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I N V E S T O R  I N S I G H T

Harry Hartford  
Causeway Capital Management

Flight Plan

With a keen eye on valuation, Causeway 
Capital over time has proven quite skilled 
at investing in cyclical companies whose 
volatility may scare other investors away. 
In a market where cycles and volatility 
have gone a bit haywire, Causeway Presi-
dent Harry Hartford and Portfolio Man-
ager Jonathan Eng describe where they see 
opportunity in returning to some previous 
winners.

Causeway came out with a paper early in 
the recent market crisis describing oppor-
tunity you were finding in more-cyclical 
companies. Describe your thinking there 
and how you acted on that.

Harry Hartford: As the economic cycle 
was truncated quite dramatically, almost 
any company deemed even nominally 
cyclical went on sale at clearance prices, 

which meant we could be very selective in 
focusing on best-in-class operators in ar-
eas like transportation, tourism/hospital-
ity, industrials and materials. By selective, 
that meant companies that we believe have 
excellent management teams, defensible 
franchises and the resources to weather 
the current environment. Also, as always, 
it was critical to assess if there were any 
structural issues – especially in light of the 
current crisis – that might derail the rever-
sion to the mean we were counting on. In 
many cases we were buying companies 
we’d owned before, had sold due to valu-
ation, and they were now again attractive. 

Jonathan Eng: To give a couple examples, 
we reestablished a position in Compass 
Group [London: CPG], which is a global 
food-services business serving the educa-
tional, healthcare, corporate and sports/
entertainment markets. Its business has 
been directly hit by the economic fallout 
from the coronavirus, but has over the 
long term been a quite stable compounder 
of value. We also bought back into Vinci 
[Paris:DG], which is a French company 
that owns and manages tollroads and 
related concessions, airports and related 
concessions, and also has a big infrastruc-
ture construction business. A number of 
its businesses have also been directly im-
pacted in the current environment, but 
we believe the issues are not permanent, 
the company is well-managed and finan-
cially sound, and that it will come through 
all this as strong on the other side. That 
longer-term view we didn’t think was re-
flected in the share price, which was cut 
in half from mid-February to mid-March. 

You've also highlighted finding opportu-
nity in aviation and aerospace, another in-
dustry in distress. To flesh out an example, 
describe the upside you see today in Rolls-
Royce [London: RR].

JE: Rolls-Royce manufactures airplane 
engines for wide-body aircraft such as the 
Airbus A330, the Airbus A350 and the 
Boeing 787. This market is essentially a 
duopoly with General Electric, and sports 
an attractive business model. Engines are 
typically sold at a loss, but then generate a 
cash-flow stream over some 25 years based 
– in Rolls-Royce’s case – on the number of
hours planes with its engines are in the air.
It is responsible for major servicing of the
engines every five to seven years, but the
aftermarket annuity stream is usually 4-5x
the original purchase price paid.

Even before the pandemic problem, 
the company was struggling with issues 
around its Trent 1000 engine, which is 
used on the 787. The blades haven’t lasted 
nearly as long as expected, so there’s been 
incremental maintenance required that the 
company hadn’t accounted for. The fixes 
have also taken time, so it’s had to lease 
replacement planes for Boeing to compen-
sate. On top of all that, when the planes 
can’t fly they’re not earning Rolls any on-
going revenue. It all snowballs in a nega-
tive way and the company has taken a hit 
on the Trent 1000 of some £2.4 billion in 
cash flow over the past three years.

HH: Our sense that the company was 
getting on top of this problem is what 
brought us back to the stock in January 
and February. If we were right, we thought 
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its monopoly position in the A330 and 
A350 programs were poised to generate a 
tremendous amount of cash that would be 
far more visible as the extraordinary Trent 
1000 costs fell away. Then COVID-19 hit.

How are you processing the financial im-
pact of that?

JE: We estimate Rolls could lose something 
on the order of £1.5 billion in revenue this 
year due to the crisis. Offsetting that, how-
ever, management is confident that they 
can cut operating and capital expenses 
by approximately £1 billion to help off-

set that. That means free cash flow overall 
could come in at up to negative £500 mil-
lion this year. That’s obviously not good, 
but against roughly £7 billion in liquidity 
the company has from net cash on hand 
and from drawing down revolving credit 
lines, it wouldn’t be a catastrophe.

While the growth trajectory has been 
stretched out, we ultimately believe the 
medical breakthroughs needed for society 
to jettison “social distancing” are within 
a two-year investment horizon, and that 
secular air passenger demand will rise 
again. Air-travel penetration in emerging 
economies with rising incomes have plen-

ty of room to grow, which should translate 
into good growth in global aircraft orders. 
You can see that in the order-backlog 
numbers, which are coming down but still 
indicate strong forward demand. Given 
the strength of its market position and the 
attractiveness of its business model, Rolls 
should be very well positioned to reap the 
benefits of that long-term demand.

With a longer-term outlook, how cheap 
do you consider the stock at today’s £3.60 
price, down 60% from a year ago?

JE: Within the next two years, with £500 
million in free cash flow from the compa-
ny’s defense and power-systems divisions, 
and with revenue flying hours in the engine 
business back to where they were prior to 
the Trent 1000 issues and the pandemic, 
we believe the company can generate £1.5 
billion in free cash flow. The market cap 
today is £6.2 billion. Free-cash-flow yields 
in the sector used to be more in the 5% 
range, but even at 10% the market value 
on our estimate of normalized free cash 
would be nearly 2.5x today’s level.

There are two very big issues here that 
you have to believe are temporary in na-
ture. It would be pretty easy to look at this 
and say it’s just too hard. We don’t think 
that’s the right conclusion.  

Has anything surprised you about the mar-
ket’s behavior over the past two months?

HH: One of the great things about equity 
markets is that they clear every single day. 
What’s made the recent situation more 
challenging for any investor whose pro-
cess is primarily focused on valuation, 
however, is that while, yes, we’ve had 
market clearing, price discovery has often 
been all over the place. 

I’d illustrate that with an example, also 
in the aerospace industry. Boeing [BA] ob-
viously has issues, of its own making and 
associated now with the coronavirus. But 
you could have bought Boeing shares at 
$95 on March 20 and sold them at $180 
on March 26. And there was a weekend 
in between. The notion that the single-
largest U.S. export company could have 

I N V E S T O R  I N S I G H T :  Investing in Crisis 

111

Rolls-Royce           
(London: RR)

Business: Designs, develops, manufactures 
and services wide-body commercial aircraft 
engines, systems for civil power generation and 
defense-related systems and equipment.       

Share Information 
(@4/29/20, Exchange Rate: $1 = £0.80):

Price £3.58
52-Week Range £2.49 – £9.40
Dividend Yield 0.0%
Market Cap £6.17 billion

Financials (TTM):

Revenue £16.59 billion
Operating Profit Margin (-4.8%)
Net Profit Margin (-7.9%)

Valuation Metrics
(@4/29/20):

 RR S&P 500
P/E (TTM) n/a 22.5 
Forward P/E (Est.) 41.1 21.0

Largest Institutional Owners
(@12/31/19 or latest filing):

Company  % Owned
Capital Research & Mgmt  5.3%
Harris Associates  5.0%
Baillie Gifford  4.8%
Causeway Capital  4.8%
ValueAct Capital  4.5%

Short Interest (as of 4/15/20):

Shares Short/Float  n/a
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THE BOTTOM LINE
The positives of the company's business model, its market position, and the long-term 
secular growth in its industry are being obscured by a difficult product issue and now the 
pandemic-induced economic crisis, says Jonathan Eng. Assuming a 10% free-cash-flow 
yield on his normalized estimates, the stock would trade at nearly 2.5x its current level. 

Sources: Company reports, other publicly available information
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its underlying equity value move 100% in 
four working days, that says to me that 
investors in many cases don’t really have 
a clue. We’ve had stocks move 40% intra-
day. [Note: Boeing shares closed recently 
at just under $139.]

There are many stocks we’ve been buy-
ing or have bought, but we haven’t been 
able to buy enough of them because the 
share prices have been gyrating all over 
the place. But that’s why you have a dis-
cipline. If stocks clear at a price where 

you’re comfortable buying, you should be 
buying. If they don’t, be patient.  VII    
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Investing involves risk including loss of principal. There is no guarantee that the Causeway Funds will meet their stated objectives. In 
additional to the normal risks associated with investing, international investments may involve risk of capital loss from unfavorable 
fluctuation in currency values, from differences in generally accepted accounting principles or from economic or political instability in 
other nations. Current and future holdings are subject to risk. There is no guarantee that securities mentioned will remain in or out of the 
Fund. Emerging markets involve heightened risks related to the same factors as well as increased volatility and lower trading volume. 
Investments in smaller companies involve additional risks and typically exhibit higher volatility. Diversification does not prevent all 
investment losses.

To determine if a Fund is appropriate investment for you, carefully consider the Fund’s investment objectives, risk factors, charges and 
expenses before investing. This and other information can be found in the Fund’s full or summary prospectus, which may be obtained by 
calling 1-866-947-7000. Read it carefully before investing.

This article expresses the portfolio managers' views as of the date of its writing and should not be relied on as research or investment advice 
regarding any stock. These views and any portfolio holdings and characteristics are subject to change. There is no guarantee that any 
forecasts made will come to pass. Any securities identified and described do not represent all of the securities purchased, sold or 
recommended for the respective Funds.

The top 10 holdings for the Causeway Global Value Fund can be viewed here: https://www.causewaycap.com/fund/global-value/

The top 10 holdings for the Causeway International Value Fund can be viewed here: https://www.causewaycap.com/fund/international-
value-fund/

Causeway Funds are distributed by SEI Investments Co, (SIDCO), 1 Freedom Valley Drive, Oaks, PA 19456, which is not affiliated with 
Causeway Capital Management LLC.
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