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Company Description:
Alcoa Inc. was founded in 1888 and is based in New York, New York. The firm produces and manages primary
aluminum, fabricated aluminum, and alumina worldwide. The company operates through four segments: Alumina,
Primary Metals, Global Rolled Products, and Engineered Products and Solutions. The Primary Metals segment produces
primary aluminum. The Global Rolled Products segment produces and sells aluminum plates, sheets, and foils, as well as
rigid container sheets for food and beverage packaging markets. The Engineered Products and Solutions segment offers
titanium, super alloy investment, and aluminum castings; fasteners; aluminum wheels; integrated aluminum structural
systems; architectural extrusions; and forgings and hard alloy extrusions. The company’s products are primarily used in
the transportation, including aerospace, automotive, truck, trailer, rail, and shipping; packaging; building and construction;
oil and gas; defense; consumer electronics; brazing; power generation; and industrial applications.

2nd

Thesis
In September 2013, Alcoa (ticker: AA) has been kicked
out of the Dow Jones Industrials and resulted in slushing
the price of the company by 50% in just two and a half
years. After the painful expulsion from the blue chip
index, Alcoa shares started to recapture momentum and
make strategic moves that will improve its future
earnings growth. Thus, the future prospect of Alcoa is
promising because there are signs of turnaround in the
aluminum market and tactical acquisitions. Also, AA is
well diversified to avoid fluctuating alumina prices and
performs well in key financial indicators among its peers.
Throughout this report, these points will explain why a
BUY recommendation is issued for a target price of
$15.76.

Industry Overview
In the recent turmoil in crude oil prices, few
commodities have been able to survive the current
swings. In fact, aluminum is one of the few metals that is
trending up and as you can see on the graph below,
several metals are in the bearish trend.

In the long term, aluminum prices are expected to rise
because industries such as aircraft and auto will increase
their demand for this commodity. According to Harbor,
the global leader in aluminum industry analysis and
outlook, believes that the stable demand for aluminum
will lead to a deficit that could be seen in 2017 1 . The

graph below shows a stable aluminum pricing because
China is undergoing a sluggish demand growth.

As a matter of fact, China is the world’s largest
consumer as well as producer of aluminum and accounts
for about half of global aluminum demand. Analysts
believe that the industry has hit bottom and the
reduction in supply in the long term will drive price
upward2.

Structural Transformation
For years, Alcoa has struggled to exceed expectation
because of the recent weakening in aluminum prices. As
a matter of fact, China accounts for almost half of global
aluminum demand and major Chinese producers are
flooding the market with cheap aluminum. China is
experiencing aluminum surplus and is pushing prices for
this commodity to low levels. Thus, aluminum
companies, such as Alcoa, are looking for businesses that
are less vulnerable to Chinese exports. Alcoa wants to
avoid the ups and downs of the aluminum market, so it
started to shift toward components and materials that
could attract new customers. The company is becoming
less dependent on aluminum and becoming more
diversified in items such as aircraft components and
vehicle bodies. The firm continues to have an interest in
the commodity business, but it has been focusing on
adding value downstream and expanding its presence in
high value advances manufacturing. According to the
CEO of Alcoa “the transformation of Alcoa as a new
innovation company is truly in high gear and
accelerating”. This comment shows that the
management team is trying to upgrade the company’s
2

1
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business model in order to make it less and less
dependent on basic aluminum trade. Hence, Alcoa
becomes a supplier of major components in the auto
industry and in aerospace. This structural transformation
is necessary for AA because it will enable the company
to cut costs in its commodity business. In its recent
company presentation, Alcoa stated its two pillars of
transformation strategy.

As you can see on the graph above3, the firm plans to
grow by producing innovative products. The company
uses most of its capital for value added business in order
to increase its share in exciting growth markets. In 2014
the company used approximately 95% of its growth
capital toward the value added business. Alcoa is
constantly looking to improve its competitiveness by
either selling or closing plants that have high unit costs.
As you can see on the graph below, Alcoa tries to remain
competitive in the commodity business is to reduce costs
by closing high cost capacities.

Since 2007 the firm closes facilities that require high
electricity costs, maintenance expenses and labor costs.
3

http://finance.yahoo.com/news/why-alcoa-key-growthdrivers-130004552.html#morequotes
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Hence, Alcoa wants to be a low-cost producer in order
to improve its competitive position. When aluminum
prices start falling, the company will be able to survive in
economic downturns than their high cost producers
competitors. Alcoa`s strategy in its upstream segment
can be resumed to the following:

Alcoa’s business model is interesting because the
company decided to forget the negative event of being
kicked out from the Dow Jones Industrials and started
to focus on how to be more efficient. The key
operations
of
Alcoa
are
the
following:

The upstream operations focus on aluminum production
and include activities like mining, refining, smelting, and
energy production. The midstream operations turn the
extracted aluminum into sheets and plates for aerospace,
transportation and industrial. This segment is important
for Alcoa because the demand from automobile
companies is expected to drive aluminum companies’
future earnings. Companies like Alcoa are excited about
the future of this industry, as more automobile
manufacturers will start designing vehicles with full
aluminum bodies to meet the environmental regulations.
Thus, AA is expanding its production capacities and
made investments in order to benefit from automotive
companies’ expected demand.
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Strategic acquisitions

The downstream operations produce aluminum into
custom shapes for several industries such as building and
construction and commercial transportation. An example
of the products that Alcoa offers can be seen on the
chart below:

Thus, the management team is excited about this
transformation because it gives the firm the ability to
create value-added products. As you can see below,
Alcoa is no longer considered only a primary producer.

The company is conduction its structural transformation
through strategic acquisitions. For example, Alcoa
acquired Firth Rixson, a maker of jet engine parts, for
$2.35 billion in cash and $500 million in stock. This
acquisition will provide the firm with a significant boost
to its aerospace revenue. According to the company’s
press release, “Alcoa’s revenue are expected to increase
by $1.6 billion with an additional $350 million EBITDA
in 2016, and increase by $2 billion in revenues by 2019”4.
The management team wants to expand its footprint in
the aerospace industry and keeps looking for expansion
opportunities in the fast-growing aerospace market.
Also, Alcoa completed last week the acquisition of Tital,
a German manufacturer that makes titanium and
aluminum for aircraft. This acquisition will expand the
ability of the company to capture increasing demand for
titanium jet engine components and enhance its position
within the aerospace business. Thus, Alcoa decided to
open the world’s largest aluminum-lithium facility in
Indiana because the firm projects sales to climb from 9%
to 10% in 2015 in its aerospace business. The future of
Alcoa is bright with these two acquisitions since it
believes that strong demand will emerge in 2015 from
aerospace products. Also, this week the firm announced
the acquisition of RTI International Metals, a worldwide
titanium supplier. The firm will use its stocks as a cheap
currency in order to acquire a key player in the titanium
industry. Thus, those acquisitions will drive Alcoa’s
strategy of focusing on key growth markets such as
aerospace as well as autos and enhance the position of
the company as a leading industrial innovator. In fact,
the firm has recently signed a partnership with Ford
Motor because the latter wants to build an all-aluminum
body for its F-150 pickup in 2015. This deal will force
other major automakers to look for aluminum suppliers
in order to compete and this will increase the demand
for aluminum over the next several years. This industry
shift from steel to aluminum will give Alcoa a
competitive advantage over its peers and it is expected to
increase AA’s revenues to $1.3 billion in 2018.

Overall, Alcoa is transforming itself into a multi-material
company and focuses on developing innovative products
for industries that will achieve high growth in the long
term.
4

https://www.alcoa.com/fastening_systems_and_rings/aeros
pace/en/news/releases/2014_11_20_firth_rixson.asp
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Overall, the company’s product portfolio is becoming
more diversified and Alcoa is determined to avoid being
solely dependent on the aluminum industry.

Financial indicators
For the fifth consecutive year Alcoa has been able to
generate good financial results. The firm competes in a
market where several new aluminum industry players
have recently emerged.

As you can see on the table below from CapitalIQ, Alcoa
is ranked number four among peers in terms of gross
profit margin and third In LTM EBITDA margin. The
firm has been able to improve its position within the
industry by improving its SG&A management. Also, AA
achieved an EBITDA of over $3.6 billion, which is $1
billion higher than 2013. The company continues to
reduce its costs and closes facilities that carry high
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production costs. Alcoa is delivering profitability year
over year because the transformation enables the firm to
offset most of the risks. The three segments were able to
deliver strong operational performance and generate a
free cash flow of $455 million, which is an improvement
of 18% versus last year. Alcoa has been able to increase
its revenue over $790 million because mid and
downstream operations generated significant sales from
aerospace and automotive industries. It is projected that
by 2019 the company will increase its revenue by 25% in
order to reach $1.2 billion thanks to RTI acquisition.
Despite several acquisitions this year, Alcoa ended the
year with approximately $2 billion of cash on hand due
to strong operating performance, working capital
management, and higher commodity pricing. The only
negative point is that Alcoa ended 2014 with a debt to
capital of 37.4% because of the strong U.S dollar.
Overall, Alcoa believes that 2015 will be a good year
because there will be a robust demand for aerospace (9%
-10%), automotive (1%-4%) and industrials (2%-3%).
The firm is excited about its future as the multi-materials
portfolio is creating sustainable value. The innovative
differentiation is giving Alcoa a value-add growth and
drives profitability to a promising area.

Emerging markets
Alcoa is always looking for opportunities in the emerging
markets. According to the CEO, “growth in aluminum
industry is expected to double over the next 10 years, as
increasing populations in emerging markets such as
China and Brazil urbanize and turn to more sustainable
products in transportation, buildings and packaging” 5 .
The firm wants to lower its materials costs, so it
constantly looks for expansions around the globe. Since
the global population will continue to grow, demand for
Alcoa’s products will increase. As you can see on the
map below, the company has operations primarily in the
United States, Australia, Spain, Brazil, France, Russia,
Hungary, the Netherlands, Norway, the United
Kingdom, China, Germany and Italy. Recently, Alcoa
decided to establish a joint venture in Saudi Arabia and
built a low cost facility. The firm is constantly looking
for solutions that will decrease its unit production costs,
and similar moves like this one will enable Alcoa to
become an efficient aluminum producer.
5

http://qctimes.com/business/business-growth-alcoaoutlines-strong-future/article_cc17b81a-0b3d-11e1-9b14001cc4c002e0.html
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the growth that comes from aerospace, automotive and
industrial. In order to stay neutral, AA will remain in the
$14-$15 if it continues to make acquisitions that will
benefit the firm in the long term. Alcoa will be
considered optimistic if it breaks the $15. As a matter of
fact, the management team should use the recent
acquisitions and the diversification of the company in
order to succeed in the upcoming years.

Conclusion

This expansion in emerging markets will help the firm to
improve its profitability. In fact, there is a potential
growth for the rolled products in these markets and the
company is increasing its presence with the
establishment of subsidiaries. As stated earlier, Alcoa is
trying to become less dependent on the aluminum price;
however, the commodity remains the foundation of the
company. In fact, emerging markets will achieve growth
for the midstream segment of Alcoa. Recently, the firm
opened several manufacturing plants in Europe in order
to meet the growing European demand for its aluminum
truck wheels. Overall, Alcoa wants to capitalize on the
demand that will come from the emerging markets for
aluminum as their consumption will increase significantly
as they become more developed.

Forecasts
In the valuation, Alcoa is expected to grow from 3.8% in
2014 to 15% because they will capitalize on the
acquisitions they made. The firm will keep its growth
between 14% and 10% from 2016 to 2020; however,
starting 2021 the company will have to deal with the
increasing competition from Chinese and new emerging
aluminum companies. In perpetuity Alcoa will keep
growing at a rate of 6% as their multi-material portfolio
will sustain their productivity in a competitive industry.
The operating costs will remain in the 85% zone because
the firm faces competition from Chinese companies that
sell aluminum for a cheap price and might need to open
some high cost facilities. Alcoa is expected to create
value within its industry with an ROIC of almost 16%
versus WACC of 11%. AA will be considered
conservative if it stays in the $11-$13 range because it
won’t be able to use its recent acquisitions and answer
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As a result, AA is constantly rebranding itself in order to
improve its profitability. Alcoa will keep building
momentum and assert its competitive edges against
other players in the industry. Despite no longer being
listed in the Dow Jones Industrial, Alcoa has managed to
reshape itself in order to benefit from the growth of
automakers and aerospace markets. The aluminum
markets are recovering and AA found a way to cushion
itself from the falling prices of this commodity.
Currently, Alcoa’s share is priced at $13.7 and it is
considered undervalued. The recommendation is a BUY
at this level in order to benefit from a target price of
approximately $16.
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