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FROM THE ANALYSTS: EQUITIES

WHY WE LIKE BOEING

By Donovan Stefan (Analyst)

History

Founded in 1916, Boeing’s success has and continues to be
predicated upon the size and durability of its strategic com-
petitive advantages (economic moats) and the high barriers
to entry that characterise the industry. Boeing benefits
from different economic moats including its distribution
and operational scale, intangible assets (brand, patents and
regulation), and switching costs. Today, Boeing is the lead-
ing aircraft manufacturer globally and operates in a
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Figure 4. Market share deliveries 2017. Source: Bloomberg.

duopoly with Airbus, together commanding over 80% of
the aircraft manufacturing industry.

Industry

Both the structure and stability of the Boeing-Airbus duo-
poly can be explained by high barriers to entry. There are
four of these:

® The extremely high cost of developing aircraft pro-
grams where large losses can be incurred for many
years before a program becomes profitable and deliv-
ers cash flow.

® Navigating a very complex supply chain that cannot be
internally replicated.

® The intellectual property and technical know-how re-
quired to design, assemble and certify commercial air-
craft, which requires excessive amounts of monetary
and human capital investment and a long developmen-
tal time horizon.

® Stringent regulatory and administrative requirements
issued by the Federal Aviation Administration (FAA),
which are compulsory to certify airplanes for commer-
cial use, are extremely costly and onerous. For in-
stance, it can take years and require thousands of doc-
uments to prove that an aircraft meets safety and per-
formance standards.

Since the recession in early 2000, the cyclical nature of the
industry has been greatly reduced, making Boeing a more
stable and steady quality compounder of value. This is
attributable to Boeing’s rational management with regards
to production rates, which has led to an accumulation of a
vast delivery backlog for aircrafts, equivalent to approxi-
mately 7 years at current production rates. Moreover, the
nature of the backlog is very diverse from a geographical
and customer base perspective (e.g. low cost carriers &
network carriers) which, reduces concentration risk. The
advantage of a vast backlog is evidenced by deliveries being
virtually uninterrupted during the 2009-2010 financial crisis
compared to 2001-2003 (Figure 5). Today, the backlog is
even bigger than it was in 2009-2010 providing a greater
margin of safety.

Strategic competitive advantage (Economic moat)

In addition to high barriers to entry, Boeing’s strong com-
petitive position is a consequence of the size and durability
of the strategic competitive advantages it has been able to
build to fend off competitors. Boeing’s wide moat is derived
from 3 primary sources:

® |ts extensive operational and distribution scale allow it
to provide its customers with timely worldwide tech-
nical expertise, which is critical given the nature of the
industry.

® Boeing has strong intangible assets in the form of a
brand that customers value and rely upon — their intel-
lectual property and technical expertise (15600+ world-
wide patents) are extremely difficult to replicate.

® Switching costs arising from the high cost of fleet
groundings and aircraft crashes make customers reluc-
tant to purchase aircrafts from an unproven aircraft
manufacturer. There are also switching costs related
to training pilots, crew members and maintenance
staff.

Management

Boeing Management have displayed the ability to prudently
allocate capital, which has led to strong free cash flow gen-
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Figure 5. Total combined annual deliveries by Boeing and Airbus. Source: Company Financials, Northstar Asset Management.

eration and the subsequent return of vast amounts of capi-
tal to shareholders in the form of dividend and share buy-
backs. Over the last 5 years, dividends have increased
more than 250% and in total Boeing has returned more
than $40bn of capital to shareholders. Vast amounts of
capital will continue to be returned to shareholders in 2018
with Boeing having a further $18 billion set aside for share
repurchases. More impressively, Boeing have consistently
delivered returns on invested capital (ROIC) substantially in
excess of its cost of capital with an average ROIC of 31.9%
over the past 5 years despite operating in a very capital-
intensive industry.

Free cash flow, the primary driver of value

Boeing uses a unique accounting methodology known as
program accounting. Program accounting causes a discon-
nect between Boeing's cash flow and earnings trajectories.

In the early stages of a new aircraft program earnings are
overstated relative to cash flows but as the program ma-
tures, earnings become understated relative to cash
flows. As a result, earnings are a poor indicator of
Boeing’s value and therefore likely share price perfor-
mance. On the other hand, cash flow is a better indicator
of Boeing’s value and therefore share price performance
as evidenced in Figure 6.

Conclusion

In 2017, Boeing delivered 95% share price appreciation
and in excess of 100% in total returns including dividends.
Despite this stellar performance, we believe that it still
has the ability to deliver steady free cash flow growth
over the long-term due to its enduring competitive ad-
vantages, high barriers to entry and improving industry
dynamics.
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Figure 6. FCF per share vs Boeing share price. Source: Bloomberg; Northstar Asset Management estimates
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CIS DISCLOSURES

Collective investment schemes in securities are generally medium- to long-term investments.
The value of participatory interests or the investment may go down as well as up. Past perfor-
mance is not necessarily a guide to future performance. Sanlam Collective Investments (RF)
(Pty) Ltd (the manager) does not provide any guarantee, either with respect to the capital or
the return of a portfolio. The manager has the right to close certain portfolios to new inves-
tors, in order to manage it more efficiently, in accordance with its mandate. Collective invest-
ment schemes are traded at ruling prices and can engage in borrowing and scrip lending. The
collective investment scheme may borrow up to 10% of the market value of the portfolio to
bridge insufficient liquidity.

Annualised returns are period returns re-scaled to a period of one year. This allows investors
to compare returns of different assets that they have owned for different lengths of time.
Actual annual figures are available to the investor on request. Income distributions, prior to
deduction of applicable taxes, are [included/not included] in the performance calculations.
NAV to NAV figures have been used for the performance calculations, as calculated by the
manager at the valuation point defined in the deed, over all reporting periods. Investment
performance calculations are available for verification upon request by any person. Reinvest-
ment of income is calculated on the actual amount distributed per participatory interest,
using the ex-dividend date NAV price of the applicable class of the portfolio, irrespective of
the actual reinvestment date. The performance is calculated for the portfolio. The individual
investor performance may differ, as a result of initial fees, the actual investment date, the
date of reinvestment and dividend withholding tax.

Different classes of participatory interests apply to these portfolios and are subject to differ-
ent fees and charges. A schedule of fees, charges and maximum commissions is available on
request from the manager, or is available on the website at www.sanlaminvestments.com.
Forward pricing is used. The portfolio valuation time is 08h00 for fund of funds and 15h00 for
all other portfolios and the transaction cut-off time is 14h00. The transaction cut-off time
should be 14h00, for portfolios except fund of funds, but execution is not always guaranteed.
If execution could not take place on the same day, it will take place the next business day, or
at the earliest possible opportunity. For fund of funds, the cut-off time for the execution of
trades is 14h00 on the day preceding the pricing date.

Foreign securities within portfolios may have additional material risks, depending on the
specific risks affecting that country, such as: potential constraints on liquidity and the repatri-
ation of funds; macroeconomic risks; political risks; foreign exchange risks; tax risks; settle-
ment risks; and potential limitations on the availability of market information. Fluctuations or
movements in exchange rates may cause the value of underlying international investments to
go up or down. Investors are reminded that an investment in a currency other than their own
may expose them to a foreign exchange risk.

The terms and conditions, a schedule of fees, charges and maximum commissions, perfor-
mance fee frequently asked questions as well as the minimum disclosure document (MDD)
and quarterly investor report (QIR) for each portfolio are available on Sanlam Collective
Investments’ website at www.sanlaminvestments.com. Associates of the manager may be
invested within certain portfolios and the details thereof are available from the manager.

Northstar Asset Management (Pty) Ltd, registration number 1996/001423/07 and FSP num-
ber 601, is the co-named partner and investment manager of the co-named portfolios within
the Sanlam Collective Investments Scheme and is an authorised discretionary financial ser-
vices provider under the Financial Advisory and Intermediary Services Act (No. 37 of 2002).
This information is not advice, as defined in the Financial Advisory and Intermediary Services
Act (No. 37 of 2002). Please be advised that there may be representatives acting under super-
vision.

The manager retains full legal responsibility for the co-named portfolios.

THE FINANCIAL ADVISORY AND INTERMEDIARY SERVICES ACT, 2002

Northstar Asset Management Proprietary Limited is an authorised financial services provider in
terms of the Financial Advisory and Intermediary Services Act 2002. All information contained
in this document should not be construed, or relied upon, as advice. If you require financial
and/or investment advice, please engage the services of an independent financial adviser.

INFORMATION AND CONTENT

The information and content (collectively 'information') accessible in this document are provid-
ed by Northstar as general information about the company and its products and services.
Northstar does not guarantee the suitability or potential value of any information or particular
investment source. Any information in this document is not intended nor does it constitute
financial, tax, legal, investment, or other advice. Nothing contained in any service or any other
content in this document constitutes a solicitation, recommendation, endorsement or offer by
Northstar. Nothing contained in any service or any other content in this document constitutes
a solicitation, recommendation, endorsement or offer by Northstar.

Illustrations, forecasts or hypothetical data are not guaranteed and are provided for illustrative
purposes only; returns or benefits are dependent on the performance of underlying assets or
other variable market factors; there are risks involved in buying or selling a financial product;
past performances are not necessarily indicative of future performances; and no guarantees
are provided.
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Suite 1A, Madison Place, Alphen Office Park, Constantia Road,
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Tel +27 (0)21 810 8400 | Fax +27 (0)21 794 2885
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SANLAM COLLECTIVE INVESTMENTS

Sanlam Collective Investments (RF) (Pty) Ltd

Registration No. 1967/00865/07

2 Strand Street Bellville, 7530 PO Box 30, Sanlamhof, Bellville, 7532
Tel +27 (0)21 916 1800 Fax +27 (0)21 947 8224

service@sci.sanlam.com, www.sanlaminvestments.com

Please refer to our website for directors & company secretary details

DISCLAIMER

Northstar Asset Management (Pty) Ltd, registration number 1996/001423/07 and FSP number
601, is the co-named partner and investment manager of the co-named portfolios within the
Sanlam Collective Investments Scheme and is an authorised discretionary financial services
provider under the Financial Advisory and Intermediary Services Act (No. 37 of 2002). This
information is not advice, as defined in the Financial Advisory and Intermediary Services Act
(No. 37 of 2002). Please be advised that there may be representatives acting under supervi-
sion.

Legal Information http://northstar.co.za/page/legal-information/
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