of
using profits from Seven to prop up his knitwear business
and failing 0 live up to the partners’ oral agreement to
establish Seven as a separate entity once sales hit $12 million.
Koral claimed he plowed all the profits back into the brand.
Further, he maintained that his partners gave up their share
of the company by leaving to start a competing product line.
A judge awarded the two men $55.5 million in September
2004, $50 million for the combined 50 percent share of Seven,
and $5.5 million in profits froo 2001 and 2002,

With $20 million in net profits on $60 million in sales
in their second year of business, it is no wonder that
Dahan and Glasser immediately applied their expertise to
creating another premium denim brand. The two started
Citizens of Humanity in. 2002 using the same general busi-
ness model that had served them so well with 7 For All
Mankind. Glasser focused his merchandising and market-
ing efforis on the same accounts he did business with at
Seven like Nordstrom, Barney's; and Neiman-Marcus.
Dahan updéted his designs and added new washes and
detailing, : '

Citizens had an even bigger first year than Seven due
to soaring demand for high-priced denim. In 2003, the line
generated $23 million in sales. Sales leapt to $80 million
reportedly accompanied a whopping $35 million in profits
in 2605. The brand sold in 35 countries with about 90 per-
cent of its revenues coming from the sale of women's jeans.

_Dahan bought out his partner in 2005, and then sold 66 per-
cent of Cifizens to the Boston venture capital firm, Berkshire

Partners in 2006. According to press accounts, the majority
stake in the privately held firm fetched $250-$300 million or
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3.8-4.5 times estimated 2006 sales of $100 million. With the
backing of Berkshire Partmers, Citizens purchased GoldSign
Jeans from Adriano Geldschmeid along with his denim
laundry in 2007 for an undisclosed sum.

In March 2005, Peter Koral sold 50 percent of 7 For
All Mankind to the investment bank Bear Sterns. Although
specific terms of the deal were not disclosed, Koral con-
firmed publicly that Bear Sterns paid $75-$100 million for
its stake in the firm. The brand had sales of about $200 mii-
lion in 2004 so the deal was valued at 0.75 times to 1.0 times
sales. The buzz on Wall Street was that the line had the
potential to morph into a large global lifestyle brand.
Denim giant, VF Corporation, picked up all of 7 For All
Mankind in mid-2007 for a cool $775 million. The maker of
Lee, Wrangler, and Rustler jeans pegged 2007 sales of the
number one premium denim brand at about $300 million,
valuing the brand at nearly 2.6 times sales.

VF Corporation and 7 For All Mankind

VF Corporation was the world'’s largest apparel company
with 2009 revenues of $7.2 billion. The company began in
1899 as & glove and mitten manufacturer, but diversified
into women’s silk lingerie in 1914, The company retained
the initials “VF” after dropping the Vanity Fair moniker
following the acquisition of Lee jeans in 1969, Lee was one
of the oldest apparel brands in the United States, having
been established in 1899 {about 25 years after Levi Strauss).
VEF went on to acquire Wrangler and Rustler as part of its
friendly acquisition of Blue Bell in 1986. In 2007, VF
Corporation acquired 7 For All Mankind, the leading pre-
mium denim brand in the United States.

VF Corporation adopted a new corporate strategy in
2004. Tts vision was to “grow by building leading lifestyle
brands that excite consumers around the world.”?! In other
words, the company wanted to transform itself into a global
lifestyle apparel company with 60 percent of revenues being
derived from lifestyle brands by 2015. As part of that initia-
tive, it sought to stay on top of the appare] market by com-
bining design and sclence to create value-added products
for consumers. According to company statements, “innova-
tion is about much more than delivering a new product,
fabric, or style. . . . Innovation is a holistic process, one that
touches every aspect of our enterprise—branding, supply
chain management, global expansion, even our corporate
citizenship initiatives.”> Management saw growth in
lifestyle brands, an increase in company-owned stores, and
international expansion as keys to longer-term success. In
particular, VE Corporation planned to double the number
of company-owned stores and increase its product mix to 60
percent lifestyle brands by 2015,

VF had massive global operation in which it manage
400 million units and 500,000 stockkeeping units (SKU
across 30 brands in nearly every country in the world i
2009. Unlike many of its competitors, VF used a mix of 3
company-owned and -operated manufacturing facilitie
and 1,600 contract manufacturers. As is noted in VF's 200
WK filing, company-owned facilies in the Weste
"Hemisphere generally delivered lower-cost product, bu
contractor-sourced goods offered more flexibility an
shorter lead times. As a result, VF balanced the need fo
lower manufacturing costs with the ability to hold lowe
inventories, resulting from the use of contractors. In add
tion to global sourcing of raw materials and manufacturin
the company used “best of class” technology fo manage i
resources. Best of class technology extended to inventor
management at the retail level. VF employed a point-of-sal
inventory management system that allowed it to gathe
daily sales information down to the individual store an
SKU level (size, style, and color detail). The compan
believed that this point-of-sale inventory system gave it an
advantage over its less sophisticated competitors. Its 1
largest customers accounted for 27 percent of 2009 sales an
were all located in the United States,

The company’s brands were organized into “coali
tions” including jeanswear, outdoor, imagewear, sports
wear, and contemporary. The jeanswear coalition wa
made up of the so-called heritage brands Lee, Wrangle
and Rustler. VF management felt the jeanswear an
imagewear (licensed and work apparel} coalitions woul
likely generate strong profits and cash flow with low-sing)
digit growth in the longer term. The outdoor, sportswea
and contemporary coalitions were to be the growth engines
of VF in management’s view. These lifestyle brand group
were expected to grow at a mid-single digit to low-doubl
digit rate in the long term. :

Seven For All Mankind was placed into the newl
created contemporary group in August 2007, which als
included the recently acquired Licy, a women's activewed
company, When acquired in August 2007, Lucy’s domesti
sales accounted for 75 percent. By the end of 2009, inferna
tional revenues had jumped to about one-third of bran
sales, While some of the increase was due to W
Corporation’s aggressive expansion in infernational mar
kets, the U.S. business had suffered due to the recessios
and slumping premium denim industry sales. 7 For Al
Mankind’s large share of the premium segment madei
difficult for the brand to outperform the category. Price
dropped as Seven increased its emphasis on lower-price
iterns in order to stimulate demand. Before the recession
about 30 percent of sales were derived from jeans priced
above $200 per pair. In late 2010, only 19 percent of Seven’




women's jeans carried a price tag above $200, and more
than a third of the women's line was priced below $175 per
pair. Moreover, 70 percent of Seven’s women’s jeans were
seavily discounted on its e-commerce site at year-end 2010.
Some items regularly priced at $155 per pair were dis-
counted to $89-$99 per pair. A late December store check of
a Utah: Costco store revealed 7 For All Mankind women's
jeans regularly priced at $155 were offered at $109 per pair.

A strong competitor in all of its markets, the North
Carolina-based VF Corporation spent 3329 million on
advertising and promotions in 2009. The company pos-
sessed‘a formidable stable of brands including The North
Face, Nautica, Vans, Reef, and Majestic. As of September
2009, the company had $732 million in cash and $1.1 billion
in total debt. Shareholder’s equity stood at $3.8 billion.

Rock & Republic Goes to VF Corporation
in Late 2010

VF announced it had picked up the assets of rival premium
denim label Rock & Republic out of bankruptcy in
December 2010. The deal was expected to close in spring
2011, Details of the deal were not disclosed, but the assets
were valued at about $57 million in the California bank-
ruptey filing. Notably, VF did not retain the services of the
branid's flamboyant founder, Michael Bali.
According to company press, Rock & Republi¢ “tran-
 scends-the denim world with its luxe yet edgy approach to
fashion.” Tts first collection “mixed an edgy, rebellious style
with sophistication,” which “inspires music and fashion
industries alike.” The company paired with Victoria
Beckhiam (Posh Spice} to create signature jeans marketed
- under the Rock & Republic brand name, but the relation-
- ship soured and was dissolved. Co-founded by Michael
3all and Andrea Bernholtz in 2002, Rock & Republic
retailed its premium denim jeans for $186-$330 per pair.
The privately held company had become something of a
force in the premium denim market by appealing to the
fickle'tastes of the most fashion forward, affluent young
tensumers. Rock & Republic was all about trendy and fast.
Nevertheless, the company moved in sync with the rest of
the premium dénim segment away from embeltished jeans
’i':') cleaner and less provocative styling, and raised its waist-
Jines in 2007. Company co-founder Andrea Bernholtz com-
Mented to WWD, “It's [the rise is] just not as low as it was
before with everything hanging out. It’s that quarter of an
Ch between sexy and shutty. ">
Rock-& Republic reportedly did $2.4 million in sales
2002} and around $23 million in 2004. Michael Ball
HMmed the company did over $100 million in sales in 2006.
¢ outspoken Ball said he had a plan that would aliow
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Rock & Republic to- “literally dominate our market in the
next fifteen years.”?* Ball’s plan revoived around trans-
forming Rock & Republic into a full-line lifestyle brand
including shoes, eyewear, and retail store ownership.

While it was easy to dismiss the outspoken Michael
Ball as an insignificant player in the denim market, Rock &
Republic’s success with the fashion-forward consumnerhad
other companies looking over their shoulders. The jeans
featured a distinctive, stylized “R” on each back pocket,
high quality denim, and a flattering fit. The brand com-
manded even higher price points than True Religion, and
consumers appeared willing to pay them. As Ball toid the
Daily News Record in a 2006 interview, “If you want Rock,
you have to pay top dollar—you have to pay to be in the
VIP section.”®® Michael Ball’s view of the brand’s cache
may ultimately have been its downfall.

There were several questions for VF Corporation’s
premium denim competitors. Would the addition of VF
Corporation’s financial resources allow Seven and Rock &
Republic to extend the company’s already large market
share lead in the category? Was Seven's recent decline com-
pletely related to slumping industry sales or had the brand
lost some of its cache? Could the Rock & Republic sensibil-
ity add to Seven’s presence in the fashion-forward segment
of the market or would the trend toward basic, clean styles
mean Rock’s heyday was over? If VF Corporation pursued
an aggressive store expansion plan with both lines, would
the company snap up the best locations, leaving competing
‘brands only less productive sites for their own retail stores?
Was there room for more than one denim-based lifestyle
brand in the United States?

Joe’s Jeans

Moroccan-born Joe Dahan (no relation to Jerome Dahan of

" 7 For All Mankind and Citizens fame) entered the fashion

business with a line of men’s formal wear and dress shirts
in 1986 that rang up $8 million in sales when Joe was just 17
years old.?® From 1996 to 2001, Dahan was the head
designer for Azteca Productions, a private label manufac-
turer of sportswear and denim. Dahan entered the pre-
mium denim market in 2001 with five styles of fashion
jeans under the Joe's Jeans brand. The products retailed for
$124 to $155 per pair. In March 2001, Innovo Group pur-
chased the rights to the Joe’s Jeans brand from Azteca and
moved into the premium denim market. Innovo later
changed its name to Joe’s Jeans and trades on the NAS-
DAQ market under the JOEZ symbol.

Joe's Jeans emphasized fit rather than the hottest trend.
As Dahan said in a 2005 interview, “We've always been about
clean, even when the market was embellished. We're not
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about fast or trendy.”¥ Joe’s Jeans aficionados sang the
praises of the line claiming the jeans had an “insanely good
fit” Joe Dahan's attention to fit paid off with first year sales
coming in at $9.1 million. The line retailed at tony department
stores like Barney’s New York, Nordstrom, Bloomingdale's,

and Macy's as well as boutiques catering to affluent shoppers. -

Nordstrom, Bloomingdale’s, and Macy’s together accounted
for 47 percent of 2009 sales. Total sales rang up at more than
$80C million in 2009.

Like its competitors, Joe's outsourced production and
sales in order to attempt to keep capital investment and
manufaciuring costs low. Additionally, Joe's outsourced
packing, order picking, and warehousing. Nevertheless, the
line’s gross margin was only 50 percent in 2009 compared to
63 percent for True Religion in the same period. Similarly,
Joe's operating margin was only about 11 percent in 2009
compared to True Religion’s 2009 operating margin of
25 percent,

After several years of financial difficulty, joe's made
some important management changes. The company’s
CFO, Marc Crossman, ‘became CEQO in January. 2006.
Crossman was an investment banker who focused the com-
pany on developing and exploiting opportunities for the
licensed Joe's Jeans brand and closed its unprofitable pri-
vate label business. In August 2007, Joe's added Hamish
Sandhu as CFQ. Joe Dahan remained on board as the com-
pany’s creative director and designer as well as a major
shareholder. Later that year, Joe's Jeans acquired the Joe's
Jeans brand from Joe Dahan. As part of the deal, Joe's
agreed to-pay Dahan 11.33 percent of annual gross profits
as long as gross profits fell between $11.25 million and
$22.5 million. Dahan’s payout would fall 10 3 percent of
gross profits when they exceeded $22.5 million up to $31.5
million. Dahan’s payout scale declined further as gross
profit rose beyond $31.5 million. Dahan received an esti-
mated payout of just under $800,000 in 2009. The agree-
ment was in force through 2017 and provided Dahan with
a substantial financial incentive to help the company be
successful. However, it was unclear if Dahan planned to
stay with the company after 2017. :

Crossman and his team specifically worked on boost-
ing gross margin through more effective outsourcing rela-
tionships with an increased number of contract manufactur-
ers, improving the existing account penetration, increasing
distribution in the Midwest, and re-entering international
markets. Joe's moved to expand into retail through com-
pany-owned stores. The company owned 15 stores as of
August 2010 and planned to open three more before the end
of fiscal 2010. Crossman and Dahan also expanded success-

“fully the Joe's Jeans line into related apparel categories. In
2009, non-jeans items accounted for a mere 3 percent of sales.

On the strength of iis unisex woven shirts (called The Shi
and its jeggings, non-jeans items jumped to 16 percent
sales in the first nine months of 2010. Despite the challengin
environment for premium denim, joe's reported a 36 percen
jump in sales accompanied by a 27 percent increase in gro
profits in the first nine months of 2010. Gross margin fell p
marily due to the shift in product mix of non-jeans product
Overall profits fell sharply {~26 percent) for the period:
Joe's incurred significantly higher expenses related to'th
addition of distribution facilities and headcount to suppo
the business’s larger size. ‘

Cash flow from operations was —$5.5 million com
pared to $5.3 million in the same period the year befor
Given the management’s plan to increase the number:
company-owned stores over the next few years, Joe's neg
tive cash flow raised questions for investors, Would:th
company be able to fund its expansion plans via intern
cash flow or be forced to consider a stock or debt offerin
Joe's Jeans” balance sheet was solid with no debt and 46
million in shareholder’s equity. Long-term operating leas
committed the company to $37.5 million in payments.{
the next four years. With a beta of 1.65 and a recent stoc
price of just $1.62 per share, a stock offering was likel
prove expensive. However, it was unclear whether a de
offering would be feasible for the small company over
next year or s0. There seemed 0 be an appetite for investin
in the sector by private equity groups as evidenced by it
recent investmenis in | Brand and Hudson, but both comp
nies were smaller than Joe’s, Back in 2008, Falcon Head
Capital purchased a 50 percent stake in NYDJ for $50
lion {also a smaller company than Joe's). VE Corporation:
Diesel might be interested in acquiring Joe's down the roa
as both companies had recently made acquisition
However, Dahan might balk at selling his namesake com
pany rather than continuing to build the brand witho:_
being hampered by the goals of a corporate parent.

With wholesale sales up 27 percent and comparn
owned store revenues up 173 percent, Joe's brand appeare
to be quite strong. Same-store sales increased 23.5 percent;
the third quarter—indicating the business was very stron
and was not just benefiting from the addition of new store
Joe’s Jeans positioning seemed to be working in its favoz,:
did the line’s relatively affordable prices. The line’s averas
women's jeans price point in Decernber 2010 was $163—£
below True Religion's average of $196 per pair.

Levi 5trauss

Levi Sirauss invented the denim jean in 1874. The com
pany’s iconic 501 five-pocket jean still remains the bran
leader in the global denim market. Nevertheless, th




company struggled to combat upstart premium denim
lzbels in this decade. The $4.1 billion company remained
largely unsuccessful in its attempts to penetrate the luxury
~ denim segment in 2010. Part of the problem stemmed from
the company’s eight-year battle to turn around its opera-
sions: From 1997 to 2005, Levi Strauss experienced a dra-
matic drop in sales from $6.9 billion to $4.1 billion. The
company focused on stabilizing sales and profits, paying
down-debt, and later on regaining momentum in its basic
denim business. For the first time in its history, Levi’s was
forced reinvent itself as a company. In order to be competi-
tive, Levi's had to shutter nearly all of its worldwide man-
ufacturing facilities and to mainly replay on outsourced
finished goods produced by independent contractors.
The company appeared to be back on track from 2005
.t 2007 with sales rising about 2 percent per year on aver-
age to $4.3 billion. Operating profits excluding restructur
~ ing charges increased by about 4 percent per year to $653
million i 2007. Revenues were flat in 2008 and operating
profits fell about —19 percent due fo increased expenses
" associated with the company’s retail store expansion plan
- and‘investments in global information technology infra-
structure. Results for 2009 were weaker, with revenues
down by about —7 percent accompanied by a —28 percent
drop in operating profit due to economic weakness in
Burope and the United States as well as a slronger dollar.
Things locked up for Levi’s in the first nine months of 2010
dueto favorable currency trends, the acquisition of retail
© stores, and growth in the Levi’s brand. Levi’s brand prod-

- firstnine months of 2010. Total revenues were up about 7
percent in the period. The company’s gross margin
improved as a higher percentage of revenues came from
retail stores, which carry significantly higher gross margins
than:wholesale goods. Operating margin fell though as
advertising and promotional expenses jumped by 39 per-
centito $222 miilion, as the company spent more to drive
the sales of Levi's and Dockers brands worldwide.

Levi's growth strategy outlined in the 2009 10K
ncluded five initiatives—build on brands’ leadership in jeans
and khakis, diversify and transform the wholesale business,
accelerate through dedicated company-owned stores, increase
Operational efficiency, and capitalize on the company’s global
: footprint, The company intended to focus on growth through
mnovation and “premiumization.” Levi's management feit the
- tompany could use its brand heritage and design and market-
Mg expertise to lead innovation in the jeans category, As part of
this initiative, Levi’s intended to target inderserved segments
of the market—especially women’s jeans and “attractive price
Segments.” Management had ideniified a greater focus on
More premium categories as a priority back in 2007.
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. uctsraccounted for 81 percent of company revenues in the’
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Levi's launched a major campaign with newly
designed jeans for women in August 2010. The new product
line, dubbed Levi's Curve ID, featured three different fits
for women with different body types. According to a com-
pany press release, Levi's worked with scientists to analyze
60,000 body scans of women in 13 different countries to
understand body types and fit problems especially the hip
to seat placement.?® The result was jeans in “the slight
curve—to celebrate straight figures,” “the demi curve—to
fit even proportions,” and “the bold curve—to honor gen-
uine curves.” Levi’s claimed its new line would fit 80 per-
cent of women. The company planned to launch Levi's
Extreme Curve, which would fit an additional 16 percent of
women, in late 2010 or early 2011. As part of its consumer
research, Levi’s found 54 percent of women try on 10 pairs
of jeans to find one pair they would buy; 87 percent of
women wish they could find jeans that fit better, and 67 per-
cent of women feel jeans are designed for women with
“ideal” bodies {not theirs). The new line retailed for
$102-%121 per pair—far below most premium denim lines
but well-above the traditional Levi's price points.

Changing consumer perceptions of a brand found in
such disparate retail locations as Wal-Mart and Barney’s
New York had proved to be a difficult task in the past.
Nevertheless, the Levi’s brand had incredible name recog-
nition and a reputation for quality. Moreover, the company
had re-engineered its products and increased its fashion
quotient throughout the decade. Even so, questions about
the company’s prospects remained. With the improve-
ments in design and fabric quality, could Levi’s build a
leadership position in the premium sector? Would Levi's
scientific approach to fit resonate with women tired of fry-
ing on so many pairs of jeans to find one that fit properly?
On the one hand, the weak U.S. economy could cause con-
sumers to take another look at the more reasonably priced
Levi’s line now that its design team had updated the fit and
finishing details on the line. According to Cotton Inc.’s 2009
Lifestyle Monitor, 55 percent of women cited fit as the st~
gle most important determinant of jeans selection.* On the
other hand, the brand’s strong identity as a durable, reli-
able, and authentic vintage product could keep it from ever
converting consumers interested in the cache of premium
denim labels. Premium denim buyers placed moze empha-
sis on style {36 percent) than fit (31 percent) in selecting
jeans to buy.*

True Religion Brand Jeans

Jeff Lubell had struck out on two occasions previously in his
attempt to shift from textile salesman to independent jeans
designer. He and his wife launched two jeans labels in the
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late 1990s—Bella Dahl and Jeffri Jeans—and lost both after
running out of cash. Events turned ugly when Bella Dakh,
Inc., could not keep up with payments to its factor and had
to file for bankrupicy in late 2000. Several lawsuits later, Jeff
Lubell was on his own with no assets or ownership in his
jeans creations. In 2002, the Lubells launched a new pre-
mium denim line, True Religion Brand Jeans. Lubell regis-
tered his new line’s trademarks in his name and formed a
holding company that he owned and controlled called Guru
Denim. Things would turn out differently this time for the
46-year-old Los Angeles resident.

The brand hit store shelves in December 2002 with
five styles of women’'s jeans available in five different
“washes” under the True Religion label. (Sevens were only
available in two basic styles at the time.) The corporate logo
appeared on every tag and featured a faf, smiling Buddha
strumming a guitar. According to a November 2002 WWD
article, “True Religion has an ‘evolutionary’ mannish
styling.” WWD imterviewed Lubell for the article and
quoted him as saying “there are a lot of women who love to
wear their boyiriend’s jeans or husband’s jeans. This plays
off of that.” The jeans had one of the lowest rises on the mar-
ket and some of the highesi prices. Lubell created “buzz”
for the line by sending celebrity trendsetters free pairs of
jeans with the hope they would appear in photos in the
popular press wearing jeans with True Religion’s signature
herseshoe-shaped back  pocket stitching., The strategy
worked, and the line's sales took off. First year sales came in
at $2.4 million and jumped to $27.7 million in 2004.

The popularity of “distressed,” “destroyed,” and
“embellished” jeans had helped drive growth in the pre-
mium denim segment for years. The Joey Destroyed model
had been one of True Religion’s best selling products. The
jeans model featured pre-washed denim that had been art-
tully aged and ripped so that most of the front of the left
thigh was made up of strings rather than solid fabric. The
designers added in a ripped left knee and extensive tearing
on the front of the right thigh to complete the destroyed
look (an extreme version of distressing). Embellished jeans
also had been very popular for a number of years in the
early part of this decade. So-called embeilishments ranged
from elaborate embroidery to the addition-of sparkly crys-

tals and metallic threads. True Religion marketed women's

jeans with intricate embroidery on the back pockets like the
Miss Groovy, Buddha, Fairy Girf, Godiva, and Geisha Girl
designs. All of these popular “looks” required a substantial
amount of additional labor to produce relative fo basic
denim looks. They all comunanded a significant premium
to the more basic models in the True Religion portfolio with
prices starting well above $200 per pair. Some True
Religion models went for over $500 per pair at retail.

In 2008, premium denim designers responded to the
mood of the times and moved away from elaborate fing
ing details back to more basic styles as consumers became
interested in styles that would stay fashionable for year
rather than for a season. True Religion followed suit and
emphasized the lower-priced, more basic items in
Iineup. Nevertheless, the brand remained one of the high
est priced on the market with an average selling point_of |
$196 for women's jeans and $192 for men's jeans in 2009,
The company had not been as successful historically in the
basic end of the premium market as had Seven and
Citizens. Indeed, True Religion’s wholesale sales plu
meted -20 percent during 2009 and ~16 percent it the first
nine months of 2010, :

The company relied on Jeff Lubell’s fashion sen
and ability to spot the right trends to sell the “hottest” jean
styles, Lubell had an impressive track record, but True
Religion’s sales to the wholesale off-price channel had
become worryingly large by 2009. The company used ¢
price retailers such as Nordstrom Rack as well as its own
outlet stores to sell slow-moving and obsolete invento
Sales 1o the off-price channel accounted for nearly on
third of 11.8. wholesale sales in 2009. Most likely, the ma
nitude of sale of slow-moving inventory had more to-do
with the economic weakness than with Lubell’s ability.
develop appealing jeans styles,

Investors worried that if the new consumer disiag
for conspicuous constmption lingered after the U.S. eco
omy rebounded, the company would notf be able to differe
tiate its product and demonstrate its “value” to consume
The brand had been built on fashion not on fit and dlas
styling. If fashion were no longer the key determinant:
brand selection by consumers, would True Religion surviw
Moreovet, if price points came down significantly in the ¢
egory, could True Religion change its mindset and its cost
structure enough to compete and maintain high-profit ma
gins and returns? Evidently, Rock & Republic had not bee
able to do so and had ended up in bankruptcy:

Recent changes at indusiry trendsetter Diesel also
raised questions about the viability of True Religion’s and
other premium denim lnes’ approach to desig
Traditionally, the premium denim brands relied on one
two designers to create the next “hot” look and drive co
sumer demand. That's what made [Diesel's new design ph
Iosophy so interesting and unusual. Renzo Russo decided:
redefine the role of Diesel’s creative director. Rather than the
tfraditional all-powerful designer who “pushed” his visionto.
consumers, Diesel now employed a creative director who!

job was to spot broad trends in society and translate thers
into a “look” for the Diesel line that fit what consumers we
looking for at the time. He did not draw or make sampl
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nor was his name closely associated with the brand.
Moreover, [Diesel’s creative divector reported to the head of
marketing rather than directly to the CEO. As Russo told the
Wall Street Journal in a late December 2010 interview,
“Mesigners] think they are idois . . . The consumer doesn't
care {about the designer}]. They just want to see the right
preduct at the right moment.”*! Russo tapped a fashion

magazine editor as Diesel’s creative director and shifted the -

firm’s emphasis squarely to product development—away
from design.

True Religion’s Strateqgy

The company’s initial strategy was to emphasize distribu-
tion through upscale department stores and boutiques and
outsource every function except design and marketing to
third parties. By the end of 2003, True Religion jeans sold in
about 600 specialty stores and boutique doors as well as
about 200 upscale department store doors through
Nordstrom, Neiman-Marcus, Saks Fifth Avenue, Barmney’s,
Henri Bendel, Bergdorf Goodman, Bloomingdale’s, and
Marshall Fields. By Sepﬁember 2010, the company sold its

line through six major departmeni-store accounts {due to -

consolidation in the retail channel} and about 800 bou-
tiques in the United States.

By late 2006, True Religion's focus had shifted away
from selling products wholesale to selling its products
through company-owned stores. True Religion manage-
ment, under then President Michael Buckley, had started to
vertically integrate into retail for several reasons. First, the
company had faced resistance from retailers when it tried
to diversify away from denim jeans into adjacent clothing
categories sitch as sportswear. Big retailers viewed True
Religion as a denim label—not as an apparel brand.
Owning its own stores allowed True Religion to introduce a
broader range of apparel to its customers. Management
foped that the sell-through figures from company-owned
Stores on non-denim items would convince its retail
accounts to carry the full line of True Religion apparel.
Diversifying into other apparel categories and related
product lines was absolutely critical to achieving manage-
ment's goal of creating a lifestyle brand. In its full-priced
‘ompany-owned stores, non-denim items had increased
from 10 percent of unit sales to 26 percent of unit sales by
September 2010. Non-denim items only accounted for an
Sstimated 13 percent of dollar sales, as the company largely
had been unable to convince its retail accounts o carry its
“Ron=denim itemis: The firm’s non-denim-items-carried
©wer price points thar ifs jeans.

Second, the margins in the company-owned stores
Were even higher than True Religion’s very high denim
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margins as the company captured the retail markup as well
as its traditional wholesale markup. Management esti--
mated that retail store gross margin would come in at 75
percent and “four-wail contribution margin” would be
about 40 percent as the company captured the benefits of
the typical retail markup on its products as well as the
existing wholesale margin, Management's prediction
turned out to be an accurate one, as gross margin for the
consumer direct segment {company-owned stores and e-
commerce) leapt to nearly 77 percent in 2008 before dip-
ping to 74 percent in 2009. The consumer direct segment’s
operating margin was 37 percent in 2008 and about 35 per-
cent in 2009.

True Religion's total gross margin was about 53 per-
cent in 2006 but rose to almost 63 percent by year-end 2009
as the consumer direct segment grew in importance.
Operating margin came in at 2¢ percent in 2006 but was
down to 25 percent by the end of 2009. The combination of
heavy spending behind the rapid store-rollout program,
weak sales in the 15 original True Religion stores, and a $30
million drop in wholesale revenues pushed margins dowr.
Sales to major department-store accounts fell (—15 percent)
and sales to boutique customers fell even more sharply as
the premium denim category suffered from economic
weakness in the United Stafes,

Third, company-owned outlet stores gave True
Religion a piace 1o sell seconds, irregulars, and slow-mov-
ing merchandise. Without these ocutlet stores, True
Religion brand products could surface in any type of dis-
count outlet—potentiaily damaging the brand’s premium
positioning. Prior to 2007, True Religion jeans appeared in
Filene's Basement, Costeo, Century 21, and similar outlets
On. GLCasion.

Faourth, retail industry mergers and bankruptcies peri-
odically caused manufacturers to miss sales and earnings
forecasts. Using company-owned stores helped reduce the
firm's dependence on retailers and reduced the risk of major
disruptions in sales. Company-owned stores and e-com-
merce accounted for 41 percent of revenues in 2009 compared
to 17 percent in 2007, In total, Trae Religion owned 70 stores
in the United States at year-end 2009 and 89 stores as of
September 30, 2010.. Over time, management planned to
open 100 stores in the United States. Nevertheless, the com-
pany still relied heavily on one major account, Nordstrom,
for a significant portion of its sales. In 2005, Nordstrom and
Neiman-Marcus together accounted for 11 percent of net
sales. In 2009, Nordstrom alome accounted for 15.2 percent of
netsales. - S [ (R

Given the recent resulfs, it was difficult to character-
ize True Religion's retail strategy as completely successful at
meeting management’s goals. However, one thing was
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First Nine Months
2009

$83,885
91,621
39,862
2,795
$218,163

2608

£75,314
153,235
40,044
1,407
$270,000

2007
$29,268

2009

$129,029
123,208
54,479
4,289
$311,001

Met Saies

U.S. Consumer Direct
1S, Wholesale 111,3%0
International 31,728
Other @ 870

Total : $173,256

Gross Profit

U.5. Consumer Direct
1.5, Wholesale 60,007 78,670 65,882 49,862
International 15498 14,255 36,115 22,067
Other 870 1,407 4,289 2,795

Total $98,755 $157,001 $195,562 $136,853

Operating Profit
U.8. Consumer Direct
1.5, Wholesale
International 14,718
Other ) —15,856
Total $47,142

Assets
U.8. Consumer Direct $10,167 $36,603
11.5. Wholesale 41,248 43,030
International 6,519 8,362
Other 55,324

Total $113,258

$22,380 $57,669 $95,276 $62,129

$27,354
24,511
18,792
=16,943
$53,714

$11,875
36,405

527,810
47,452
16,761

—23,147

$68,876

$44,766
30,763
25,167
~-23,099
$77,597

$55,763
31,159
16,897
125,987
$229,806

$58,491
33,616
11,309
109,329
$212,745

78,457

$166,452

() Licensing revenues generated by royalty agreements.
(b) Unallocated corporate.

Sources: True Religion Apparel Inc. 16K-2007, 2008, 2009. 16Q) Septernber 2010. Ali figures are actuals urdess noted otherwise.

clear. The True Religion brand had grown in the US. market
as a result of the retail strategy. Adjusting for retail markup,
True Religion's total U.S. sales in manufacturer’s dollars
had grown at an estimnated 21 percent per year between
2007 and 2009. Three guestions remained with regard to the
company’s focus on company-owned stores. Would True
Religion's major compe'titors bid up the cost of retail space
in so-called “A” locations or create scarcity in desirable
locations as they all tried to expand their retail footprints?
Was a target of 100 company-owned stores in the United
States an appropriate number or was there potential for
more stores? What would happen to the retail business if
True Religion management was not successful in restarting
the domestic growth of the wholesale business? In other
words, were the stores viable without a sirong and growing
wholesale brand?

Along with forward vertical integration into retail
True Religion's management team decided to siaff an in
house sales force, The sales function formerly was han
dled by third party independent sales reps. Prior to 2007
reps received a 10 percent comunission on sales to spe
ciaity shops and boutiques in the United States, The
firm's major 1S, distributor, L' Atelier, exclusively sold
the product to upscale depariment stores, receiving a
percent commission in the process. L' Atelier’s owner,
Jana Rangel, had 15 years experience successfully posi
tioning and branding denim lines AG-Adriano:
Goldschmied, Ya Ya, Earl Jeans, and Paul Gaultier jeans
With her help, several denim lines went from a start-up
position to sales in the $30-840 million range. True
Religion successfully renegotiated terms with [’ Atelier in
2007. L’ Atelier’s commissions dropped to 4 percent for
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department stores and 8 percent for specialty boutiques.
True Religion ended its relationship with Rangel and
1'Atelier as of December 31, 2010. Management felt that
having its own sales force would enhance the firm’s rela-
tionships with important retail accounts and allow it to
improve customer service.

- Similarly, True Religion changed its distribution
strategy In international markets in 2008 and 2009. The
company’s original model - was one that used exclusive
third-party distributors to gain access o upscaie retailers in
foreign markets. Beginning in 2008, the company moved to
a combination of in-house sales forces and strategic
alliances with distzibutors. True Religion originally sold its
products to outside distributors at a 23 percent discount to
wholesale. The distributors then sold the product line to
retailers. The strategy worked very well for True Religion
for a number of years. It was especiaily successful in the
Japanese market, which accounted for a whopping 29 per-
cent.of net revenues in 2005.

.. True Religion’s brand positioning as a “Made in the
USAY product based on a unique combiration of a Wild
West cowboy heritage paired with a California-hippie-
bohemian image played well in the Japanese market
where affluent consumers paid top-dollar for American
icons like vintage Levis. Unlike many jeans manufactur-
ers, True Religion purchased the majority of its denim
from an American supplier, Cone Mills. Like most other
premium denim brands, True Religion relied upon U.5.
manufacturers a to produce its jeans and LA washhouses
te finish them. Management felt the “authenticity” of an
American made tean played well in both the domestic
market and in many international markets. Eric Beder, an
analyst with Brean Murray, told the LA Times in 2009, “In
the US, people care that their jeans are manufactured
here, To consumers outside the US, it's crucial...In order
to be considered a real premium brand, you need to have
the Made in the USA label on it.”# True Religion off
shored production of non-denim items such as hoodies
-and T-shirts, where country of origin was not important
to consumers,
An enormous disappointment in Japanese sales in
2006 prompted management to reconsider the distributor
model. Full-year sales to Japan plunged 50 percent and
the company fought accusations from the {inancial press
that ithad “stuffed” the Japanese retail trade with prod-
et inthe back half of 2005 in order to meet aggressive
- Sales forecasts. Management's analysis of the retail distri-
Ution-for the brand inJapan suggested that the company
Beeded to puli back and eliminate marginal accounts in
Orderto preserve the brand’s exclusive image. As a result,
anagement decided to switch from the distributor

model to 2 company-owned subsidiary in some countries
such as Japan in order to better conirol the brand'’s retail
placement and image. :

In addition to establishing in-country sales forces in
some markets, True Religion announced in July 2010 that it
had formed a joint venture with its German distributor
UNIFA. The joint venture took over the wholesale distribu-
tion of True Religion products in Germany, Austria,
Switzeriand, The Netherlands, Belgium, and Luxembourg as
well as a company-owned store in Germany in August. Jeff
Lubell stated, “We established the joint venture to expand
our wholesale business in each of these countries and to roll
out branded retail stores in the territory.”** True Religion
owned 60 percent of the joint venture, which was managed
by UNIFA. Prior {o the deal, UNIFA was True Religion’s
largest international distzibutor.

At the end of 2009, international sales stood at
about $55 million or 18 percent of sales and 32 percent of
operating profits. With over a 46 percent operating mar-
gin in 2009, the international division was by far the com-
pany’s most profitable business. After falling from about
$46 million in sales in 2005 to $32 million in 2007, the
international business regained its momentum as
Japanese sales rebounded and the company gained share
in Europe.

Management Changes

The company named denim industry veteran Michael
Buckley to the newly created post of president in April
2006. Buckley was president and CEO of Ben Sherman’s
North American business from 2001 to 2005. Prior to
2001, Buckley served. as a vice president of denim glant
Diesel USA for four vears. He was to be responsible for
day-to-day operations, including retail expansion,
licensing, sourcing, and production. leff Lubell would
remain in his post of chairman and CEO but devote more
of his time to product design. Lubeil commented to
WWLD, “Now I feel like I have a true partner and associ-
ate o help build the company and realize my vision of
becoming a $1-billion brand.”*

In August 2006, the company tapped Levi Strauss
Hurope designer Ziahaad Wells to be its design director, The
following Mazch, True Religion named Peter Collins as
CFO. Pete Collins was the former corporate controller for
Nordstrom. Collins managed a staff of 100 and was an

—expert on compliance with Sarbanes-Oxley requirements. In :'

addition, Pete Collins had valuable accounting experience
in international operations. He reported to Michael Buckley
in his new position at True Religion. In January 2010, True
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2007

2008

2009

First Nine Months
2009

Revenues

Cost of Goods Sold
Gross Profit

Gross Margin

Selling, General & Administrative Sxp.
Operating Profit
Operating Margin

Other Expense (Income}
Pretax Profit :
Taxes

Tax Rate

Net Income

Redeemable Noncontrofling Interest

Net Income Attributable to True Religion
Net Margin

Earnings Per Share {Diluted)
Average Shares Outstanding (Diluted)

Selected Balance Sheet Figures
Cash & Short-Term Investments
Accounts Recetvable

Inventory

Propterty, Plant & Equipment
Total Assets

Accounts Payable

Total Debit
Shareholders’ Equity
Total Liabilities & Equity

Rent Expense
Capital Expenditures
Number of Company-Owned Stores

Sources; True Religion 10Ks 2007-2009, 10Q September 2010,

Religion added Lynn Koplin as COO. Koplin was formerly
president of Tommy Bahama’s women's division.

True Religion’s financial performance generally
was strong between 2006 and first quarter 2009. The com-
pany was well on its way to establishing 100 company-
owned stores in the United States. The True Religion
brand appeared strong at the number two position in the
- U.S. market. Then, in May 2010, Michae! Buckley
abruptly resigned from the company. Two days before his
resignation, Bucldey sold over 193,000 shares of stock:
The company offered no explanation for Buckley’s resig-
nation and promptly replaced him with Mike Egeck
about two weeks later. Egeck had served as the CEG of 7
For All Mankind. Four months jater, True Religion
reported disappointing sales and earnings and lowered

$173,256
74,429

$270,000
112,999

$311,001
115439

$218,163
81,310

$98,827
57.0%

51,685
47,142
27.2%

—1803

48,945

21,100
43.1%

327,845
4

§157,001
58.1%

88,125
68,876
25.5%

—1063

69,941

25,570
36.6%

$44,371
0

$27,845
16.1%

$1.16
23,949

$34,031
27,898
20,771
11,579
113,258

$9,597
it
95,247

229,806

$3,760
8,765
15

$44,371
164.4%

51.83
24,270

$62,095
33,103
25,828
28,006
166,452

$10,633

¢
142,250
166,452

$9,300
18,187
42

$195,562
62.9%

117,965
77,597
25.0%

—169
77,766
30,434

39.3%

547,332
a

$136,853
62.7%

83,139
53,714
24.6%
—04
53,808
21,111
39.2%

532,697
0

$47,332
15.2%

$1.92
24,658

$110,479
27,217
34,502
39,693
229,806

811,717

0
197,854
229,806

$16,200
20,082
73

$32,697
15.0%

$1.35
24,146

$93,681
28,546
37,835
38,284

© 212,745

$15,310

o
180,101
212,745

B11,600
15,636
66

#ts full-year 2010 forecast. The timing of Buckley’s depar-
ture and the speed at which he was replaced suggested
that Lubell was aware that Buckley planned to leave—or
had forced him out. As chairman and CEQ, Lubell had an
enormous amount of influence with the company’s board
of directors. :
The company’s strategic initiatives under Buckley
were outlined in its 2009 10K. The initiatives were to con-
tinue to develop trendsetting styles, grow the consumer,
direct business by adding company-owned stores, increase
True Religion’s international presence, improve the U8/
wholesale business by changing to an in-house salesforce,
and reduce the company’s sales to the wholesale off-price
channel. Would these initiatives change under the new:
company president Mike Bgeck? '
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