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Summary

Firan Technology Group operates two segments, Circuits and Aerospace, both of
which supply the Aerospace and Defence industry.

The Circuits segment manufactures printed circuit boards and the Aerospace
segment designs and produces panels and displays.

FTG is sensitive to exchange rates, it is dependent on its top two customers and it
doesn’t have strong historical performance. Investors must be willing to accept a
60% downside.

FTG made two recent acquisitions, which could create an upside of 60% + 10% per
year and I believe this is more likely than the downside scenario.

Firan Technology Group (OTCPK:OTCPK:FTGFF) carries a lot of risk. It is very sensitive
to exchange rates (a -1% change in the USD has -6% impact on profit), it is dependent on
its top two customers (they generated 35% of 2017 sales) and it doesn’t have strong
historical performance (under 11% return on invested capital in the past 3 years). In a
downside scenario where FTG’s 2017 performance continues, it could lose 60%. So, why
invest? FTG has made a couple of acquisitions that could give investors an upside of 60%
+10% per year and I believe this is more likely than the downside scenario. But, because
of the risks, I recommend a small position (it only makes up 2.5% of my portfolio) and to
buy more if the stock drops ~50%. (Note: all $ amounts in this report are in Canadian
Dollars unless stated otherwise.)

Advantages: Customer Stickiness, Regional Positioning

FTG was once a part of now bankrupt Canadian recreational vehicle manufacturer,
Glendale. In 2003, Glendale sold FTG to a public company, in exchange for a large stake
in the new public entity (a reverse takeover transaction). FTG operates two segments,
Circuits (62% of 2017 revenue) and Aerospace (38% of 2017 revenue), both of which
supply the Aerospace and Defense (“A&D”) industry. The Circuits segment manufactures
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custom made printed circuit boards (“PCBs”, those green boards inside electronics) and
the Aerospace segment designs and produces panels and displays mostly for cockpits.
FTG’s customers include suppliers to aircraft manufacturers, aircraft manufacturers and
aircraft simulator manufacturers.

Because of FTG’s focus on A&D, its products must be able to withstand extreme
temperatures, pressures and shocks with high reliability, which puts it under a high level of
scrutiny by governments and customers; if its parts fail, it could be fatal to hundreds of
people. (FTG has liability insurance, but it may not be enough to cover it completely. When
looking at FTG’s history, a severe lawsuit has not hurt it in the past.) Almost every day a
quality audit either by a government, a customer or a certification organization is being
conducted at one of FTG’s facilities. These compliance requirements create a barrier for
new players wanting to enter the A&D industry.

However, existing competitors, like TTM Technologies (TTMI) (sales of 425M USD from its
A&D business in 2017 vs. 95M CAD for FTG), pose a threat. The bigger threat of
customers switching is in FTG’s Circuits business because customers come up with the
designs themselves. The Aerospace segment is more protected from competition because
FTG is involved in designing the products and this requires that customers pay more
upfront costs. If customers switch suppliers, they would have to pay another lump sum to
the new supplier and must consult with FTG about its manufacturing processes to ensure
product consistency. The communication required for customers to switch suppliers along
with the high redesign costs for Aerospace and even the vetting costs for Circuits’
customers, usually leads to renegotiations rather than customers leaving outright. FTG’s
customer relationships, along with the stickiness of those relationships, gives FTG a
competitive advantage.

As mentioned earlier, the top two customers generated 35% of 2017 revenue, but 15
percentage points of this is the stickier aerospace revenue, which means that 20
percentage points is at higher risk of switching. If 20% of expected 2018 revenues were
lost, it would bring FTG’s profitability back to 2015-2016 levels and would result in a 60-
70% downside even if the benefits of the acquisitions are realized. This would be
devastating, but it is unlikely given the historical stability of FTG’s revenue, which will be
discussed later.

To increase its customer base, FTG has slowly expanded into new geographies, which
has given it another competitive advantage of being able to serve its existing global clients
and win new business. FTG first gained access to US military business by acquiring a
California-based firm in 2004 and after it expanded into China in late 2012, it won some

https://seekingalpha.com/symbol/TTMI


9/20/2018 Firan Technology Group: High Risk, But Completed Acquisitions Could Bring A Lot Of Upside - Firan Technology Group Corp. (OTCMKT…

https://seekingalpha.com/article/4183781-firan-technology-group-high-risk-completed-acquisitions-bring-lot-upside 3/6

local commercial aircraft business. While FTG’s international buildout gave it access to
new business, it was also left with excess production capacity. To increase the utilization
of its facilities and bolster its customer relationships, FTG made two recent acquisitions
that could be transformative.

Acquisitions Use Extra Capacity to Improve Profitability

In 2016, FTG spent $16M to purchase two competitors, TPCT and Photo Etch, which
together had 2015 revenues of $28M. But, despite their revenues, both businesses were
losing money. To understand why FTG bought money losing businesses, let’s look at
FTG’s cost structure before the acquisitions: a) FTG’s US aerospace facility used only
20% of its capacity; b) 70% of FTG’s costs were variable with the remaining 30% being
fixed; and c) FTG was (and continues to be) profitable, so it was already covering its fixed
costs. This indicates that if FTG simply uses more of its excess capacity, it could generate
operating profit margins of 30% on incremental sales vs. FTG’s 2015 operating profit
margin of 4%. If we were to apply the 30% margins to the sales of the firms acquired, an
additional $8M could flow to operating profit vs. 2015’s operating profit of $3M. Simple
math shows that these acquisitions could create tremendous value, but things are not
always that straightforward. The acquisitions were made in mid-2016 and 2017’s
operating profit was only $4.3M and Q1 2018’s was only $0.6M. The lack of benefits so far
could be why the stock has dropped from a 2017 high of $4.74 to its current price of
$2.15.

From listening to FTG’s conference calls, one-time events, temporary increases in
integration costs related to the acquisitions and a small decline in demand, which has now
turned around, led to the poor profitability in 2017 and Q1 2018. The acquired production
facilities are now shut down and Management still stands behind their claim that the
acquisitions should generate a $2M/quarter improvement over Q4 2017’s operating profit
of $0.9M (excluding non-economic expenses such as amortization).

There is some precedent for management’s acquisition strategy. At the end of 2007, FTG
acquired a non-profitable company with the same strategy in mind; shut down the facilities
of the acquired company and consolidate operations to use excess capacity of FTG's
facilities. Because of changes in exchange rates and the recession that followed, it is
tough to definitively say the acquisition was successful, but if we compare 2007 to 2014,
we can see a large improvement. 2014 is the most comparable year because of similar
exchange rates and its revenues were 9% higher than 2007, which also should test
management’s claim that sales drive margins and profitability. 2014’s operating margins
and return on invested capital were 9% and 29% vs. 2007’s 4% and 8% (these operating
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profit and return on invested capital figures exclude amortization and research and
development costs to ease comparability). History seems to give some validity to
management’s strategy and their claims of future increased profitability.

Difficult to Forecast Revenues, but Good Trends

Revenue visibility is another risk and while management disclosures point to FTG having
sales of around $100-110M this year, it is tough to say that such revenues will continue.
FTG has a record backlog of $50M at the end of Q1 2018 and this is positive, but it only
gives us an idea of what revenues will be like for the next couple of quarters. As alluded to
earlier, history does indicate some long-term stability demonstrated by FTG’s compound
annual revenue decline of only 0.7% when adjusting for exchange rates from 2008-2015,
which is a relevant period because it excludes any acquisitions.

A slight historical currency-adjusted decline isn’t a deal breaker due to the state of the
industry and my assumptions. The biggest airplane manufacturers, Boeing (BA) and
Airbus (OTCPK:EADSF/OTCPK:EADSY), have backlogs equivalent to ~8 years of 2017
production. The simulator market is also going strong with expected growth of 5%
annually. I’m assuming FTG reaches a quarterly revenue run rate of $27M towards the
end of 2018, which is up 17% from $23M in Q4 2017 and Q1 2018 (after appropriate
adjustments for one-time events). The increase is due to some already announced new
business and once the run rate is hit, I assume revenue stays flat. More details regarding
my valuation assumptions are towards the end of this write-up.

Information on the market size of FTG’s Aerospace segment is tough to come by, but it
seems that TTMI has ~30% of the North American A&D PCB market and FTG has 5%.
The market seems quite fragmented, which is why FTG and TTMI have been making
acquisitions to gain more scale and negotiating leverage.

Aligned Management

Brad Bourne has been FTG’s CEO since 2004 and he acquired a significant stake in
2014, which gave him about 13% ownership. Although he now owns 10% (the decline was
more due to dilution than him selling shares), this is still significant and combined with his
long tenure it indicates he is dedicated to FTG.

Another indication of alignment is that the company’s stock option plan was cancelled in
2013 and replaced by a share unit plan, which is more favorable in my opinion. FTG’s
executive compensation does not seem exorbitant as FTG’s top 5 employees in 2017

https://seekingalpha.com/symbol/BA
https://seekingalpha.com/symbol/EADSF
https://seekingalpha.com/symbol/EADSY


9/20/2018 Firan Technology Group: High Risk, But Completed Acquisitions Could Bring A Lot Of Upside - Firan Technology Group Corp. (OTCMKT…

https://seekingalpha.com/article/4183781-firan-technology-group-high-risk-completed-acquisitions-bring-lot-upside 5/6

were paid a total of ~2% of sales, close to the ratio of one of my most successful
investments, Pacific Insight Electronics (“PIH”), which was comparable in size prior to it
being acquired for an 85% premium.

In addition to size, FTG reminds me a lot of PIH as they both supply electronic
components (PIH provided interior LED lighting and other components for cars), have
record backlogs, have CEOs with skin in the game and are operating in growing areas.

Summary and Recommendation

If FTG’s acquisitions turn out as expected, shares could be worth ~$3.50, for a 60% return
+10% per year compounding. When comparing the current price to my upside and
downside scenarios, the market is basically implying there is a 50% probability that FTG’s
acquisition strategy will fail completely and this seems quite negative given the good logic
behind the acquisitions and that FTG’s 2007 acquisition, which had a similar rationale,
seems to have worked out. Other reasons for the potential mispricing could be a) FTG
screens very poorly given the triple-digit P/E ratio and b) market participants require a lot
of patience to make the appropriate adjustments for the acquisitions, one-time events and
currency fluctuations. FTG’s positioning in growing markets is another positive; however,
there are risks regarding sales predictability, currency and customer concentration.
Because of the risks, I recommend a small initial position.

Valuation Assumptions

I assume that a $27M quarterly run rate of revenues will be reached in Q4 2018 and this is
based on management’s comments. Once guided profitability is achieved, this would
result in an operating margin of 10%. Then I added D&A, interest and implied interest on
operating leases and subtracted a 25% tax rate to get a quarterly unlevered OCF of $3.2M
and after maintenance CAPEX, I was left with a quarterly unlevered free cash flow of
$2.6M. Present valuing this using a 10% discount rate, adding the present value of tax
credits/benefits ($3.7M), cash ($2.6M) and subtracting debt and capitalized operating
leases ($23.7M) gives an equity value of $85M (any differences are due to rounding). I
also assume that the preferred shares, which are not getting or accruing dividends, get
converted to common. The resulting intrinsic value per share is $3.50, for a ~60% upside.

I am long FTG.

Disclosure: I am/we are long FTGFF.
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I wrote this article myself, and it expresses my own opinions. I am not receiving
compensation for it. I have no business relationship with any company whose stock is
mentioned in this article.

Additional disclosure: More information about PIH, my investing style and the
investment club I manage is available here: www.themoorjanireport.com/...

Editor's Note: This article covers one or more stocks trading at less than $1 per share
and/or with less than a $100 million market cap. Please be aware of the risks associated
with these stocks.

https://www.themoorjanireport.com/vantor-guests.

