March, 24, 2017

Spirit AeroSystems Holdings: SPR
Benjamin Bouin

Sector: Industrials
Industry: Aerospace & Defense
Current Price: $57.06
Target Price: $ 59.95

Spirit AeroSystems designs founded in 1927, manufactures, and supplies aero structures worldwide. It
operates on three segments: fuselage, propulsion and wing system. Concerning the fuselage section, it is an
original equipment manufacturer, it also proposes maintenance, repair, and overhaul services. It also
produces low observables, radar absorbent rotorcrafts, training, and other military services.

BUY

Current Price:
Target Price:
Market Cap:
Beta:
Shor Interest Ratio

Thesis:

$57.06
$59.95
6.78B
1.18
6.35






Catalysts:
Short Term(within the year): New
contracts signed
Mid Term (1-2 years): Increase of the army’s
budget.
Long Term(3+): Increase of its products
line, decreasing its risk

Aerosystems’ guidance shows confidence into the coming year. In fact, they have let know the
investors that the cash on hand is not just in case of a business opportunity but also in order to repurchase
some outstanding shares. This will have as effect to increase the earnings per share but also to elevate the
market price of the shares. Moreover, in order to increase the value creation, they expect to invest into the
segment of the defense, which during this period seem to be a good investment with a lot of business
opportunities through the increase of 10% into the budget of the government’s defense. Finally, this cash will
permit to the company to invest in vertical integration via Tier 2 or Tier 3 in the aerostructure supply chain,
which produce an important margin. This will permit to SPR to increase their margins but also to increase
their revenue; both combined, means additional company’s value. Furthermore, if we look at the WACC and
the ROIC, we can see that the company is able to turn investment into profits at higher ratio with less costs
than its competitors.

Guidance:
Between 2015 and 2016, Spirit AeroSystems has maintained an important amount of cash on hand. In 2016,
this amount represented almost $700 million of dollars, $200 million less than in 2015. In fact, this amount of
cash has several goals. The first one is to repurchase a certain amount of outstanding shares. In fact, the
governance estimates that their shares an unfairly price,
underestimated. Indeed, if they repurchase a certain amount, this
will lead to an increase of earning per shares but it will also elevates
the market value of the remaining shares. Thus, they already had
started this strategy, but they still continue to repurchase shares, as
we can see on the graph.
The second use of thios cash will be used to help them to
reconcentrate their business on the defense segment. In fact, the
10% boost of increase for the defense investment promised by Trump, represents a $54 billion opportunity for
the aerospace & defense industry. In fact, the commercial market
continues to represents 99% of their business. This is why they
want to invest in order to increase their line of product specifically
on the defense market. This will create value since it will increase
the revenue, but the defense services have an important margin
opportunity. Finally, the cash will also be used for some vertical
integration, in order to increase the margins.

Costs/ Margins:
As we can see, the company relies on the performance of different companies such as Airbus but more
importantly on Boeing’s performances. In fact, 84% of their revenues come from Boeing and 11% from Airbus.
The 5% left are from companies such as Rolls Royce, United Airlines or even Mitsubishi Aircraft. Spirit
AeroSystems had some difficulties to find a correct agreement with Boeing, which has led to an increase in their
costs but also a decrease on their profit margins. This disagreement is mostly solved by senior managers.
Furthermore, to be attractive and to gain new contracts, AeroSystems had to decrease their margins on a
product, in order to gain new contracts on the production of other components. For example, SPR makes no
margin on the A350, but deliver 6 to 7% of cash flow. This zero margin dilutes the Fuselage segment margin.
In order to increase the margin, AeroSystems thinks to realize a vertical integration. What they are looking at is
a Tier 2, or Tier 3 supply chain in aerostructures, which offer strong margins. This would permit them to reduce
their costs but also to increase their revenue.

As we can see SPR is under the average margin for the earnings before interest, tax depreciation and
amortization by 1.89%, and under all its competitors. If we look at the operating profit margin the company is
above the average by 0.53% and if we look at the non-operating profit after tax, AeroSystems is a lot above the
average, by $301.25 million. In fact, we can expect that these ratios become better in a small period since they
are going to increase their cost reduction on the supply chain through a vertical integration.

Value Creation:

As we can see, AeroSystems’s weighted average cost of capital is higher historically and in the last fiscal year
than its competitors by 2.3%. Still compared to its competitors, its return on invested capital is superior by 6%,
always in the last fiscal year. These ratios show us that
AeroSystems has a better business model ability to create
value with lower capital costs than its competitors. Which
is important into this industry. In fact, the Aerospace &
defense industry has high cost and most of its value
creation is made by how the company can control its
costs.
Furthermore, this graph shows us how the Company has
been able to create higher revenue than the S%P 500 but
also how better it has been on the last five year compared
to the S&P 500 Aerospace & Defense Index.

Conclusion:
Aerosystems’ guidance shows confidence into the coming year. In fact, they have let know the investors that
the cash on hand is not just in case of a business opportunity but also in order to repurchase some outstanding
shares. This will have as effect to increase the earnings per share but also to elevate the market price of the
shares. Moreover, in order to increase the value creation, they expect to invest into the segment of the defense,
which during this period seem to be a good investment with a lot of business opportunities through the increase
of 10% into the budget of the government’s defense. Finally, this cash will permit to the company to invest in
vertical integration via Tier 2 or Tier 3 in the aerostructure supply chain, which produce an important margin.
This will permit to SPR to increase their margins but also to increase their revenue; both combined, means
additional company’s value. Furthermore, if we look at the WACC and the ROIC, we can see that the company
is able to turn investment into profits at higher ratio with less costs than its competitors.

