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Eye on Operations
Graco Corporation is not a household name. In fact, Graco carries around such a low
profile that it’s often mistaken for a kiddy toy-and- furniture manufacturer of the same
name. Even the ticker symbol (GGG) is monotonous. Graco is in a greasy- hands business
that is highly lucrative. It began operations in 1926 as a manufacturer of vehicle
lubrication equipment. Today Graco sells fluids handling equipment to over forty
different industries. In October 2006, the Company reported its eighteenth consecutive
quarter of higher earnings.
Over the years, Graco has made sweeping moves to drastically cut its overhead costs. A
324,000 square foot manufacturing facility opened in Rogers, Minnesota in November
1996. The new Koch Center (named after Chairman David A. Koch) houses the factory
and engineering fabrication shop. The Koch Center is also the distribution hub for all of
the Company’s products. The company’s Minneapolis facility is used as a laboratory for
testing and demonstrating all of the Company’s products.
Graco’s list of products includes:
Spray pumps for painting buildings
Spray pumps for applying roof sealants.
Specialized pumps for dispensing adhesives.
Mixers for blending chemical compounds.
Paint circulating systems for finishing vehicle chassis.
Lubrication systems for changing oil and greasing gears in automobiles and commercial
fleets.
High-pressure washers for striping public highways.
In July 2006, Graco purchased Lubriquip from IDEX Corporation. Lubriquip is a
manufacturer of oil and grease lubrication systems used to prolong the life of conveyor
systems, packaging machinery, transportation equipment, and food processing equipment
to name just a few applications. In 2005, Lubriquip logged sales of $30 million.
Graco’s spray pumps provide fluid pressures ranging from 20 to more than 6,000 pounds
per square inch and flow rates from under 1 gallon to 140 gallons per minute. Brush and
roller methods of applying paint are becoming a thing of the past. More and more
commercial contractors are switching to waterborne paints because these paints are better
for the environment and easier to use than solvent-based paints. Domestically, over
eighty percent of professional painters use airless spray pumps. In Asian-Pacific markets,
less than five percent of professional painters use airless spray pumps. Graco’s Tex Spray
Gun applies a variety of textures including stone paint, synthetic stucco, cement stucco
and anti-skid deck coatings. It applies paint five times faster than hopper guns and seven
times faster than hand trowels.
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Graco’s lubricating equipment systems have been purchased by many of the big name oil
producers including Kendall, Texaco, Quaker State and Pennzoil. The compact EM5
lubrication meter, weighing only 2.5 pounds, can be read from across the room. The
Horizon system allows an auto service mechanic to track and record every drop of
lubricant dispensed. It is a portable device with a keyboard for programming a menu of
lubricants to be dispensed.
Financial Snapshot
First quarter revenue of $202 million was up 14% year over year. This is the thirteenth
consecutive quarter where all three of Graco’s business segments have logged revenue
gains. Year to date cash flow from operations was quite strong at $117 million in spite of
significant uses of cash—dividends of $30 million, property, plant and equipment
additions of $22 million, share repurchases of $70 million and acquisitions of $31
million. Graco has no long-term debt.
Industrial segment sales were $101 million, up 15%. In the Americas sales were up 19%
with nice gains in the protective coatings side of the business, the process side of the
business and the finishings side of the business. In Europe sales were up 15% with
increases in most of the geographic regions that Europe serves and in most of the major
product categories. In Asia, sales rose 4% mostly China and Southeast Asia. Korea and
Japan were the only weak spots. Operating margin of 31% was up 400 basis points over
last year. A combination of higher sales and improved products from the acquired
businesses drove that improvement.
In the Contractor segment, third quarter sales were $79 million, up 4%. In the Americas,
sales have leveled off—likely the impact of slower housing starts. However, sales to
commercial contractors and the resiliency of the remodeling market is offsetting lagging
sales to residential contractors. In Europe sales were up 25% reflecting strong sales in all
products categories, particularly airless spray guns. The marketing team in Europe is
focused on converting end users, adding new distribution and successfully launching new
products. Operating margin in the Contractor segment was 27% up 100 basis points over
last year.
The Lubrication segment had explosive growth. Sales were $22.4 million up 65% from
last year. The Lubriquip acquisition contributed 44% of that growth. Operating profit
margins slipped 3% to 21% due to acquisition costs for Lubriquip. Graco has incurred
$1.2 million of the projected $2 million cost of acquiring Lubriquip.
Sales Overseas are Propelling Growth
Approximately 41% of Graco’s sales are to the foreign markets. Assuming that the US
dollar continues to weaken, it is advantageous to own a US company that sells its
products overseas.
If you look at the SSG for Graco, you will note a steeper slope (i.e. more rapid growth) in
the last five years. The company has a highly efficient business model and sports a gross
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profit margin of 52.7% that is unmatched any of its competitors. The weakness in the
stock price is a unique buying opportunity.
Analyst Estimates
The average rating of the six analysts who follow the Company is a buy. The five- year
projected growth rate of 18% by Yahoo (Thomson Financial) is far too aggressive in my
opinion. Reuters and Standard & Poor’s growth projections of 16.5% are more in line but
still a tad high.
Judgments On the SSG
I used the SSG Preferred Procedure to calculate a growth projection of 15%. I used a
sales growth rate of 12%, net profit margin of 20%, and shares outstanding of 67.2
million to calculate earnings per share of $4.19.
The five-year average high and low P/Es are 21.6 and 14.6 were again too aggressive in
my opinion. I chose to use the high and low P/E of 19.5 and 14 from the year 2002. The
relative value is 103%.
The Bottom Line
At 25/50/25 zoning and a current price of $39.55, Graco has an upside potential of 3.3 to
1 with a buy below price of $40.40. The projected annual return (PAR) is 14.9% and the
total return is 18%.
Our club portfolio is underweight Industrials and Graco is a preferred way to boost that
sector weighting. I recommend that we buy Graco under $40 to diversify and potentially
improve the total return on our club portfolio.
For furthe r reading:
2005 Annual Report and 10K.
Standard & Poor’s Stock Report
Value Line Stock Report
3rd Quarter 2006 Earnings Call Transcript
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