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Summary 

• Vectrus was a recent ugly duckling spin-off that is quickly morphing into a 

lovely swan and a compelling investment. 

• Traditional spin dynamics provided motivation for management to 

undersell the story day 1. Prospects are much better than advertised. 

• Vectrus trades at less than 9x adjusted-EPS, substantially below peers, 

and has a ~10% FCF yield. Vectrus is a single large project win away 

from being a solid growth story. 

• A black swan event – ISIS, Ukraine/Russia crisis, etc., could enlarge the 

opportunity set, and provide a natural hedge to a market correction. 

• We see 50% upside over the next 12 months to $42 per shares based on 

modest top-line growth in 2H15 and multiple expansion to the low end of 

peers. 

 

 

 

 

 

 

 

 

 

 

Author Update Feb. 24, 2015 
 
US Sectretary of Defense Ashton Carter was recently in Afghanistan where he was 
quoted at a press conference: 
 

"Our priority now is to make sure this progress sticks,” Carter told a press 
conference. That is why President Obama is considering a number of options 
to reinforce our support for [Afghan] President [Ashraf] Ghani’s security 
strategy, including possible changes to the timeline for our drawdown of 
U.S. troops." 
(bold added) 

 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

This development could have a significant positive impact on shares of Vectrus. 
Afghanistan revenue for Vectrus was approximately $250 million in 2014, down from 
highs in excess of $600 million. Management has stated it will decline by up to 50% 
in 2015, and likely by a similar rate in 2016, before falling to zero in 2017 with the 
complete troop withdrawal. With above corporate average operating margins (likely 7-
8%) flat Afghanistan revenues would likely drive a $0.50-$0.60 improvement to EPS. 
 
Notably, Afghan President Ashraf Ghani is now scheduled to meet with President 
Obama in Washington DC in March, for the primary purpose of the US maintaining 
current troop/support levels in his country. President Ghani has been widely supported 
by the West, including by the Obama administration, and we believe there is a 
substantial probability that his request will be granted, in whole or part.  
 
We continue to believe that Vectrus is inexpensive versus peers on a relative 
basis. We're not currently modeling upside to management's guidance regarding 
Afghanistan, however if President Obama agrees to President Ghani's requests, 
that would likely prove a catalyst to drive Vectrus shares significantly higher.  
 

Author Update Feb. 19, 2015, 12:52 PM 
 
Since the publication of our original write-up share of Vectrus are up approximately 
14%. We believe shares remain compelling. 
 
Last night the biggest short/medium term risk to shares was eliminated, but there was 
no press release, nor has there been a discernible market response today. Specifically, 
the $411 million Thule program, awarded last November 6th, had been under protest 
by Greenland Contractors I-S. Last night the GAO rejected the protest. We wrote 
previously that this was a risk, albeit a small one, with ~90% of protests rejected. This 
positive development dramatically increases our confidence that Vectrus will achieve 
y/y growth in 2H15, a very good reason for multiple expansion. It's also notable that 
Thule is an Air Force program, which helps the company diversify away from its 
historically sizable Army exposure. 
 
In addition, since our original write-up there has been a call by President Obama for 
additional troops in the Middle East. We believe Vectrus is well positioned to benefit 
from heightened military tension. Obviously this is not something we'd like to see, but 
certainly we are comforted having a natural hedge in our portfolio - especially one 
trading at 11x EPS vs peers at 16x. 
 
 
 



"Contrariwise,' continued Tweedledee, 'if it was so, it might be; and if it were so, it would be; but 
as it isn't, it ain't. That's logic." 
 
― Lewis Carroll, Alice's Adventures in Wonderland & Through the Looking-Glass 
 
Vectrus' (NYSE:VEC) spin from Exelis (NYSE:XLS) should serve as a case study for a 
mispriced spin. From its unwieldy 18:1 share distribution structure, to its market cap which is 
1/15 of its former parent, to its worrisome decline in a major program and rapidly diminishing 
backlog, the story looked messy at best. While the factors likely resulted in significant forced 
selling and a depressed price in the short term, the facts are: 1) backlog is now the highest it's 
been in several years, 2) management/Board received significant RSUs and options priced post-
spin creating an incentive to be conservative, 3) the company's 4Q adjusted EPS guidance does 
NOT add back several 1-time items, suggesting Vectrus' guidance of $2.70-$2.90 for '14 
understates normalized EPS, and 4) the bid pipeline is robust, with a single meaningful 
additional win likely to turn Vectrus into a healthy growth story and drive multiple expansion - 
although the multiple is so far below peers we suspect it will expand regardless. 
 
While shares are up from spin levels, following 14% decline from December highs (we believe 
due to year-end and early January profit taking) shares are 9x our 2015 EPS estimate, a 
substantial discount to peers (average 16x 2015), while generating a 10%+ free cash flow 
yield. We believe Vectrus is a very attractive asset-light business (it shows up on the Magic 
Formula list) and we see 50% upside to shares in 2015 based on modest y/y top-line growth in 
2H15 and multiple expansion to the low-end of peers, particularly as the story gets out (CEO 
Ken Hunzeker appears at Cowen's Aerospace/Defense Conference on February 5th). In the event 
of one or more additional sizable contract awards, our expectations could prove meaningfully 
conservative. We also note that Vectrus could significantly benefit from a "black swan" military 
conflict (as they did with Afghanistan). While this is true of many government suppliers, given 
Vectrus' lower multiple and market cap, and limited current visibility from institutional 
investors, we'd argue they have much more to gain than peers. 
 
The art of the Spin 
 
Spin-offs are frequently much like IPOs sent through the looking glass. (We detail Pointer 
Telocation (NASDAQ:PNTR), another current spin opportunity, with different dynamics, in 
a separate write-up today). 
 
 
 



 
 
Unlike an IPO, where management tries to dress up a company to look as attractive as possible, a 
spin-company's prospects are often downplayed, operating targets understated, and the spin 
structure convoluted. The reason for this is incentives. Management often receives options or 
RSUs post-spin, and the lower the stock price, the lower the option strike price, and the more 
RSUs they receive. The party line is typically that it's a new company with moving pieces, and 
conservatism is prudent. However, it's certainly not a coincidence that academic studies 
demonstrate that spins systemically outperform, and that Joel Greenblatt dedicates a chapter 
of You Can Be A Stock Market Genius to spins. Given the tremendous success of recent 
government supplier spins Engility Holdings, Inc. (NYSE:EGL) and Science Applications 
International Corporation (NYSE:SAIC), Vectrus' Form-10 was high on our reading list last 
year. 
 
The Vectrus Spin 
 
Vectrus was spun off from Exelis, which itself was spun-off from ITT (NYSE:ITT) in 2011. 
There were some very interesting spinoff dynamics at play that likely created selling pressure. 
For example, for every 18 shares of Exelis one owned, one share of Vectrus was received. Thus, 
some investors were left with stub positions, which tend to be sold arbitrarily. At the time of the 
spin-off Vectrus sported a market cap just over $200 million, versus Exelis at $3 billion, again 
creating a reason for forced selling as owning such a small capitalization company was likely 
outside the mandate of certain Exelis holders. Finally, declining backlog was highlighted in the 



September 19 investor presentation for the spin, as was the decline in Afghanistan revenue, from 
$600+ million in 2012, to ~$250 million in 2014, to zero after 2016. 
 

 
 
Source: Vectrus Investor Presentation, September 19, 2014 
 
The fact that as of September 19th, Vectrus had won an additional $1 billion of contract awards 
during the 3rd quarter, is listed in the bullets below the bar graph, but clearly what stands out is 
the rapidly declining lines. While one of the awards Vectrus received in 3Q was under protest 
(and thus is could be argued it could be excluded), we're hard-pressed to believe that a high-
flying IPO would have been similarly conservative. We think they would have put their best foot 
forward and mentioned the potential slight risk of losing an awarded program to protest. Based 
on our research the cost of filing a protest with the GAO is de minimis, and over 90% of protests 
are rejected. The company was clearly being extremely conservative. 
 
As it turns out, there were significant incentives for conservatism and keeping the stock price 
low. 
 
On October 10th Vectrus made a significant one time "Founders' Grant" of options and restricted 
stock units (RSUs). 
 

 



 
 

As the company explains in its 3rd quarter 10-Q "these Founders' Grants were a special one-time 
award intended to closely align the economic interest of the recipients with the Vectrus 
shareholders." 
 
This makes a lot of sense to us and we highly value aligned managements. It also increases our 
confidence in our analysis - that management had significant incentive to be conservative with its 
initial projections. 
 
It's also striking that all outstanding Exelis Awards converted to grants of Vectrus RSU or 
options (on September 29th). We have seen a variety of cases with spins where employees retain 
ownership of securities from their former parent-co instead of converting to spin-co shares. This 
again strikes us as a bullish signal. 
 
Finally, it's notable that November 7th, CEO Ken Hunzeker exercised 20,287 expiring options at 
$24.21 a share and while he sold 9,450 to cover taxes, he retained the rest. On November 14th, 
Board Member Stephen Waechter made an open market purchase of 5,000 shares at an average 
of $25.42 (shares currently trade at less than 10% above this level) suggesting further optimism. 
 
So, clearly, there was an incentive for conservatism, but what about Vectrus' actual business 
operations? 
 
Vectrus' Business 



Given that there have been several previous write-ups such as here and herein this forum, we will 
keep this section relatively brief. 
 
Vectrus is in the defense industry and is an outsource service provider to the military with long-
term contracts, primarily to the US Army. 
 
They have 3 primary capabilities, infrastructure asset management, information technology and 
network communication services, and logistics and supply chain management. 
 

 

 
 

Source: Vectrus Investor Presentation p. 16 
 
In each of these business lines, Vectrus has a flexible cost structure as they hire staff to support 
the various businesses, and have relatively limited fixed costs. 
 
It's notable that the contracting process is somewhat unique. We believe there is a more 
substantial moat than most would think. The breadth of responsibilities under contracts tends to 
be very broad. Bidders have to prove a consistent ability to execute on a wide range of services, 
as well as have requisite security clearances, low price, and credibility. Incumbents typically 
have a significant advantage as risk adjustments may be made to the bids of new entrants. With 
many multi-year duration contracts, companies in the space have been rewarded with healthy 
multiples. Certainly Vectrus' many long-term relationships should benefit the company in terms 
of revenue stability and longer-term growth opportunities. 
 



 
 

Source: Vectrus Investor Presentation p. 20 
 
Vectrus' Business Trends 
 
On October 31st Vectrus, via a Danish company they own, won a $411 million U.S. Air Force 
Thule Base Maintenance Contract, demonstrating further business momentum. By the time 3Q 
earnings were reported on November 11th, Vectrus' backlog slide looked demonstrably better. 
 

 



Source: Vectrus 3Q 2014 Earnings Presentation 
 
As of 3Q results, backlog now stood at the highest level since 2012. This is not a shrinking 
company, but a growing company. 
 
As Vectrus CEO Ken Hunzeker said in his prepared remarks: 
 

“Our pipeline of potential new opportunities over the next three years is more than $10 
billion and our track record is solid with $2.4 billion of new awards and seven new IDIQ 
contracts in the last 20 months.” 
 

He continued: 
 

“In the past few months, we were awarded three key contracts in our base business, 
which are consistent with our strategy and expected to add $1.4 billion of backlog as well 
as approximately $200 million of annualized revenue.” 

 
In addition, management commented that they were waiting on results of an additional $1 billion 
of bids and had $1.5 billion more to submit in the next 60-90 days. 
 
In regard to Afghanistan, which declined in 3Q to $66 million (a $56 million decline y/y) 
Hunzeker said: 
 

"... and what we've seen this year is a 50% decline. I think at the worst case, for next year 
in 2015 we may see another 50% decline, but I think that's worst case at this point. But 
that's all dependent on what happens with troop levels." 

 
Following this comment, Stifel analyst Bill Loomis, who does not currently cover Vectrus, 
astutely asked: 
 

“So with the $200 million of revenues from just the three wins you talked about, your 
base programs are stable based on what you're seeing for fourth quarter and the growth 
you saw in third quarter or stability in third quarter. So I mean in 2015 you're not giving 
guidance, but I mean it sounds like it's - I mean the revenues will grow, I mean is that a 
fair statement?” 

 
By our math, that makes sense. If there is $200 million of new revenue, or $50 million of new 
revenue per quarter, and Afghanistan worst case is declining by 50% (i.e. $33 million in 3Q 2015 
vs. 2014) and the remainder of the business is stable, then the company in 2H15 should comp 
positively. Management stated that all business does not start on January 1st, which in our view 
is a reasonable comment, and that they were waiting on protest outcomes (all have come out in 



Vectrus' favor to date, although Thule is still outstanding with a decision likely by February 
20th). However, setting timing aside and assuming a rejected protest, then by 2H15 Vectrus will 
be comping positively and be a growth story. 
 
Of course, with $3 billion in identified annual qualified bids in the pipeline, if the company can 
win another large bid or two in the relatively near term, the growth story could gain significant 
traction. 
 
 

 
 
 
Source: Vectrus Investor Presentation p. 26 
 
Understated Guidance 
 
In addition to the promising growth trends that we addressed in the previous section, it also 
appears that management has been conservative with earnings guidance. Specifically, it appears 
that the $2.70-$2.90 EPS guidance for 2014 includes multiple one-time/non-recurring expenses. 
 
Management seems to be adding back only separation costs in its EPS guidance. On the call, 
Vectrus CFO Matthew Klein stated that in 4Q there will be " a slight severance charge.... equity 
grants that will kind of put some pressure on our income as a new company." According to page 
12 of Vectrus' 3Q 10-Q these grants amount to $2 million, which we calculate at $0.12 per share. 
Later in the call, Klein commented that there are some duplicative costs in the early stages of the 
spin to ensure preparedness and that: 
 



"Our costs probably are a little bit high in the third quarter, and we'll work on those in the 
coming quarters to kind of lean out operations. So, we should see a little bit of 
improvement in our cost structure going forward." 

 
At the time of the spin, the company suggested 4-5% operating margins should be attainable. We 
are not suggesting these numbers are too conservative. However, it appears that the 2014 
baseline EPS is conservative, normalizing for 1-timers. If Vectrus' revenue remains flat in 2015, 
which we believe is not overly optimistic, and they can achieve a 4.5% operating margin, the 
company would earn almost $3. 

 

 
 
Source: Dane Capital Management LLC estimates 
 
When Vectrus reports 4Q, we expect the company to lay out preliminary full-year guidance for 
2015. We wouldn't be surprised if they lay out guidance broad enough to drive a truck through. 
However, even in a draconian case where revenue is $1.15bn and operating margins are 4.0%, 
EPS would still be $2.51, meaning the company is trading at just 11x EPS in a sector that trades 
at 16x. In addition, net income equals free cash flow, providing significant flexibility should 
shares perform poorly. However, if the company wins new programs or margins trend towards 
5% (both of which we believe will happen) the story gets interesting in a hurry. We wouldn't be 
surprised to see an EPS run-rate approaching $3.50 exiting 2015. 
 
Afghanistan 
 
With Afghanistan becoming a diminishing portion of Vectrus' revenue it's not a segment for 
which we have high expectations - we are assuming $125 million in 2015, $65 million in 2016 
and zero thereafter. However, it's possible that these figures could prove conservative. As we 
noted previously, CEO Hunzeker suggested that a 50% decline in Afghanistan revenue in 2015 
represents a worst case scenario. Further, Afghanistan President Ashraf Ghani appearedearlier 
this month on 60 Minutes where he suggested that the US might want to reexamine (extend) its 
pullout deadline. While we certainly don't see Afghanistan as a growth engine, we believe there 
is far more risk to the upside than to the downside in Afghanistan revenue estimates. 



 
Valuation 
 
Adjusting for 1-time events, we believe 2014 EPS will be approximately $3.00 (we are taking 
the mid-point of guidance and adding $0.20). To be clear, we're not advocates of aggressive 
accounting in calculating EPS, but Vectrus appears unduly conservative and should be evaluated 
on a like-for-like basis with peers. We believe 2015 EPS will likely be $3.00+ with a higher exit 
run rate, and lower EPS in 1H. In the event of sizable new contract awards, we believe 2016 EPS 
could grow substantially. 
 
Following the spin, the company took on $140 million of debt at rates under 3% as of the end of 
September. At the end of 3Q, Vectrus had $42 million in cash, however we expect this figure to 
decline by $13-$15 million in 4Q due to the timing of certain payments (free cash flow through 3 
quarters was $38 million). However, we think it's also worth noting that Vectrus ended 3Q with 
receivables of $188 million (mostly from the US Government, a pretty solid credit) and $138 
million in payables and employees benefits, combined. In other words, the very manageable debt 
load, which is low relative to peers, is even more conservative when taking working capital into 
consideration. 
 
Vectrus will use its free cash flow to make required principal payments, although we hope they 
return excess capital to shareholders given their essentially non-existent cap-ex requirements and 
the limited need for acquisitions (we believe their sales funnel is already quite expansive). 
 
Vectrus trades at 9x our 2015 EPS estimate. A universe of comparable companies that includes 
CACI International (NYSE:CACI), Engility, ICF International (NASDAQ:ICFI), Leidos 
Holdings, Inc (NYSE:LDOS), ManTech International (NASDAQ:MANT), NCI, Inc 
(NASDAQ:NCIT), SAIC, and VSE Corp. (NASDAQ:VSEC), trade from 13.9x to 22.1x 2015 
EPS, with an average just over 16x, and a median just below 16x. If Vectrus traded at the low-
end of this range, it would be $42. If our EPS estimate is too optimistic, and EPS is $2.50, a 14x 
multiple implies a $35 price. 
 
Black Swans 
 
The last 4 months have been exceedingly volatile both in financial markets and in politics - of 
course, they're interrelated. Falling oil prices could end up leading to civil or political unrest. 
ISIS could further destabilize an already uncertain Middle East. The situation between Russian 
and Ukraine remains unresolved. All of these concerns and more have resulted in stock market 
volatility not seen in years. While we are always looking for alpha-generating ideas, in such an 
environment, we particularly look for ideas that don't correlate to the general market, and 
actually stand to benefit should things go wrong. While we have little interest in profiting due to 
global hardship, should there be a higher level of US military engagement, Vectrus, and its peers 
stand to benefit. Not to be flippant, but at the height of Vectrus' military program in Afghanistan, 
in 2012 and 2013 the company earned $6 and $8 per share, respectively. Given its relatively 
diminutive market cap ($290 million) and currently low P/E multiple, if there was a new event 
akin to the activities in Afghanistan, Vectrus could benefit disproportionately. With its 
compelling valuation, significantly aligned/incentivized management, and potential to benefit in 



a black swan situation (while simultaneously providing a market hedge), we think Vectrus 
represents a significantly asymmetric opportunity. 
 
Risks 
 
There are multiple risks associated with Vectrus. 
 
The company has a limited operating history as a standalone company. 
 
The recent bevy of new program awards may not be representative of overall trends, and Vectrus 
may see its backlog decline in 2015. 
 
We believe the program in Afghanistan possesses margins above the corporate average. While 
we think the guidance of 4-5% operating margins contemplates declining Afghanistan revenue, 
we may be incorrect in our estimates. 
 
There are numerous industry competitors that are larger or have greater financial resources than 
Vectrus. 
 
A Final Thought 
 
We suspect that in the months ahead, Vectrus will receive new research coverage (currently there 
is a single publishing analyst). The company's recent hire of former sell-side analyst Mike Smith 
to head Investor Relations should certainly help in that effort - not to mention in effectively 
telling the story to the buy-side. We believe that as institutions begin to learn about Vectrus, the 
huge multiple discount will close. 
 
We also think the current share price is something of an aberration. On December 15th, shares 
hit a high of $32.34, and on December 28th were still over $30. We suspect that some funds 
locked in profits at year end, while other deferred profit taking until January, or simply cleaned 
out stub/legacy positions - a view supported by exploding trading volume and price volatility in 
early January, on no news. 
 
 
 
 
 



 
 
Source: Yahoo Finance 
 
Notably, on January 5-7th, the stock traded several multiples of its average daily volume. Today, 
just 55,000 shares traded. In our view, New Year's cleaning has created a compelling entry point 
for a stock situated for outperformance in 2015. 
 
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. 
 
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. 
 



Disclosure: The author is long VEC, PNTR. 
 
The author wrote this article themselves, and it expresses their own opinions. The author is not 
receiving compensation for it (other than from Seeking Alpha). The author has 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 these stocks. 
 
 
 
 
 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 
 
 
 
 
 


