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November 1, 2018 Sector: Industrials
Ducommun Inc: (DCO) Industry: Aerospace and Defense
Zachary Girvin Current Price: $36.93

Target Price:$42.12

Company Description:

Ducommun is a global provider of manufacturing and engineering services, developing innovative
electronic, engineered and structural solutions for complex applications in aerospace, defense and industrial
markets. Our full-service collaborative approach, broad capabilities and value-added services like new
product introduction, supply chain strategies and program management deliver value for our customers and
innovative solutions for their complex electronic and structural needs.
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Key LTM Data
DCO Peers
NOPAT Margin 3.84% 5.40%
Adj. NT Margin 257% 1.25%
ROIC 3.82% 2251%
ROE 3.82% -28.15%
Total Debt/Capital 3544% 8.88%
Kd 5.06% 5.00%
Default Rating 1.38% 0.17%
Ke 12.10% 12.46%
WACC 7.68% 11.67%
Thesis: Catalysts:
The aerospace and defense market is not looking to e Short Term: 2018 Q3 Revenue
slow down. With current administration and a larger defense announcement
budget, improvement are always looking to be made. While
DuFommun will not revolutionize the 1ndu§try at les§ thag a e Midterm elections and political
billion dollars of market cap, they hold a prime spot in this landscape until 2020

industry. Ducommun understands this and has leveraged
their company in order to take full advantage of an
expanding market. Moving forward, Ducommun will see a
steadily growing revenue flow and increased efficiencies with
newly acquired companies which will create value for DCO.

¢ Ducommun’s customer’s growth and
their ability to reduce capex while
maintaining steady growth
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Earnings Performance:

In 2015, due to a shrinking outlook on defense, the aerospace industry took a hit and DCO went down
with it. They are heavily reliant on Boeing and Airbus as their main source of revenue and in a receding industry,
larger companies were not pushing growth and expansion which hurt DCO. However, they have been
rebounding and fueling a new growth due to an expanding market. They have made several cuts to their business
lines, focusing on a core model which helped them cut out underperforming segments. They recently acquired
Certified Thermoplastics to expand on their end line market. They have specialized resin material that has a
wide range of aerospace applications. CTP has expanded their market portfolio and has increased revenues with
their proprietary capabilities. This was shown as the merger went through in late April of this year and the
earnings for that quarter had already beat expectations. This should be expected to continue, especially as they
have made such large Capital expenditures, investing in the business to allow for organic growth of the new
segment. Also looking at their growth in Net Income, the company has positioned itself well to see a significant
bottom line increase due to their financial leverage. To date, Ducommun has provided an astounding bounce
back and looks to continue revenue growth and see positive changes to net income in years to come. As the
table above shows, a 1.4%v increase in revenues was shown during a year with 12.7% growth in Market Cap.
In the last twelve months a 6.1% growth in revenue led to a 30.6% increase in Market cap. DCO needs revenue
to thrive in their industry. Lucky for them the political party in power favors a strong military which will benefit
the company, and major consumers of DCO’s products including Boeing and Airbus are showing similar
growth which can only mean good things for Ducommun.
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In Millions of USD 2014 Y 2015 Y 2016 Y 2017 Y Current/LTM 2018 Y Est 2019 Y Est
12 Months Ending 12/31/2014 12/31/2015 12/31/2016 12/31/2017 06/30/2018 12/31/2018 12/31/2019%
Market Capitalization 276.9 179.8 2 322.4 421.1 i
- Cash & Equivalents 45.6 5.5 2.2 3.5
+ Preferred & Other 0.0 0.0 0.0 0.0
+ Total Debt 290.1 245.0 216.1 231.2
Enterprise Value 521.3 4194 45.6 536.3 648.7

Revenue, Adj 742.0 666.0 558.2 586.2

Gross Profit, Adj 100.8 10 110.5

EBITDA, Adj 80.8 43.8 54.8
Net Income, Adj 8.2 " 4 18.9
EPS, Adj

Cash from Operations

Capital Expenditures
Free Cash Flow
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Cost of Capital:
An important aspect MMt Vol I hewiyper)  Dpils TR Weghs
o look at when scccssing. BT WED B 16 3061 i R0l
DCO s their capital i e 000 000
structure which sits at 53% MII o 4tk 000
debt and 47% Equity. While M1 el HAlTk o
Wt T4

this may seem troubling for
a small company, you must first look at industry norms. This level of debt is concerning, but they have

managed it well, and have kept a relatively low WACC.

The diagram below shows a sector comparison for DCO’s debt. The orange mark is the industry
median, which DCO fits into, with it’s only outlier being Liabilities / EBITDA. This should come as a relief to
some skeptical investors because aerospace is a specific industry that requires substantial financing to undergo
capital projects. As a measure of interest coverage they are right about at the median, which shows that even
though they have taken on debt, they haven’t moved to junk ratings because this is an industry standard.

20) Sector Comparison | DRAM »

United States of America - Industrials: Aerospace & Defense v
Credit Metric DCO 10 Pcil Range 90 Pctl
Debt/Equity (%) 91.7 0.0 [ 156.8
Int Coverage 1.8 -15.3 [ 18.7

ROA (%) 3.7 -116.1 C 10.1

Liab/EBITDA 218.6 -104.8 o 207.1

EBIT/Int Exp 1.8 -15.3 D 21.5
® DCO ¢ Median ¢ Wtd Avg

ROC and ROIC:

Ducommun has simply not been as effective in years past as it’s primary competitors have been. With
that being said, Ducommun has pushed past competition in the past 12 months. This was fueled by new

management and several investor friendly

projects that have lead to innovative, and | ROIC/WACC Decomposition

value creating segments for DCO. If you ROIC (NOPAT/IC)

look at the first diagtam NOPAT / History LTM
Invested Capital is at 7.3%. We have -

already looked at the amount of money e Lt Bt
DCO is dumping into their company, so ST e EE
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this shows how their after tax profit has |Target 6.
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soared to keep the measure so high. DCO however does not have to continue high priced investments and
acquisitions to create value. They will do so by working with suppliers and consumers to provide a better supply

chain process and a more stable one, Both which will benefit investors.

The next diagram shows ROC/WACC. This number is 0.8 which will not necessatily good for
DCO, is better than it has been in years past. Over double. The last twelve months has shown a significant
increase in the return on their capital and they haven’t had a significant increase in their WACC that would
take away from this. I know the hardest part to see about the potential in this company is their amount of
debt, but every metric I have shown supports the fact that DCO has been responsible with their debt. And
that they know how to handle the industry that demands risk in the form of financial leverage in order to be

able to sustain themselves.

ROC /WACC
Hisrory LTM
DCO 0.39 0.80
Competitors 0.61 0.65
Target 0.73

Macro Outlook:

This section is one that holds substantial value in the valuation of Ducommun. They are influenced
heavily by external factors that impact their customers, but also the industry as a whole. The good news is that
war and defense budget increases do not seem likely to slow down soon, so Ducommun is ready to make the
most of a favorable market. A key element though is that I believe with their growth potential and quality
leadership Ducommun is severely undervalued currently. There is growth potential, especially if the past 12

months is  any
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Conclusion:

I believe that for all of the reasons stated above there is substantial grounds for justification in the
intrinsic value of the company. However, I ran two other scenarios, one in which revenues were ran at a
continuing period assumption starting in 2019. This rate was a 2.5% growth in revenues year over year which
led to an estimated target price in one year of $31.16. I also ran a bull case wear macro trends continued to
favor the industry, possible if certain leaders are reelected in 2020, which would favor the continued expansion
in aerospace and defense. This stated a similar 5 year revenue growth as my base case did, but growth was
higher in later years to reflect the prolonging of a low, but higher than GDP revenue growth.

The discount rate and revenues play a big factor in the pricing of DCO. With that being said, they have
taken on the appropriate amount of debt for the industry and they show promising prospects to increase

revenues year over year.

Buy DCO.

Intrinsic Value Distribution--Pro@ability (Upside)=0%
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Target 1year Return: 14.07:
Probability of Price Increase: 72
Market Dats

1212018

1-year Price Volume Graph Description

L.,JH.A.IJ.....;..I...!/._

Ducommun Incorporated provides engineering and manufacturing products and
services primarily to the acrospace, defense, industrial, natural resources, medical,
and other industrics in the United States,

General Information
Zectar Induztrialz
Industry Aerospace and Defense
Last Guidancs Mlay &, 2013
Mext carnings date Movember 5, 2015
Market Assumptions
Estimated Equity Rizk Premium B.3E%
Effective Tax rate 21%

Dhaily velume: [mil)

Zhares cutstanding [mil]
Diluted shares autstanding [mil]
% shares held by institutianz

% shares held by investments Managers
% shares held by hedge funds

% shares held by inziders

Zheort inkerest

Diays b caver short inkerest

52 week high

S2-weck low

Walatility

$421.06
0.0z
140
153
5T
67X
12%
G.03N
067X
2.27
$41.40
$25.06
43.08%

Buarter end
T2t
00T
1252t
FF20E
ELF0N2015
Mlean
Ekandard errar

1.0%

Market and Credit Scores
EBITDA Recommendation [ETARE) Walue--0
-T.67% Recommendation [ETARE]) Description--0

-10.ETE Euality Ranking Yalue--C
-4155% uality Ranking Description--Lowest

-0.82% Ehart Scare--0

R Market Zignal Probability of Default X [Mon-
-8.23% Ratingz]--1.38%

46X Credithodel Ecore [Mon-Ratings]--b+

Induztry and Segment Information
LTH Bevennes by Geographic Seqme LTM Rerennes by Business Seg

United States--30%
Foreign--10%

Etructural Eystems--4 3%
Electronic Eystems--3T%

Management
Oswald, Etephen
Groves, Douglas
Redondo, Jerry
Rogers, Rosalic
wampler, Christopher
“w'right, Kevin

Pocition
Chairman, President & CEQ
WP, CFO & Treasurer
Senior ¥WP of Operations & Head of Ducommu
WP & Chief Human Rezources Officer
WP, Contreller & Chief Accounting Officer
Wice President of Strategy & Business Devele

Total Compenzations Growl 3tock Price Growth During Tenare
0% per annum over Oy

-5.33% per annum over i

-5.28% per annum over Sy

11.78% per annum over Sy

17185 per annum over dy
F3.56% per annum aver Sy
4,325 per annum over Sy

Magellan Acrospace Corporation
Cubic Carpaoration

Profitability
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10.1%

Threat of MNow
Competitioa—
v G
Thrext of
Suhagtbatce—
MIDDLE TIER
42

Forecast Assumptions
Revenue Growth CAGR
Average Operating Margin
Average Net Margin
Growth in Capital CAGR
Growth in Claims CAGR
Average Return on Capital
Average Return an Equity
dAverage Cost of Capital
Average Cost of Equity
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