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Kratos Defense & Security Solutions, Inc.

Symbol: KTOS

Analyst

Jake Pollicino 

Buy below

$16.68

Sell above

$23.67

Probability of  Price Increase

63%

Last Price

$16.26

Intrinsic Value

$18.93

Target Dividends

$0.00

Target Price

$20.85

Sector Industrials

Industry Aerospace and Defense

Last Guidance December 11, 2018

Next earnings date NM

People

DeMarco, Eric, CEO, President & Director

Lund, Deanna, Executive VP & CFO

Carrai, Phillip, President of Space, Training, & Cyber Division

Adelman, Yonah, President of Microwave Electronics Division

de Burgreen, Maria, VP & Corporate Controller

Walden, Kevin, Chief Information Officer

Top Competitors

Mercury Systems, Inc. --

-- --

QinetiQ Group plc --

AAR Corp. --

Aerojet Rocketdyne Holdings, Inc. --

Market Statistics Ownership

Market Capitalization (mil) $1,738.87 Shares outstanding (mil) 106.94

Last Price per share $16.26 Weighted Diluted shares outstanding (mil) 109.20

52 week high $25.08 Options and Warrants (Shares equivalent) 0.00

52-week low $14.48 % shares held by institutions 88%

"INPUT from BB"

Volatility 47.49% % shares held by investments Managers 75%

"INPUT from BB"

Daily volume (mil) 1.60 % shares held by hedge funds 4.98%

"INPUT from BB"

Short interest 7.21% % shares held by VC/PE firms 0.023%

"INPUT from BB"

Days to cover short interest 7.46 % shares held by insiders 2.23% -2.01%

Beta -0.55 Poison Pill and Type

Financials Quarterly Earning Surprises (Actual/Median Estimates)

Profitability KTOS (LTM) KTOS Historical Peers' Median (LTM) Revenue Last 5 quarters

Return on Capital 2.7% -1.02% 9.07% 12/30/2018 $657.6 (-12.3%)

Adjusted EBITDA Margin 7.5% -1.46% 12.25% 3/31/2019 $641.6 (4.2%)

Return on Equity 3.4% 3.5% 6.7% 6/30/2019 $751.6 (4.4%)

Adjusted Net margin 2.8% 1.8% 11.1% 9/29/2019 $736.4 (-0.5%)

Invested Funds KTOS (LTM) KTOS Historical Peers' Median (LTM)

12/29/2019 $740.4 (-6.4%)

Cash/Capital 18.2% 6.6% 12.7%

History: Last 10 years

NWC/Capital 18.1% 10.4% 6.1% Mean Surprise -5.67%

Operating Assets/Capital 15.7% 28.2% 50.4% 99th percentile "surprise" range -30% to 18%

Goodwill/Capital 48.1% 49.1% 9.5%

EBITDA Last 5 quarters

Capital Structure KTOS (LTM) KTOS Historical Peers' Median (LTM)

12/30/2018 $63.6 (-5.1%)

Total Debt/(Market Cap.+ Other Claims on Capital) 0.18 0.55 0.10 3/31/2019 $58.4 (32.7%)

Minority Interest/(Market Cap.+ Other Claims on Capital) 0.0% 0.6% 0.0% 6/30/2019 $63.6 (-4.8%)

Preferred Equity/(Market Cap.+ Other Claims on Capital) 0.0% 0.0% 0.0% 9/29/2019 $68.8 (-2.8%)

CGFS Credit Rating  CC BB 12/29/2019 $67.6 (-17.4%)

Credit Rating Model b+ to bb- bbb-

History: Last 10 years

Probability of Default Model bbb- a- to a Mean Surprise -30.85%

Likely Current Cost of Debt 6.11% 3.53% 99th percentile "surprise" range -110% to 49%

Likely Current Cost of Equity (Cost of Debt + MRP) 12.13% 9.56%

Likely Current WACC 11.01% 8.9%



Kratos Defense & Security Solutions, Inc. provides mission critical products, solutions, and 

services in the United States and internationally.



Change in Ownership (over the past "Number" months)

Sunday, March 1, 2020

Description



Yes: Flip-Over Combined With Flip-In
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Volume (in millions)

Price

Share Price Performance

Volume KTOS Industrials

Investment Thesis

LONG-TERM GROWTH PROSPECTS 

I am initiatingcoverage of KratosDefense & Security Solutions, Inc with aBUY at the current market price of $16.26 

and a $20.85 price target. Inmy opinion, KTOS is a rising star in the Aerospace and defense industry due to their 

ability to develop advanced technology in unmanned systems, space and satellite communications, microwave electronics, 

cyber security/warfare, training systems, missile defense, turbine technologies, and C5ISR. Due to the addition of a 

sixth military branch and a promising outlook on fiscal defense spending, KTOS has the ablility to see continued revenue 

growth. Also, due to important acquisitions and continuing advanced development in technology, KTOS is keeping a 

competative edge against their peers. 

For the long: 

1. Positive Outlook on Defense Spending:

OnDecember 18, 2019, President Trump signed two 2020 spending bills totaling to $1.4 trillion. $738 billion out of this 

$1.4 trillion goes towards the military and defense spending. This bill is a $22 billion increase for defense spending 

from 2019. In addition to the bill, a sixth branch of the military was created resulting in a further need for advanced 

technologies in the defense sector. This growth in defense spending is leading KTOS to expand its contract base by 

leveraging their technological and intellectual proprietary capabilities. Since the vast majority of the companies 

revenues is from government contracts, an increase in fiscal defense spending has a very positive outlook on the 

companies revenue growth.

2. Advanced TechnologicalDevelopments: 

The companies main focus is on expanding theirtechnological capabilities in order to continue to produce highly 

advanced products for their customers. This is leading to internally funded investments in areas like unmanned tactical 

aircraft drone systems. Roughly $120 million has been invested in unmanned tactical aircraft drone systems since 2012. 

This investment will allow KTOS to retain the intellectual property rights in order to ultimately secure sole source 

production positions in these invested growth areas. 

3. Promising Acquisitions: 

OnFebruary 27, 2019 KTOS acquired 80.1% of Florida Turbine Technologies Inc for about $60 million. Florida Turbine 

Technologies Inc is a leading turbomachinery design and manufacturing company specializing in gas turbines, propulsion 

components, engines and other systems for military and commercial applications. This acquisition will be extremly 

beneficial to KTOS' growth in the future due to the increased development and production of high-performance jet 

engines for tactical weapons systems, including unmanned tactical aircraft drone systems. 

For the short:

1. Booming Drone System Division: 

Theunmanned drone system has seen a vast amount of recognition in recent news due to the investments that were put 

into it in past years. For example, just recently KTOS announced that they recieved approximately $6 million in 

unmanned drone system orders as well as a $17.6 million and a $8.6 million contract to produce the drone systems in 

recent months. These contracts are expected to increase considerably in upcoming years as defense spending is 

expected to increase and as KTOS continues to invest in research and development for these projects.  

2. Change In CurrentAdministration: 

If the current administration were to changeand one of the current democtatic canidates were to win the presidential 

election in November, there could very well be a signifiant decline in fiscal defense spending. 

Key Catalysts for price change

• Continued increase infiscal defense spending.

• Reaserchleads to new and improved technologies.

• Changein administration.

Valuation

My $20.85 price target is derived from Discounted levered Free Cash Flow estimates.
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Kratos Defense & Security Solutions, Inc.

Symbol: KTOS Cost of Capital Estimates

Analyst

Jake Pollicino  CGFS Credit Rating  Credit Rating Model Probability of Default ModelModel

Buy below

$16.68

Implied Cost of Borrowing (KTOS) 5.3% 5.3% 4.4%

Sell above

$23.67

Implied Cost of Borrowing (Peers) 4.1% 4.6% 3.8%

Probability of  Price Increase

63% Base Year Explicit Period (15 years) Continuing Period

Last Price

$16.26

Cost of New Debt Estimate 6.95% 4.29% 4.29%

Intrinsic Value

$18.93

Country Risk Premium Estimate 6.02% 6.02% 6.02%

Target Dividends

$0.00

Cost of Equity Estimate 12.98% 10.31% 10.31%

Target Price

$20.85

WACC Estimate 11.63% 9.07% 9.07%

Forecast Assumptions

Fiscal Year

Revenue Growth

EBITDA Margin

CAPEX/Revenue DPR/CAPEX

Base Year (Actual) 13.71%

7.4%

3.7% 1.33 SBC/Revenue 1.53%

year 1 7.92%

9.8%

4.0% 0.51 Constant/same as LTM

year 2 12.42%

9.7%

2.0% 0.88 Lease term 10

year 3 17.91%

11.3%

1.5% 1.06 Rent Expense/Revenue 2.41%

year 4 19.80%

11.6%

1.4% 1.05 Tappers off to historical average

year 5 20.00%

11.5%

1.3% 1.05 R&D life 10

year 6 19.00%

11.4%

1.3% 1.04 R&D Expense/Revenue 2.52%

year 7 17.35%

11.3%

1.2% 1.04 Constant/same as LTM

year 8 15.70%

11.2%

1.1% 1.04 LIFO Reserve Tappers off to zero

year 9 14.04%

11.1%

1.0% 1.03 Non-operating pension costs Tappers off to zero

year 10 12.39%

11.0%

1.0% 1.03 Net financing pensions costs  Tappers off to zero

year 11 10.74%

10.8%

0.9% 1.02 Overfunded pension plans Tappers off to zero

year 12 9.09%

10.7%

0.8% 1.02 Capitalized interests Constant/same as LTM

year 13 7.44%

10.6%

0.7% 1.01 Dividends/Revenue 0.24%

year 14 5.79%

10.5%

0.7% 1.01 Tax Rate 21.87%

year 15 4.13%

10.3%

0.6% 1.00

Continuing Period 2.48%

10.3%

1% 1.00

Simulation Assumptions

Random Variables Distribution Assumption MAX Likelly MIN

Deviations in annual Revenue Growth--Expl. Per. Triangular 18.61% 0% -5.36%

Deviations in annual Revenue Growth --Cont. Per. Normal 1.39% 0% -1.39%

Deviations from EBITDA Margin base annual estimates Triangular 3.95% 0% -8.29%

Deviations from CAPEX/Revenue base annual estimates Triangular 3.09% 0% 1.90%

Deviations from Kd base annual estimates Triangular 2.66% 0% -1.52%

Deviations from CRP base annual estimates Triangular 1.82% 0% -1.92%

Deviations from TEV/Revenue base estimate Triangular 2.93 0% -1.20

Deviations from TEV/Revenue base estimate Triangular 8.31 0% -5.00

Change in P/BV (TTM) Triangular 3.56 0% -1.75

Change in P/E (FW) Triangular 5.51 0% -13.75

Recovery Rate Triangular 10.00% 0% -10%

Valuation

DCF Valuation

Base Explicit Period (Average) Continuing Period

Revenues

$717.50 $2,354.62 $4,477.23

Net Margin

3% 9% 9%

LFCF

-$39.44 $173.36 $376.32

Ke 12.98% 10.31% 10.31%

ROE 3.42% 17.55% 10.31%

Relative Valuation

Median Justified Multiple Basis Implied Equity Value

EV/Rev (FW) 1.8x $793.04 $1,172.23

EV/EBITDA (FW) 13.0x $77.59 $722.33

P/BV (TTM) 3.0x $687.14 $2,090.95

P/E (FW) 26.8x $51.03 $1,368.16

Asset Based Valuation Valuation Summary

Intrinsic Value Target Price Model Weight

Recovery Rate 60%

DCF Valuation

20.85 $                           22.87 $                                        90%

Capital

$2,896.24

EV/Rev (FW)

10.73 $                            11.98 $                                         5%

Intangibles

$495.10

EV/EBITDA (FW)

6.61 $                              7.38 $                                          5%

Claims

$1,029.27

P/BV (TTM)

19.15 $                            21.37 $                                        0%

Implied Equity Value

$411.42

P/E (FW)

12.53 $                            13.99 $                                        0%

Asset Based Valuation

3.77 $                             4.21 $                                          0%

Price per Share

19.63 $                            21.55 $                                        100%

Other

Sunday, March 1, 2020

Intrinsic Value Distribution--Probability (Upside)=62.67%

0.00%

0.00%

0.00%

0.06%

0.18%

17.18%

69.86%

5.99%

2.93%

Asset Recovery Rate

P/E

P/BV

TEV/EBITDA

TEV/Rev

Discount Rate

CAPEX/Rev

EBITDA Margin

Revenue growth

Sensitivity: Price Variance Attribution Analysis


