

	
		×
		

	




    
        
            
                
                    
                
            

            
                
                    
                    
                    
                        

                    
                

            

            
                            + All Categories
                                    Log in
                                            
                    English
                    
                        FrançaisEspañolDeutsch
                    

                

            

        

    














    

        
            
        

        Download - Rolls Royce (RR.LN) - SquarespaceRoyce.pdf · War I, Rolls-Royce built aircraft engines for the war effort. Rolls-Royce continued to manufacture aircraft engines ... jet engines,



        

        
            
                                    
                        

                    

                    
                        Download
                    

                            


            

                
            

                            
                    Transcript

                    Page 1
                        
                        

Elgethun Capital Management 1 |
 Rolls-Royce (RR.LN) By Adam D. Schwab, CFA, CPA
 Rolls-Royce is one of the world’s largest manufacturers of jet turbines and industrial engines. The aerospace division has designed commercial and military aircraft engines for over 100 years.1 The land and sea division designs recipro-cating engines for marine and industrial applications. Rolls-Royce no longer owns the automobile brand “Rolls-Royce” after carving out the business in 1973. The car brand is now owned by BMW. Rolls-Royce is based in Great Britain and began in 1884. Henry Royce and Charles Rolls started an electrical and me-chanical business in the late 1800’s and began manufactur-ing cars in the early 1900’s. After the beginning of World War I, Rolls-Royce built aircraft engines for the war effort. Rolls-Royce continued to manufacture aircraft engines through World War II and expanded into commercial air-craft after the war.1 In 1971, design problems for its RB211 engine program led to state ownership and the carve-out of the eclectic and well-known Rolls-Royce car brand as a separate company. Rolls-Royce returned to private ownership in 1987 and continued to focus on jet engines. The company continued to make acquisitions across the aerospace and land/sea segments in the 1990’s and 2000’s.1 Today, the company has the #1 market share in wide-body jet engines, a market with substantial barriers to entry. Rolls-Royce is the world’s largest marine engine manufac-turer and has exposure to oil & gas, defense, rail, nuclear, and power generation markets. With the recent volatility in energy markets and heavy in-vestment in civil aviation, investors who have lost patience with the tempered growth outlook have punished Rolls-Royce’s share price. Long-term investors will appreciate the protected markets, the large order book, and the bene-fit from long-term underlying global industrial growth. A new management team and a solid balance sheet provides Rolls-Royce investors with a favorable risk/reward tradeoff in a high-priced and volatile market.
 122 S. Phillips Ave Suite 201 Tel: (605) 367-3336 / 1-888-828-3339 Sioux Falls, SD 57104 Fax: (605) 367-1118
 Advantages Barriers to entry: only 3 major aircraft engine
 manufacturers; 2 in the wide-body market 60%+ market share in wide-body engines Conservative balance sheet New and well-respected management team Margin expansion from operational improvements £1 Billion in annual R&D expenditure Respected activist investors own significant stakes
 Risks Aircraft cycle downturn Airlines favor narrow body planes over wide-body Continued pressure in the energy markets Reinvestment into low return business segments British Government prevents possible buyout Three profit warnings in the last two years TotalCare contracts are underpriced
 Rolls-Royce (in billions except per share)
 1/1/2016
 Investment Type Earnings Power
 Industry Aerospace
 Ticker RR.LN
 Price £5.59
 Shares £1.8
 Market Cap £10.6
 52-week Range £5.04—10.61
 Long-term ROIC 18%
 Long-term Debt £1.9
 Cash/Investments £1.5
 Enterprise Value £10.9
 Valuation Value Up/Downside
 Upside £11.97 114%
 Base-case £9.00 61%
 Worst-case £5.60 0%
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 Segments and Operations The Aerospace markets make up 64% of Rolls-Royce’s revenue base, 49% from civil engines and 15% from military engines. Engine development and operational life cycles can be as long as 30-45 years. Development can exceed 10 years, while in-service and aftermarket sales range from 15-20 years. The long life of these products give rise to a few important factors:
 Irregular cash flows due to uneven timing of early R&D and net working capital investment outflows com-pared to later high-margin aftermarket revenue.
 Discrepancies between reported profits and cash flows, as significant profit assumptions are made early in the cycle that may change due to market conditions.
 Due to these factors, companies like Rolls-Royce often appear unattractive to most investors due to lagging profits and slow reported growth.
 Civil Aerospace (49% of Revenue, 56% of Profit) The civil engine business is the core value driver of Rolls-Royce. It has the highest barriers to entry, favorable long-term growth outlook, and impressive recurring revenue streams from aftermarket and service contracts. 61% of civil engine revenue is driven from wide-body engines, with 39% from corporate and regional jets. GE is the only other competitor in the wide-body market. Rolls-Royce is tied to the Airbus A350 (sole supplier), A380, and the Boeing 787. Rolls-Royce does not participate in the narrow body engine market (737, A320). GE and Pratt & Whitney are the two majority competitors in the narrow-body market. The key engines are the Trent XWB (sole supplier for the Airbus A350) and the Trent 1000 (on the Boeing 787). These engines will be a significant driver to earnings and cash flow. The following chart shows the growth in installed thrust by engine program.
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 As of 6/30/15, the current order book stood at £76.5 Billion, reflecting increased orders across the globe. 83% of fu-ture orders are expected to come outside of North America.4 Rolls-Royce benefits from increasing growth of emerging markets passengers and those countries are rapidly expanding aircraft fleets providing a nice tailwind to underlying demand growth.
 The competitive market share breakdown highlights the barriers to entry of this business. While Rolls-Royce has a 10% market share of the overall engine market, it has 63% market share of the wide-body engine market. It’s critical to understand that airlines cannot easily swap out one narrow-body engine (from a 737 or A320) for a wide-body engine (A380, A350, 787). There is a reason why Pratt &Whitney only manufacturers narrow-body engine and Rolls-Royce only builds wide-body engines. The investment, resources, and time necessary to successfully compete in both mar-kets is insurmountable for most companies. Only GE, with its huge scale and financial firepower, operates in both markets. In total, the big 3 – Rolls-Royce, P&W, and GE, dominate the engine market. The barrier for new entrants is billions of dollars of R&D, years of losses, multi-decade commitments, and a complete disincentive for airlines to take a risk on a “new” engine. Aircraft manufacturers and airlines won’t take a chance on an unproven, yet cheaper engine choice. The potential for failure is enormous given the massive media and financial liability. The FAA inspection and approval process is also demanding and cumbersome, leading to long lead times and continued spending/testing by engine manufacturers. An overlooked but valuable part of aerospace business is the recurring and profitable aftermarket service contracts. Branded “TotalCare”, these contracts can reach up to 40 years and cover maintenance and service expense for air-lines. 83% of engines are sold with a TotalCare contract at the sale of the engine, leading to predictable cash flows and long-term, locked-in commitments. Cash flows are ultimately driven by installed thrust and hours flown, as more wear and tear drives mandated engine overhauls and parts replacement. TotalCare benefits the airline customers by providing a predictable price, reputable quality, and time-sensitive turnarounds for services and overhauls.

Page 4
                        
                        

Elgethun Capital Management 4 |
 The following charts show the current engine portfolio and the expected engine portfolio in ten years. Today the major growth engine programs are in the early cash consuming stage. As engines are rolled out they will become a major contributor to cash flow expansion.
 Engines are usually sold “at-cost” with the majority of profit coming in the future from the service agreements. This can lead to erratic and lumpy profits, as high initial sales don’t drive margins, concurrently R&D investment pushes down margins. This is currently the case for the aerospace segment. Rolls-Royce is coming off a peak R&D spending cycle and engines sales are growing with a big backlog. The real profit expansion will come when hours flown ramp up as the engines are placed in service.
 Defense Aerospace (15% of Revenue, 22% of Profit) The Defense business has three segments. Combat aircraft (31%), Transport & Patrol (41%), and Other (28%). Rolls-Royce is the 2nd largest provider of defense aircraft engines and service.2 The defense aircraft segment benefits from the R&D carryover from the civil aviation side. Funding and development is also supported by the U.K. government. The most exciting technology in the segment is the Vertical Lift System on the F-35 Joint Strike Fighter. This technology allows vertical take-off and landing and the F-35 has been successfully rolled out and placed into service around the world. The rest of the segment produces engines for training and transport aircraft for militaries across the world. The defense segment also provides counter-cyclical exposure since defense spending is less affected by global growth cy-cles.
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 Marine (5% of Revenue, 8% of Profit) The marine business is largely focused on the offshore oil and gas industry. Rolls-Royce’s engine technology and ship designs are a leader in the industry. This technology not only powers supply vessels, but allows near-constant stabi-lization for offshore drilling work. Ship and engine design are coordinated together to provide the best performance in harsh drilling environments. This segment has been hit by the downturn in energy markets, but is a small part of
 Nuclear (5% of Revenue, 3% of Profit) Rolls-Royce is optimistic about the growth potential for nuclear services across both military and commercial markets. The focus is on servicing and designing nuclear reactors. Rolls-Royce brings decades of engineering capa-bility and has a well-deserved reputation. The nuclear segment provides a steady stream of recurring cash flows due to the constant upkeep and maintenance cycle of
 Power Systems (20% of Revenue, 15% of Profit) The Power Systems segment is a major manufacturer of large reciprocating engine for major vessels, locomo-tives, and onshore power systems. MTU and Bergen are the two key engine brands. These products feature long product lives, driving necessary service spending over 20+ years.3 The division has seen a slowdown in orders given the ongoing weakness in Europe and slow-ing industrial spending. Longer term, the segment will benefit from increasing global growth and power con-sumption.
 Land and Sea Segment
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 Management Warren East became CEO in July 2015. Prior to Rolls-Royce, East was CEO of ARM Holdings from 2001-2013. East led ARM to become one of the dominant players in the microchip market and successfully competed against industry heavyweight Intel. ARM had an impressive run over East’s tenure. Warren will bring an outsider’s perspective to the operations and capital allocation priorities of Rolls-Royce. Warren takes over for John Rishton, who resigned after shareholder pressure regarding ill-timed acquisitions in the land and sea segment. These segments have lower returns on capital and face lower barriers to entry. Investors want-ed to see investment to protect and grow the aerospace moat, not expand the industrial segments. After profit warn-ings and shareholder pressure, the board decided to replace Rishton. One key for Warren East will be overseeing the first major cost cutting program by Rolls-Royce in recent memory. The company’s aerospace margins are well below GE’s (18-20% for GE; 11-14% for RR). One reason is the great focus GE places on quality and efficient operations. The other reason has been the lack of attention and operational discipline from Rolls-Royce. The transformation program will reduce personnel, improve manufacturing efficiency, and cut ad-ministrative overhead. Rolls-Royce has excess waste to cut, and East will need to keep morale high as the cost cutting begins.
 Balance Sheet/Cash Flow Rolls-Royce is an “A” rated investment grade company, given the low leverage and the stable, predictable business. The company has £2B of debt compared to £20B of total assets, including £1.6B of cash. The company has publicly committed to maintaining its “A” rating and has suspended share buybacks to further save cash. Cash flow is at a low point in the cycle given recent peak investment spending, negative energy environments, and large ramp up in inven-tories and accounts receivables. Free cash flow is at a roughly breakeven point, which should accelerate into positive territory as the headwinds abate. Cash flow should accelerate to more normal levels as new engines are delivered and serviced.
 Valuation Summary We forecast a 7% revenue growth rate over the next 5 years, driven by a ramp of deliveries and hours flown in the aer-ospace divisions. In the Land and Sea segment we forecast a rebound in growth as negative sentiment and low energy prices revert to longer-term normal pricing. Margins have been pressured by big investment in aerospace, lack of oper-ational cost cuts, and weak energy and industrial orders. Recovery in these drivers should expand the operating margin from 9% today to 13% by 2020. While Rolls-Royce is trading at 12x today’s earnings, the multiple falls to around 6x by 2020. The fair value of Rolls-Royce is £9.00 (RR.LN) or $12.50 (RYCEY). The price to value is .67, indicating a significant discount based on a conservative cash flow valuation. Even though earnings growth has been pressured, the company has a phenomenal balance sheet to weather any pro-longed downturn in the aerospace or energy markets. Balance sheet strength gives us the confidence the company can continue to make R&D investments and build the moat around the business.
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 Conclusion Rolls-Royce is a well-known and respected industrial powerhouse that has multiple short-term headwinds pressuring the business. None of the pressures are threatening to the long-term viability of the business. The pessimism sur-rounding the company allow patient investors to own a moat-worthy company at an attractive price. New manage-ment and a solid balance sheet provide the base for continued success through uneven market environments. We don’t always agree with activist investors, but in the case of Rolls-Royce, we believe the outside pressure provides a beneficial level of oversight to ensure proper capital allocation. Thankfully, Warren East has made decisions and in-vestments that align with long-term shareholders, as opposed to the actions of the previous CEO. Ruane, Cuniff, and Goldfarb and ValuAct both own considerable stakes in the company. Both funds have made respectable and well-thought arguments for building long-term value. Sources
 1. http://www.rolls-royce.com/about/our-story/rolls-royce-history-timeline.aspx 2. http://www.rolls-royce.com/products-and-services/defence-aerospace.aspx 3. http://www.rolls-royce.com/~/media/Files/R/Rolls-Royce/documents/investors/annual-reports/2014-annual-
 report-v2.pdf 4. Airbus Global Market Share Forecast
 Appendix 1: End Market Breakdown
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 Appendix 2: Company Overview
 About Elgethun Capital Management, Inc. Elgethun Capital Management is a fee-based, fiduciary Registered Investment Advisory (RIA) firm established in 2003. We are registered with the Securities & Exchange Commission (SEC) and subject to their audit reviews. We are independently owned and operated. As of December 31, 2015, we had approximately $280 million dollars under management/advisement. Our clients are high-net-worth individuals and institutional investors. Our investments include individual stocks, bonds, and stock/bond mutual funds.
 Disclaimer The discussion of portfolio investments represents the views of the investment manager. These views are current as of the date of this commen-tary but are subject to change without notice. As of the date of this publication, Elgethun Capital Management has a position in the security men-tioned herein and may purchase or sell shares at any time without notice. All information provided is for informational purposes only and should not be considered investment advice or a recommendation to purchase or sell any specific security. Security examples featured are samples for presentation purposes and are intended to illustrate our investment philosophy and its application. While the information presented herein is believed to be reliable, no representations or warranty is made concerning the accuracy of any data presented. Portfolio composition will change due to ongoing management of the portfolios. References to individual securities are for informational purposes only and should not be construed as recommendations by Elgethun Capital Management or its members.
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