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iRobot Corporation.
IRBT - $89.10 – NasdaqGS

 

Recommendation: Sell Short

Reasons For Short Sale Recommendation

• High multiple, 30P/E, growth company.

• Growth slowing drastically.

• 4Q18 EPS cut from $0.94 to $0.50.

• High margin commodity product.

• Lots of competitors with similar products.

• Chinese tariff of 10% will take a bite out of margins, because they can't raise 
prices.

• Company increasing guidance for 2018, analysts cutting 2019 numbers.

Financials
Market Capitalization $2.39B Revenue/Shr (TTM) $35.09
Enterprise Value $2.39B EBITDA (TTM) $118.57M
Trailing P/E 43.65 Diluted Earnings/Shr mrq) $2.00
Forward P/E 31 Total Cash (MRQ) $127.33M
PEG ratio (5 Yr Expected) 1.59 Total Cash/Shr (mrq) $4.65
Price/Sales (TTM) 2.45 Total Debt (MRQ) N/A
Price/ Book (MRQ) 5.22 Current Ratio (MRQ) 2.89
Enterprise Value/Revenue 2.45 Book Value/Share  (MRQ) $16.72
Enterprise Value/ EBITDA 20.15% Operating cash Flow (TTM) 69.84M
Profit Margin % 5.90% Levered Free Cash Flow(TTM) 12.73
Operating Margin (TTM) 8.79% 52 Week Change 20.17%
Return on Assets (TTM) 9.39% Shares Short 7.75M
Return on Equity (TTM) 13.03% % of shares Short 28.02%
Revenue (TTM) $976M Short Ratio 9.7

(TTM) = Trailing 12 months,  (MRQ) = Most recent quarter,  M = Millions,  B = Billions, m = Thousands
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Short Thesis

IRobot makes the robotic Roomba vacuum cleaner.  It is a good product, made in China 
with about 48-50% margins.  The 2018 third quarter was far above analysts estimates.  EPS
was $1.12 versus $0.48 estimate.  However, this stock meets several of our criteria as a 
short candidate.  First, the product is a consumer commodity.  Second, there are many 
competitors, this makes increasing prices more difficult, and third, they have high margins. 
The 10% tariffs on Chinese products coming into the U.S. are going to be absorbed by
the company and NOT passed on to the consumer.  This is a clear sign that they CAN'T 
pass on increased expenses because of the competition.  We quickly found five competitors 
on Amazon. There are more.  These products all look exactly alike.

1). Ilife: Ilife
2). eufy: eufy
3). ecovacs Robotics: Anker Innovations
4). Pure Clean: Pyle
5). Shark: Sharkclean

Consumer products with high margins attract competitors.  Margins come 
down due to price competition, just as sales growth slows.  It is difficult to raise 
prices.  We have seen this movie many times before, Sunbeam, Salton (the 
George Foreman grill.  Wall street is always completely blindsided by the 
eventual collapse.  Past revenue and earnings growth have been good which 
cause investors to over pay for slowing growth going forward.  A P/E of 30 is 
ok when revenue increased 53% in 4Q17 and 33% for all of 2017.  But for 
2019, revenue is expected to grow only about 15% at best.  This is less than half
the rate of growth of 2017.  Should an investor still pay 30 times for slowing 
growth?   Net income increased 51% in 2018, that is worth 30 times, but net 
income is only expected to increase 6.5% in 2019.  That is an 87% decrease 
in the rate of growth.  We feel that the P/E should shrink, at least to some 
degree from 30.  A P/E of 25 on 2019's EPS of $2.85 = $71/shr.  A P/E of 20 = 
$57/shr.  This would be a decline of between 19%-35%.  This is where we 
believe the stock will ultimately get to.  Also, these estimates will probably be 
further cut going forward.  Analysts are projecting a big fourth quarter in 2019 
after three declining quarters.  Um, ok.
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https://www.iliferobot.com/pro.aspx?FId=n3:3:3#xn_c_products_42_wrap
https://www.sharkclean.com/vacuums/robot-vacuums/
https://www.pyleaudio.com/sku/PUCRC15/Pure-Clean-Smart-Robot-Vacuum-Sweeper-Cleaner,-Automatic-Robotic-Multi-Surface-Floor-Clean
http://www.anker-in.com/articles/28
https://www.eufylife.com/products/575/cleaning
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Estimates for 2019 are too high.
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2019 estimated revenue growth is more than 50% below 2017.  And we believe these 
estimates will be cut next year.
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So, margins will be coming down but 2019 will be magically better than 2018?
Slowing revenue growth plus lower gross margins is not a great situation.
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Once gross margins start to decline in a consumer product, they tend to keep declining.
These robotic vacuum cleaners are all kind of the rage right now, hence the competition.  
Turns out, I own a Roomba.  We bought it two years ago.  It worked pretty good.  We 
haven't used it in a long time.  Its collecting dust right now in our basement, along with our 
bread maker, George Foreman Grill, Chinese Wok, Panini maker, etc...

The problem with these robotic vacuums is that you have to keep them plugged in at all 
times to keep them charged, so they are always out in view and in the way.  Do you you 
want to look at your vacuum cleaner all day every day?  I guess we don't.
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Income from operations estimated to increase 13.6% in 2019.  Notice it will need a 
huge third and fourth quarter in 2019 to get there.  So those two quarters will be 
much better with lower margins and at least a 10% tariff?
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Same story with net income, need a big second half of 2019 to meet estimates.
The first AND second quarters of both operating income and net income will be below
2018! And the third quarter will also be lower for net income.
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Sorry, but 6.5% net income growth, at best, is nothing to get excited about and 
certainly not worth paying over 30 times earnings for.  This is nothing short of a 
collapse in the growth story.
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In 2018, EPS should increase 52%, from $1.77 to $2.70, but that drops to 5.5% in 
2019!
FIVE PERCENT!  Why is this trading at over 30 times again?
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The first three quarters of 2019 will show NEGATIVE earnings growth!  So, it is 
going to take a monster fourth quarter to make the number.  We are skeptical, and 
even if they get there, its only FIVE PERCENT growth!The huge EPS growth in 4Q18 
of 212% is only because the 4Q17 was a disaster.  That 212% is $0.50 vs $0.16, and that 50
cents is down from previous estimates of $0.94.
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Domestic robot revenue growth is actually trending down, but the international 
market is bigger.
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Conclusion

IRBT was a fast growing company trading at a high multiple.  Now, it is a much slower 
growing company with the same high multiple.  We have had great success shorting 
these kinds of consumer product companies in the past.  They almost always work.  That 
said, the short interest is 7 million shares so there can be up days on silly news like today's 
announcement of a collaboration with Google Smart Map your home which moved the 
stock up 9.2%?  Short the rallies, take some profit on the dips.
This company is now too expensive for value investors and too slow of a grower for the 
momentum investors.  Margins are staring to decline.
Management raised its 2018 EPS guide to $2.55-$2.75 from $2.30-$2.50 and revenue 
guidance to $1.08B-$1.09B (up 23%) from $1.06-$1.08B.  That raised guidance implies 
4Q18 EPS of $0.36-$0.56 vs $0.88.  Ooops! The raised revenue guidance of 23% implies 
4Q18 revenue of $372M-$382M vs consensus of $385.1M.  Ooops!
So, that raised guidance caused the street to slash 4Q18 EPS from $0.94 to $0.50!  
Ooops!  The street has raised 2019 revenue estimates by 2% to $1.27B, but cut 2019 
EPS 6.6% from $3.05 to $2.85.  We think a P/E of 25 on $3.85 in EPS is a fair valuation 
in a rising interest rate environment, which equates to a $71 price target.  It is very possible 
that margins continue to decline and the revenue growth slows even more than the street 
expects.  If that were to occur a 20 P/E on $2.50 in EPS would equal a $50 stock.  There is 
a lot of risk to the downside in this stock.  It might be a bumpy ride to get there, but the risk
is to the downside with net income and earnings growing only 5%.  Our short term price 
target is $75-$78, our medium price target is $70-$72, our ultimate price target is $50-$60.
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EPS Estimate Cuts

Old New Difference
4Q18: $0.94 $0.50 -46.8%
1Q19: $0.71 $0.52 -26.8%
2Q19: $0.33 $0.31   -6.1%
3Q19: $0.68 $1.04 +52.9% ???
4Q19: $1.32 $0.98 -25.8%

BTW: The analyst that just cut these numbers of course has a buy on the stock and a $95 
price target!

We recommend scaling into the short position over time.

- Page 19 -
All information contained herein is obtained by Badger  Consultants, LLC from sources believed by it to be accurate and reliable.  However, such
information is presented “as is” without warranty of any kind and Badger Consultants, LLC makes no representation or warranty, express or implied, as to
the accuracy, timeliness, or completeness of any such information.  All expressions of opinion are subject to change without notice.  Badger Consultants,
LLC hereby discloses that the clients of Badger Consultants, LLC and we the company, officers, employees and relatives, may now have and from time to
time have directly or indirectly a “long” or short position in the securities mentioned and may sell or buy such securities at any time.


