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Preface
There can only be 100%
One of the first lessons the market teaches us, is that the past is not prologue. Any market is dynamic – nothing is static, everything changes. Fortunately, another truth is that we can learn from past mistakes so that we do not repeat them.
It doesn’t matter what market is the subject: Equity, debt, physical commodities or foreign exchange. Tangible or intangible, they are all an unforgiving venue. If you make a mistake, there is nowhere to hide. You take your lumps and move on, being so much poorer but wiser.
In essence, any business is zero-sum game. A strategy in common use by many hedge funds is known as “long - short.” The theory with this strategy is that the market for any given product is finite. Even if the market for any product is huge and/or expanding, each participant who competes in this market is going to have “X” percent of market share.
Ignoring the influence or direction of the market in general, stocks rise and fall relative to each other based on a set of variables such as operating margins, economies of scale, earnings per share and not the least of which is market share. By buying or being “long” one stock and selling another stock “short” thinking it is going to decline, where both companies are competitors in a common business you are “long – short” or market neutral. Since overall market direction will affect both companies the same, the idea is to exploit the difference between the two firms as market share and profitability changes. Even a conservative “cash” investor can use this principal to pick winning stocks while eschewing the practice of this strategy in particular as it is never-the-less quite risky and not intended for amateurs.
The market is a cruel task master; it rewards winners and punishes losers. While creativity, innovation and sound business models produce winners, the rational behind the “long-short” strategy is, eventually management mishaps, mistakes and myopia, bad business models and poor practices will manifest themselves not only in the price performance of the shares relative to each other but in terms of the company’s market capitalization – what the firm’s shares are worth in total. This can be particularly revealing when that market capitalization is computed as percentage of sales or earnings compared to the various competitors in that same market; in other words, what the market values each competitor in a given market. .
From the gigantic titans you hear of every day to small firms you may never have heard of, the one aspect they all have in common is there are winners and there are losers in every category and segment.
By adapting a “long-short” conceptual approach to a given industry, you can have the power and vision to evaluate the companies that compete in that industry and learn from the mistakes others have made so you don’t make the same ones.
If you are an investor, business manager or a business owner, one final truth is that the market does not take prisoners.
Let’s have a look.
Chapter 1 Energy
Exxon/Mobil (XOM) vs. British Petroleum (BP) vs. Royal Dutch Shell (RDS.A)
A lesson in risky business partners
All three of these companies are giants and stalwarts of their industry; vertically integrated energy companies. That is, each company is involved in every aspect, from “upstream” operations such as exploration and production to “downstream” operations like refining and finally retail outlets. All three of these firms are managed by talented and respected people. A comparison of their shares performance shows that they traded in lock-step until mid-way through 2006. What judgment call has the market made and why should you care?
Exxon/Mobil produces approximately 2.4 million barrels of oil and 9.3 billion cubic feet of natural gas every day. In addition to its commodity and specialty chemical business, the company also has 37 oil refineries and has operations in every corner of the globe.
Exxon/Mobil distinguishes itself from other vertically integrated energy companies in several ways. At the core is the company’s absolute focus on exceptional execution of its business model versus ad hoc risk taking. The company devotes considerable sums of capital to research and development in order to achieve its execution efficiency. The company’s CEO, Lee Raymond, once labeled Exxon/Mobil’s allocation of capital as “boringly consistent” in its conservative approach.
British Petroleum pumps roughly 4 million barrels of oil per or its equivalent per day from six of the world’s continents. This company has a reputation for taking risks in its exploration and production in order to increase its proven reserves. BP’s level of exploration and production is greater than that of many other firms in its peer group. This is certainly no reflection on the oil spill in the Gulf of Mexico; accidents happen as disastrous as they may be. The company’s management reasoning is that the more proven reserves they have, the less price volatility is a problem. It should be noted that because of its 50/50 partnership arrangement with Russia’s oil company TNK – BP, approximately a quarter of BP’s production comes from Russia. In addition, British Petroleum tends to focus on “upstream” operations such as exploration even though it has well over 22,000 retail service stations.
Royal Dutch Shell Plc (RDS.A) has operations in about 140 countries and produces approximately 3.2 million barrels of oil or equivalent ever day along with the greatest number of retail service stations. The company is also a leading producer of liquefied natural gas. The difficult news for the company is that because an audit of its reserves indicted less of those reserves than it thought it had. The company has now increased its efforts to correct that shortfall with more operations in politically less stable areas of the world such as West Africa, the Middle East and Russia.
Year over year financial results of these companies can be volatile but over the past five years Exxon/Mobil has averaged a net margin of 9.19% and an average return on equity of 35.5% while British Petroleum has generated an average net margin of 7.48% and return on equity of 23.86% and Royal Dutch Shell averaged a net margin of 7.19% and a return on equity of 22.64%. The market’s opinion and expectations of these three companies is displayed in their market capitalization as percentage of revenue with Exxon/Mobil at just over 80% compared to British Petroleum and Royal Dutch Shell at not quite 50%.
From a pure share price performance view, over the past five years Exxon has appreciated about 10% while Royal Dutch Shell has declined about 7% and British Petroleum declining roughly 45%. Aside from business models and operational expertise, the difference is Russia and exposure to other more politically unstable regions.
The market has made a judgment call on how much it trusts Russia and other areas with nationalized oil companies and has valued both British Petroleum and Royal Dutch Shell at steeper discount relative to Exxon/Mobil for their exposure.
Marathon Oil (MRO) vs. Apache Corp. (APA)
Looking for profits in all the wrong places
Marathon Oil and Apache Corporation are a fraction of size of the industry giants but are by no means small companies. At approximately the same market capitalization, a comparison of these two companies is worthwhile to examine the intangible price of exposure to certain locations.
Apache Corporation has long been thought of as one of the oil industry’s leading exploration and production companies. With the exception of refining, the company has worked towards becoming more integrated. The firm has a portfolio of quality properties that produce just over half its product from North America with the balance from Egypt, Australia and Argentina. These locations are not only sources of raw product but increasing demand for the end product. The company’s strategy has been to acquire properties that have been unsuccessful from other energy companies and than remodel them and make them successful. Apaches’ profitability along with a strong and liquid balance sheet is testament to its success and expertise.
Marathon Oil Corporation is an integrated energy company, that while engaged in exploration and production is never-the-less highly dependent on refining and retailing for the majority of its revenue with the accompanying macro economic risk to a consumer market. Other than its presence in North America the company’s international exposure is in locations such as Libya, Angola and Equatorial Guinea with the inherent geo-political risk in those areas.
This is a case where current financial results bear little relevance to the market’s valuation and expectations. Over the past five years while Marathon Oil has averaged a net margin of 5.18% and a return on equity of 27.3%, Apache Corporation has averaged a net margin of 19.2% and a return on equity of 14.48%. Market capitalization as a percentage of revenue shows a very different picture with Apache Corporation trading at over 300% of revenue and Marathon Oil Corporation at just over 30%. While Marathon Oil Corporation has over six times the sales than Apache Corporation does, its market capitalization is roughly 10% less.
Price performance of these company’s shares also reflect the markets opinion. Over the past five years, while Apache has appreciated about 25%, Marathon has declined roughly 40%.
The market’s judgment is that not only does refining and retailing bear a high correlation to macro economic activity and end consumer demand but will penalize a company for operations in politically unstable areas as well
The market’s judgment is that the old real estate adage must be true:
There are three important things in real estate; location – location – location.
Transocean, Inc. (RIG) vs. Diamond Offshore Drilling, Inc. (DO)
Staying afloat in deep water
Transocean, Inc. is the world’s largest offshore driller in the oil and gas exploration and production business. By any measure, Transocean is a standard bearer for the entire business and has a particular focus on deep-water drilling. In 2007, the firm merged with GlobalSantaFe with the combined company having a market capitalization that is twice that of its nearest competitor. This company boasts a fleet of 136 vessels including six deep-water drilling vessels capable of drilling in 10,000 feet of water and has a five-year backlog of orders. Transocean is a global company with operations in such areas as Brazil, India, Nigeria and Italy. The company enjoys a technological leadership among its peer group and is not shy about protecting that leadership as evidenced by successful patent infringement lawsuits.
Diamond Offshore Drilling, Inc. is Transocean’s nearest competitor with a combined fleet of 45 vessels employed around the globe. In addition to its mid-water rigs, the company also has deep-water rigs with three that are capable of drilling in 10,000 feet of water. The other side of this coin is that the company’s drilling rigs are among the oldest in the business and are technologically well behind the curve compared to its competing firms. To counter this disadvantage, the company chooses to compete with long-term contracts and engages in price competition to do so and with a large measure of success.
Bottom line financial results for these two firms reflect their strategy, with Transocean focusing on technological leadership and Diamond Offshore Drilling employing its older fleet. Over the past five years, Transocean has increased its sales by over 42%, generating a net margin of just over 34% and a net income approaching 84% with a return on equity of over 21%. Over that same time period, Diamond Offshore Drilling has increased its sales by over 36 ½ %, with a net margin of almost 33% although with a net income that is not meaningful but a return on equity of over 32 ½ %.
The risks and rewards facing each of these firms are systemic to both and are thus moot to this comparison. What is worth noting is that while Transocean’s market capitalization is roughly twice that of Diamond Offshore, its sales are almost four times that of Diamond. Diamond Offshore has also been paying a special dividend in addition to its regular dividend that is several times that of its normal cash dividend.
Comparing market capitalization as percentage of sales is interesting, with Transocean trading at roughly 150% and Diamond Offshore drilling at 230%. Price performance of these firm’s shares over the prior five years reflects both results and systemic risks with Diamond Offshore declining about 20% and Transocean declining in the neighborhood of 50%.
The market has given Diamond Offshore credit for doing a stellar job with an aging fleet not to mention its dividend policy. The big question is; is the company getting in deeper with price competition and apathy regarding its aging fleet? Only time will tell.
Schlumberger NV (SLB) vs. Baker Hughes, Inc. (BHI) vs. Halliburton Co. (HAL)
Bending with the wind beats leaning against it
The oil services business supplies oil companies with such products as seismic surveys, tools such as drill bits, pressure pumping services and project management services to name just a few.
Schlumberger NV does business around the globe in approximately 80 different countries and while it counts integrated major firms and exploration and production companies as customers, it is particularly adroit at dealing with national oil companies, those companies that are owned and operated by sovereign governments.
Schlumberger has achieved its level of success with two important attributes; an unparalleled and continuing commitment to research and development along with information technology software and the company’s ability to convert that research to commercial applications. What the company does not develop internally it is more than willing to acquire, especially in the area of computer software. By creating such a diverse product suite, the company has the ability to offer its customers one-stop shopping for their needs. Because of that approach, the company is able to charge premium pricing for that convenience. Flexibility in its thought process is perhaps this company’s greatest asset.
Baker Hughes also offers a wide array of products with various customer groups, operating world wide in roughly 90 countries. This company endeavors to offer its customers a higher lever of customer service along with its technology. Unfortunately, its technology lags its competitors as evidenced by the firm’s absence from the very profitable pressure pumping business.
Baker Hughes is a well run company but they have made some mistakes that have cost them, at least in the market’s eyes. First, they have chosen to compete in the highly competitive deep-water market while at the same time, choosing not to compete in the very profitable pressure pumping business. To exacerbate those mistakes, the company has a bureaucratic management structure that has historically been organized along product lines, although they are working to remedy that circumstance late in game as it may be. In addition, because the company has a high degree of financial discipline, response time to market dynamics is slow in coming.
Halliburton Co. is a well regarded company in the oil services business, doing business around the globe in about 70 countries with a product portfolio is often lacking key capabilities that force a customer is secure services from multiple providers. While the company can boast such innovative products as its steam assisted gravity drainage system, it spends far less on research and development both in absolute terms and as a percentage than other firms in its peer group. That is unfortunate, as the company has won numerous awards for the technology it has developed.
Halliburton is a formidable competitor albeit with a narrow product suite. In addition to that shortcoming, over a third of the company’s revenue comes from the saturated North American market although the firm is seeking to remedy that by expanding its efforts and investments internationally, particularly in the Eastern Hemisphere.
Financial results over the prior five years yield no surprises for these three firms. Schlumberger NV has increased its sales on average by just over 17%, producing a net margin of over 18%, net income over 28% and a return on equity of over 33%. Over that same period, Baker Hughes’ sales have increased on average by not quite 12%, generating a net margin of over 14% a net income of 0.81% and a return on equity of just over 25%. During this same period Halliburton’s sales have decreased on average by 6.8% although producing a net margin of 11.28% a net income of 15 ½% but has managed a return on equity of just over 31%.
More indicative of the market’s opinion and expectation of these firms is their market capitalization as a percentage of revenue with Schlumberger at 290%, Baker Hughes at 170% and Halliburton at 140%. Other companies in this business pale even further such as Smith International at 115%, Weatherford International at 110% and BJ Services at 70%.
Over the past five years, the price performance of the shares of these firm’s is indicative of the market’s opinion of the business as a whole with Schlumberger and Halliburton essentially unchanged and Baker Hughes declining about 30%.
Schlumberger’s flexibility, adaptability and holistic approach to its business along with its ability to commercialize its technology have produced tangible results for the firm as opposed to letting rigid discipline and bureaucracy get in the way.
Helmerich & Payne (HP) vs. Nabors Industries (NBR) vs.
Patterson UTI Energy (PTEN)
Recognizing potential vs. accepting the status quo
The contract land drilling market has seen a considerable amount of consolidation over the past twenty years. These three companies are among the survivors. This is an industry in a state of transition, as it shifts to shale deposits which require horizontal drilling.
Nabors Industries, Ltd. is one of the largest land drilling contractors in the world with roughly 500 land rigs, 700 other rigs known as “workover rigs” and numerous off shore drilling rigs. Although the company operates around the globe, approximately three-quarters of its revenue is generated from the United States market. This is somewhat problematic as although the U.S. has about 10% of the world’s reserves it also has 50% of the drilling rigs. The company has accomplished updating roughly two-thirds of its inventory of rigs to more modern premium types and has done an exceptional job in winning market share with long-term contracts and very profitable operating rates, thereby reducing its exposure to price volatility in the oil spot market.
Cognizant that the vast majority of its business and revenue is generated in North America the company has ambitions to expand more internationally in countries that lack technical sophistication in areas such as the Middle East, Africa and Far East.
Patterson-UTI Energy, Inc. owns one of the larger land-drilling rig fleet’s, numbering approximately 350. The other side of that coin is that the company’s rigs are on balance older and low-end. However, the company also rebuilds older rigs which it is able to buy at bargain basement prices and that strategy has paid off quite well for the firm.
The company has managed to integrate and consolidate many of its acquisitions but is firmly entrenched in the North American market where it markets to principally smaller and independent producers. Thus far, the company has not shown a predilection to grow internationally even with its related businesses such as pressure pumping. Without having much exposure to growing international markets, the company has still accomplished an enviable record in growing both their revenue and operating income.
Helmerich & Payne, Inc. operates just over 200 land rigs and about nine off-shore rigs. Recognizing the potential of shale deposits, the company developed its FlexRigs in 1998 which are highly capable for use in horizontal drilling to reach shale deposits. FlexRigs account for approximately 70% of the company’s total fleet. These rigs have proved so popular the company signs its customers to long term contracts which can reach seven years and are so cost effective for the customer, the firm is able to charge premium prices for these rigs. Between the company’s technology, highly capable crews and enviable safety record, the company has also built a high degree of brand name equity.
Helmerich & Payne has done a remarkable job in growing both their revenue and operating income by marketing to large oil and gas companies. In fact, roughly 60% of the firm’s business is generated by its ten largest customers. While the bulk of the company’s business comes from North America, it does have an international presence, principally in Central and South America.
Financial results over the past five years illustrate the popularity and profitability of FlexRigs compared to conventional rigs. Over this five year period, Patterson-UTI Energy, Inc. has posted a decline in sales of almost 2% with a negative net margin of not quite 16%, a net income decline of roughly 99.4% but has managed a return on equity of 30.15%. Nabors Industries, Ltd. has increased its sales by nearly 10 ½% producing a net margin of almost 13% but a net income of decline of approximately 99 ½% but a return on equity of almost 16%. Helmerich & Payne, Inc. has increased its sales just over 28% with a net margin of roughly 21 ¾% but a net income that is not meaningful. However, the company’s return on equity amounted to approximately 19 ¾%.
The market capitalization as a percentage of revenue is also quite demonstrative with Helmerich & Payne, Inc. trading at about 260% of sales, Patterson-UTI Energy at roughly 270% and Nabors Industries at around 175%.
The price performance of these company’s shares is also the markets expectation of future potential. Over the prior five years, the shares of Patterson-UTI Energy have declined about 25%, Nabors Industries has declined roughly 50% and Helmerich & Payne have appreciated approximately 60%.
The clear winner in this trio of contract drilling firms is Helmerich & Payne because of one aspect; its development of their very mobile FlexRigs. These drilling rigs offer the company’s customers a value added dimension compared to conventional rigs.
The market has recognized and rewarded Helmerich & Payne for seeing the potential of horizontal drilling and doing something about it with its development of the FlexRig.
XTO Energy (formerly XTO) vs. Chesapeake Energy Corp. (CHK)
It pays to hedge your bets
|
XTO Energy, Inc. could be characterized as aggressive but conservative. The company acquires properties largely through acquisitions and then utilizing its technology, exploits the property’s untapped gas reserves. The vast majority of the firm’s 13.9 trillion cubic feet of proven reserves are located on-shore in the United States.
XTO Energy has been quite successful with its strategy and has managed to keep a lid on development costs and has a comprehensive hedge program. In addition, the management at XTO Energy has kept its debt load under half its capitalization and has proven to be very adept at allocating capital to its projects and acquisitions. All of these attributes have combined to produce an enviable growth in sales and profits. While the company’s strategy of developing its acquired properties is not unique, the execution of its strategy is by using a combination of equity and hedge financing. It has been so successful, the acquirer has become the acquired by virtue of Exxon/Mobil’s offer to acquire XTO.
Chesapeake Energy Corp. is also an independent producer of oil and natural gas in North America with proven reserves of approximately 12 trillion cubic feet of gas. This company combines an aggressive operational business model with an equally aggressive financing method by employing more leverage compared to other firms in its peer group. These financing techniques took the form of secondary offerings, convertible debt along with asset sales and so forth, all to produce a commodity with a volatile price that took a nose dive in mid 2008. In addition to investing in drilling and service companies, the firm also will buy leases for the sole purpose of reselling them, in essence “making a market” in the leases.
Financial results over the past five years are a function of the risk taken by these firms. XTO’s sales increased on average by almost 34%, generating a net margin in excess of 30%, a net income increase approaching 27% and return on equity of over 24%. Over that same period, Chesapeake Energy’s sales increased by almost 26% but with a net margin that is not meaningful, a decline in net income of not quite 100% and a return on equity of almost 6%.
The market’s judgment of these two firms is expressed in terms of market capitalization as a percentage of sales. Prior to being bought out by Exxon, XTO Energy was trading at 285% compared to Chesapeake Energy at 185%. In other words, while XTO’s revenue was about 4 ½% more than Chesapeake Energy, its market capitalization was 37% more.
The market tends to take a dim view of uncertainty as well as unknowns and exacts a price for the amount of risk taken.
First Solar, Inc. (FSLR) vs. SunPower (SPWRA) vs.
Suntech Power Holdings ADR (STP)
Proprietary patents produce profits
|
The market will often value companies involved in emerging technologies based on the potential the technology shows rather than on the actual performance the company accomplishes for a period of time. Such is the case with solar power.
First Solar, Inc. manufactures solar panels and complete solar power systems using its cadmium telluride technology as opposed to the more conventional silicon wafer to generate electricity from sunlight. Because of their proprietary technology, the company is not directly dependent on the volatile supply and demand characteristics of the more commoditized silicon wafer. However, it does have sensitivity to that market as the company’s competitors use silicon wafers. In addition, the firm’s cost to manufacture its product is approximately half the industry average for silicon wafers because of its closely guarded manufacturing process. Although their product tends to be heavier, larger and less efficient then their competitors, the cost savings to the end user have enabled the company to lock in long-term contracts for roughly two-thirds of their customer base to give them a substantial floor of revenue.
First Solar Corporation’s proprietary technology combined with its extraordinary cost controls and first class manufacturing process execution has made it the solar power industry’s leader in terms of market capitalization.
SunPower Corporation is a vertically integrated company; from buying the raw silicon to the final installation of their end product. Although the company uses silicon wafers, they do have proprietary technology that makes their wafers very efficient and the firm continues to develop that technology. The company has an additional technology that enables the solar cells to literally follow the sun for added efficiency.
While SunPower does a terrific job, competing firms are working to close technology gaps. The company is still exposed to the erratic price swings of silicon, from over-supply to under-supply.
Suntech Power Holdings Company, Ltd. is owned by the Chinese government. The company uses the industry standard silicon wafer but lacks any proprietary technology. The result is they have what amounts to as a commodity product where they are forced to compete on price, the worst kind of competition. Although financed by Chinese government controlled banks, the company still has a huge debt load relative to its cash position. While solar power should continue to gain world-wide acceptance, Suntech Power Holdings can only offer a commodity product in an increasing cost conscious environment.
Financial results for these three firms over the past five years bear little correlation to the market valuation of them. First Solar has averaged a net margin of not quite 16% and a return on equity of 8.73% while SunPower has managed a net margin of 0.18% and a return on equity of 1.65% and Suntech Power Holdings has posted a net margin of almost 10.8% and return on equity of about 15%.
The market’s opinion and expectation of these three companies offers quite a different picture with First Solar having a market capitalization of roughly 400% as percentage of revenue while SunPower Corporation is 70% and Suntech Power Holdings’ is about 80%.
The price performance of these firm’s shares over the past five years is also indicative of the markets valuation with both SunPower Corporation and Suntech Power Holding declining about 100% and First Solar appreciating around 125%.
The market’s judgment is giving the edge to proprietary technology. The more commoditized your product is, the more you must compete on price and the less the market thinks of it.
Chapter 2 Defense & Aerospace
Lockheed Martin Corp. (LMT) vs. Boeing Co. (BA)
Always a bull market for bombers
Lockheed Martin Corporation is the largest defense contractor in the world and is the primary contractor for the new F-22 Raptor fighter and F-35 Lightning II, a joint strike vertical take off and landing fighter. These new fighters will replace the aging fleet of thousands of F-14 Tomcats, F-15 Eagles, F-16 Fighting Falcons and F-18 Hornet fighters. The combined contracts from the United States and eight other countries is worth in the neighborhood of a trillion dollars between purchases and subsequent parts and maintenance.
To counter a slowing trend in defense spending, at least in the United States, Lockheed Martin is pursuing information technology deals with not only defense but non-defense governmental organizations. Capability is that much better when complimented by good intelligence systems and Lockheed Martin is taking advantage of that fact. The company is also utilizing its technological expertise in various commercial applications to pick up any slack in defense spending.
Boeing Company has been so successful it took a European governmental consortium (Airbus) to compete with it; decades after the fact. The good news is that Boeing has an incredible backlog of orders as development of its new generation of composite aircraft, such as the 787 Dreamliner proceed. The potential market for more fuel efficient airliners, numbers in the trillions of dollars over the next couple decades. Boeing also has a defense unit where it uses its expertise in commercial aircraft for military applications such as the P-8A Poseidon.
Like any manufacturer of big ticket items, there are a number of uncertainties facing Boeing. Its 787 production has been plagued with delays and some cancellations as well, as more potential competition from other government subsidized manufacturing, notably from China and Russia, however off in the future that may be. Add to the uncertainty mix, the banking and credit market angst that could impact Boeing’s customer’s ability to purchase or finance new aircraft.
Lockheed Martin and Boeing are, to a certain extent, mirror images of each other; Lockheed Martin being the defense contractor with a smaller commercial division and Boeing being the commercial aircraft manufacturer with a smaller defense unit.
During the past five years Lockheed Martin has increased its sales about 4.9% on average, producing a net margin of just over 6 ½% while expanding its net income roughly 19 ½% and its return on equity just under 46 ½%. Over that same period, Boeing increased its sales on average at 5%, generating a net margin of 4.15% but an average negative net income of just over 2 ¼% although posting a return on equity of 97.65%.
The level of leverage or debt must be addressed with both these two companies. Lockheed Martin’s debt as percentage of its capitalization is just above 43 ½% but has an unfunded pension liability of roughly $11 billion. Major defense contractors are exempt from the Pension Protection Act of 2006. Boeing’s debt as a percentage of its capitalization surpasses 70%.
The market’s opinion of these two firms, expressed as market capitalization as a percentage of sales is Lockheed Martin at roughly 65% and Boeing at 75%.
Price performance of these company’s shares is of course the final determinant of the market’s preference. Over the past five years Lockheed Martin has declined about 15% while Boeing has declined roughly 25%. Over the ten years the opposite is true; Lockheed Martin has appreciating around 50% while Boeing has risen by about 80%.
The market recognizes that while both Lockheed Martin and Boeing are exceptionally well managed, it will give the nod to the primary defense contractor in an economically challenging environment. While the purchase of a new commercial aircraft might be delayed, when an F-22 or F-35 is needed, there is only one place to go.
General Dynamics Corp. (GD) vs. Northrop Grumman Corp. (NOC)
Depending on what used to be – or adapting
The problem with evaluating defense contractors is that the manufacturing of certain weapons systems are classified. Such is the case with these two stalwarts of this business.
General Dynamics Corporation derives approximately two-thirds of its revenue from the Department of Defense in the manufacture of complicated weapons systems such as the MI Abrams battle tank, the Virginia Class nuclear submarine, destroyers and is also engaged in information technology systems for defense. The other one-third if its business is in foreign weapons systems sales and the Gulfstream business jet. In fact, the business jet division accounts for 16% to 18% of the company’s revenue. The company also takes advantage of its huge base of equipment already in place to drive product improvements and maintenance. The firm also has substantial order backlogs, both in defense products and for its business jets.
General Dynamics’ recognizes that its business mix is going to have to reflect the shift in the type of armed conflict the world could see going forward, from conventional warfare to smaller but highly dependent on intelligence systems engagements. To that end its acquisition program of smaller firms are going to have to have that type of product.
Northrop Grumman Corporation is a world class defense contractor involved in ship building, aerospace, electronics and information services. The company built the lunar module and is the only builder of the Nimitz Class aircraft carrier and also is involved with electronic and information technology systems. Of the top ten weapons systems the firm manufactures, three are classified. Northrop Grumman has done a spectacular job and enjoys a huge, multi-year, multi- billion dollar backlog of orders. It is endeavoring to leverage its capabilities, particularly in the area of information systems to other federal agencies.
Because the company is entirely dependent on the Department of Defense in the manufacture of these complicated weapons systems it is also reliant on the political process and defense spending. Its product line is by definition, dependent on conventional warfare weapons systems.
The financial results of these two firms over the prior five years are indicative of asymmetrical warfare as opposed to conventional warfare. General Dynamics has increased is revenue by almost 12%, producing a net margin of just over 7 ½% and expanding its net income by over 16% resulting in a return on equity of roughly approximately 20.3%. During this same period, Northrop Grumman’s revenue increased by about 2.8%, generating a net margin of 3 ¼% resulting in a net income of a negative 97% but a positive return on equity of just under 6 ½ %.
In the market’s judgment, the difference between these two defense giants is two-fold: First, General Dynamics has done a better job of managing costs and growing revenue than Northrop Grumman has. Second, General Dynamics enjoys the benefit as well as the risks of the economic business cycle with its business jets plus its shift in focus to intelligence sensitive, limited engagements while Northrop Grumman’s products are more attuned to conventional warfare.
All of these aspects are illustrated by the market capitalization of these firms as a percentage of revenue with General Dynamics valued by the market at approximately 77% while Northrop Grumman is at 51%.
The price performance of these two firm’s shares is similar over the prior five years with general Dynamics declining approximately 20% and Northrop Grumman declining about 15%. Over the past ten years, price performance is more pronounced with General Dynamics appreciating roughly 40% and Northrop Grumman rising roughly 15%. Although Northrop Grumman has about 9% more sales than General Dynamics, its market capitalization in 34% less.
To what extent Northrop Grumman can adapt its extensive technology base to the private sector and asymmetrical warfare to enhance its margins going forward remains an unknown. In the mean time, the market is giving the edge to the firm has been able to adapt its product line faster and not depend on what used to be.
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