
BHGP Sector Evaluation

Aerospace and Defense

February 17, 2003

A local article on defense spending and Minnesota companies brought ATK and UDI up for consideration.  Here’s what came out…

The screen:

Industry  = Aerospace and Defense (22 companies)

ADR/ADS = false (only U.S. companies)

Cash flow 12m > 0 (positive cash flow in last 12 months)

Price  >= 5  (no penny stocks)

We’re left with 20 Aerospace and Defense companies, including neither ATK nor UDI.  The rest of the screen is cashflow/share, free cashflow/share, ROA, and ROE.  Starting off by setting a screening limit on each to reduce the field to 5 companies (75th percentile or better on all criteria) leaves only Curtiss-Wright (CW).

Loosening the screen to allow each criterion to pass half the companies (10) results in 5 companies passing the screen: CW plus DRS Technologies, FLIR Systems, Allied Defense Group (ADG), and Honeywell International (HON).  The screening values by percentile look like this:

	
	75th percentile
	50th percentile

	Cash flow/share
	$2.7
	$1.8

	Free cash flow/share
	$2.3
	$1.1

	ROA
	6%
	3.5%

	ROE
	10%
	7.2%

	# Companies
	1
	5


Here are the data used to screen the Aerospace & Defense companies, with Market Cap ($M) for reference (sorted by free cash flow/share):
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CW

Curtiss-Wright Corp.

543.13

7.94

4.91

12.5

17.8

ADG

Allied Defense Group

83.45

2.1

2.36

7.9

12.1

DRS

DRS Technologies, Inc.

425.45

2.75

2

4.2

9.6

FLIR

FLIR Systems, Inc.

784.01

2.6

1.86

20.8

32.1

HON

Honeywell International

19525.76

2.56

1.15

5.6

14


Comparing business results (…_grapf.xls) like sales growth, net income, profit, gross margin, and cash:debt: 

CW shows sales/share growth ramping up from 17% 4Q back to 48% in Q1.  Likewise profit growth increased from 13% to 36% growth over the last 4 quarters.

ADG sales/share grew only one of the last 4Qs (up 5% last Q); profits were down 23% last Q.

DRS sales/share were down or flat the last 3 Qs; however profits growth has increased from 20% to 39% the last 3 Qs.

FLIR sales/share growth increased from 1% to 22% the last 3 Qs; profits growth has been relatively stable at an average 20% for the last 4 Qs.

HON sales/share has lost an average 9% the last 4 Qs; profits growth spiked to 217% in Q1.

ADG, DRS, and HON are not showing consistent sales growth; 
CW’s sales growth is strong and improving.  
FLIR’s profits are growing at a stable rate; 
CW’s profits are strong and improving.

Comparing valuations (…_val.xls): valuations (price to earnings, sales, cashflow, free cashflow), cash (quick and current ratios), and management (ROA, ROE):

CW shows the most consistent and highest performing management over the last 7 years.  During this time ROA has risen from 7.5% to 12.5%; ROE has grown from 11% to 18%.

CW shows cash strength greater than or equal to the other four companies.

HON did not generate positive earnings the last 12m or the last fiscal year (Y1).

FLIR did not generate positive earnings 3 of the last 5 Ys; did not show positive cashflow those same 3 Y’s; did not show positive free cashflow 6 of last 7 Ys.

ADG is recovering from negative earnings in Y3, negative cashflow in Y3, and negative free cashflow in Y2 and Y3.

DRS and CW show the most consistent valuations.  
DRS costs less per sales; CW costs less per earnings and cashflow.

DRS price has increase 3.6X in 3 years (53% annualized appreciation); 
CW price is up 1.8X in the same period (22% -- more sustainable?).

Both have a negative beta (DRS is –0.15; CW –0.11); price volatility has been low.  


Business Briefs:

CW designs, develops and manufactures flight control actuation systems and components for the aerospace industry, provides metal treating services, and manufactures highly engineered valves for flow control.  For the 9 months ended 9/30/02, revenues rose 38% to $339.2M. Net income rose 11% to $31.4M. Results reflect higher sales due to acquisitions, partially offset by reduced gross margins, higher SGA and R&D expenses and lower investment and rental income.

DRS is a diversified, high-technology company serving government and commercial niche markets worldwide. The Company develops and manufactures a variety of systems and components used for the processing and storage of data. For the 6 months ended 9/02, revenues rose 33% to $292.4M. Net income increased 56% to $13.1M. Results reflect the acquisition of DRS Communications, along with increased interest income.  

Conclusion:

Curtiss-Wright is in the 75th percentile of all four primary screening criteria, is the only company to show consistently increasing business growth (sales and profits), holds the strongest cash position, has the strongest returns performance record, and is arguably the best priced amongst the 50th-percentile comparison group.  
My opinion is that BHGP should buy some CW.
Kindly,


Mike

Morningstar note:  All of these companies are Morningstar classified as “Industrial Materials.”  Morningstar’s default scoring of this group ranks as follows:  CW (30), HON (26), FLIR (25), DRS (24), ADG (23).
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