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Summary 

• Magnetek has beaten EPS estimates by 40% per 

quarter the last 2 quarters. Despite excellent 

momentum, shares trade at just 7x 2015 EPS and 

offer a 14% unlevered FCF yield. 

• 1Q book-to-bill was 1.08, with almost half the 

bookings in March, a trend which continued through 

April, according to management on the 1Q earnings 

conference call in early May. 

• Despite excellent fundamentals, shares have fallen 

30% from March highs, and 21% over the last 7 

weeks, creating a compelling entry point. 
 
 
In the current frothy market, it's unusual to find a company with strong business momentum 
trading at 7x EPS, producing a 14% free cash flow yield. Yet, such is the case with Magnetek 



(NYSEMKT:MAG), a company whose stock price appears to be experiencing a complete 
dislocation between price and fundamentals. 
 
We wrote about Magnetek in a Top Idea last November, and we're confident that we're not 
missing anything - in fact our conviction is higher. While shares move up 35% from our original 
write-up, on the heels of strong 4Q results, they are now down 23% year-to-date, and 6% from 
when we first suggested the stock. We believe the recent steep share price decline represents a 
compelling buying opportunity, and we believe investors will be rewarded by at least 50% 
upside over the next 6-12 months - approximately 12x EPS (ex-cash). 
 
In our view, Magnetek's sell-off is largely a function of being a micro-cap stock. Much like 
Digirad (NASDAQ:DRAD), which we wrote about last week in a Top Idea, we think shares 
have been pushed lower by one or two large sellers. Price appears to be completely detached 
from excellent fundamentals, with shares massively underperforming indices year to date. 
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Company Background 
 
Magnetek was founded in 1984 and has become a leading supplier of DC controls, electric 
motors and motion control systems for the materials handling (primarily cranes and hoists - 72% 
of 2014 revenues), elevator (22%), and mining markets (4%), primarily in North America. The 
company has a large customer base with over 70,000 elevators worldwide using its products, and 
over 10,000 drive systems that have been installed on cranes and lifts. To be clear, these are not 
particularly exciting businesses, and management has suggested the company can grow 
somewhat faster than GDP or around 4-5% per year on average. (Their investor presentation 
is here). Despite this modest longer-term growth rate, sales increased 10% y/y in 1Q and 



importantly, the company is competing for, and winning, a greater amount of large deals, which 
typically carry higher margins. 
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It is also worth noting that Magnetek has a diversified top-tier, long-term customer base. Its top-
3 customers represent only 13% of revenues. 
 
Magnetek Customer Base 
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Thesis 
 
Our thesis last November was that Magnetek consistently produced substantial free cash flow 
(i.e. $10M+ per year at trough), but was forced to use all of it to pay pension obligations, which 
had exploded due to falling interest rates over the past several years. Based on the company's 3Q 
2014 earnings report, we thought this situation would change, with benefits accruing to equity 
holders. When the company reported 3Q results last year, they stated that after two $4 million 
payments, one due in 4Q and the other in January, Magnetek would only be required to pay $2-
$3 million per year in 2016-18, leaving the company with ~$13 million in annual free cash flow 
by our estimates, on a $110 million enterprise value - meaning the company offered a 12% 
unlevered free cash flow yield assuming business remained stable at current levels. We also 
posited that management would establish a generous dividend. We continue to expect at least a 
$0.50 quarterly dividend, although we now expect this to be a 2016 event instead of 2015. 
 
As it turns out, business has not been stable, as we conservatively estimated, it has 
dramatically accelerated. The company beat 4Q EPS by 40%, reporting $1.01, on just 6% 
revenue upside from 4Q estimates, illustrating the tremendous leverage to the model. In 1Q, the 
company reported $0.67 from continuing operations, beating the sole sell-side estimate of $0.53. 
However, the company had $100k of expedited freight costs due to California port closures, 
$100k due to plant inefficiencies from port-related inventory challenges, and $100k above trend 
R&D due to a one-time project. In aggregate, these one-time events had an $0.08 negative EPS 
impact, meaning on a normalized level, EPS would have been $0.75, another 40% earnings beat. 
To give an even better sense of how understated 1Q margins likely are, management noted that 
January revenue was $6.5 million while March approached $12 million (~45% of quarterly 
revenue) resulting in extremely inefficient plant loadings. We suspect simply enjoying consistent 
plant loadings will materially boost margins. 
 
It is also worth noting that not only sales, but bookings accelerated dramatically during 1Q. 
According to management, bookings in March represented almost 50% of quarterly bookings. 
The company had a 1Q book-to-bill of 1.08, and a 12% backlog improvement from the prior year 
1Q. 
 

“While the first quarter started out slowly with the typical seasonal softness in material 
handling markets, our order and sales activity increased significantly toward the end of 
the quarter. In fact, we booked nearly 50% of our first-quarter orders during the month of 
March, including a number of large-scale bundled material handling projects. We were 
able to gain market share in several areas during the first quarter as well.” 

 
- Peter McCormick, Magnetek President and CEO 

 
On the early May 1Q call, CFO Marty Schwenner added that bookings strength from March had 
continued into April. 



 
In sum, 1Q was an outstanding quarter, in which revenue grew 10% organically, GM expanded 
150bps, operating income increased 74%, adjusted EBITDA 23%, and bookings grew and 
accelerated during the quarter - with "a number of large-scale bundled material handling 
projects" which tend to carry higher margins. About the only negative was a $2.5 million 
sequential decline in cash due to higher receivables from a back-end loading quarter. However, 
management addressed that as well, and stated that cash should grow to $12 million by the end 
of 2Q, up $5 million sequentially. 
 
Another bite at the apple 
 
Our thesis on Magnetek is unchanged from last November. The stock is cheap (cheaper than 
when we first wrote about it), business is strong, and just as was the case last November, we are 
not relying on a further improvement in business conditions to justify our positive view on 
shares. While we believe business could, and likely will, substantially improve, if 2016 
resembles 2015 (i.e. flat y/y from 2015 levels), this stock is exceptionally cheap. 
 
Assuming adjusted EBITDA grows 12.5% this year, well below the 23% 1Q growth rate, full-
year 2015 EBITDA would be $18 million (we wouldn't be shocked if it approaches $20 million). 
Capex and taxes should collectively be just over $1 million (the company has over $200 million 
in NOLs), meaning without pension payments, FCF would be ~$17 million. This year, the 
company paid a $4 million pension payment in January, leaving $13 million in free cash flow 
(assuming they achieve $18 million of EBITDA) on an enterprise value of $105 million ($117 
million market cap, less $12 million cash at end of 2Q). However, assuming zero growth in 
2016, and the midpoint of pension obligation ($2.5 million), free cash flow in 2016 would be 
$14.5 million, or about $4 per share, representing a 14% free cash flow yield. We think these 
assumptions are likely conservative (probably quite conservative) barring a major economic 
downturn, in which higher priced, levered industrials likely have much greater downside, in our 
view. 
 
We think the recent decline in shares represents a compelling buying opportunity, another bite at 
the apple, and a chance we didn't expect to see again. 
 
Conclusion 
 
We found Magnetek's trading activity last Tuesday noteworthy. Sidoti upgraded shares of 
Magnetek to Buy (with a $45 price target), and shares traded up 5.7% before ultimately closing 
down 4.2%, on 95,000 shares, 9x average daily volume. This decline increased our conviction 
that someone is moving aggressively to exit its position - and used Tuesday's higher volume as 
an opportunity to sell. 
 
We remain highly convicted in this name. If (or more likely, when) interest rates rise, the 
pension obligation will decline, providing a nice hedge against rising rates. Based on typical 
seasonality for the remainder of 2015 and no growth in 2016, the stock is cheap. We see 
additional earnings beats and the washing out of the current seller(s) as the nearest-term catalyst. 
Specifically, Sidoti is at EPS of $3.59 and $3.81 for 2015 and 2016, respectively. We think 2015 



will be $4.00, and expect material upside to 2Q results. We note that management pre-announced 
4Q 2015, and if our estimates are accurate, we wouldn't be shocked if the company positively 
previewed 2Q. In addition, given our expectations of strong y/y comps, margin expansion and 
balance sheet improvement, we suspect the company will appear on more and more value 
screens, despite its micro-cap stature. 
 
Longer term, we are confident that Magnetek will institute a significant dividend which should 
help bring in an incremental investor base. 
 
This is a company we know well and a management we trust. They are value-builders, not 
kingdom builders and we are optimistic shareholders will be rewarded. There is simply too much 
value waiting to be unlocked and a lot of cash that will be generated in years to come. 
 
Disclaimer: This article was provided for informational purposes only. Nothing contained herein 
should be construed as an offer, solicitation, or recommendation to buy or sell any investment or 
security, or to provide you with an investment strategy, mentioned herein. Nor is this intended to 
be relied upon as the basis for making any purchase, sale or investment decision regarding any 
security. Rather, this merely expresses Dane's opinion, which is based on information obtained 
from sources believed to be accurate and reliable and has included references where practical and 
available. However, such information is presented "as is", without warranty of any kind, whether 
express or implied. Dane makes no representation as to the accuracy, timeliness, or completeness 
of any such information or with regard to the results to be obtained from its use should anything 
be taken as a recommendation for any security, portfolio of securities, or an investment strategy 
that may be suitable for you. 
 
Dane Capital Management, LLC (including its members, partners, affiliates, employees, and/or 
consultants) (collectively, "Dane") along with its clients and/or investors may transact in the 
securities covered herein and may be long, short, or neutral at any time hereafter regardless of 
the initial recommendation. All expressions of opinion are subject to change without notice, and 
Dane does not undertake to update or supplement this report or any of the information contained 
herein. Dane is not a broker/dealer or investment advisor registered with the SEC, Financial 
Industry Regulatory Authority, Inc. ("FINRA") or with any state securities regulatory authority. 
Before making any investment decision you should conduct thorough personal research and due 
diligence, including, but not limited to, the suitability of any transaction to your risk tolerance 
and investment objectives and you should consult your own tax, financial and legal experts as 
warranted. 
 
Disclosure: I am/we are long DRAD, MAG. 
 
I wrote this article myself, and it expresses my own opinions. I am not receiving compensation 
for it (other than from Seeking Alpha). I have no business relationship with any company whose 
stock is mentioned in this article. 
 
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 thesis. 
 


