Screening for Balance Sheet Strength

‘It sounds extraordinary but jt’s a fact that balance sheets can make fascinating
reading”

Mary Archer
January, 2015
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Balance Sheet Analysis — Why?

Analysis of the balance sheet is important for many reasons:

- Understanding earnings quality (The Balance Sheet is the Residual for Accruals)

- Understanding returns (The Balance Sheet represents a measure of the investment in the business)

- Understanding deep value opportunities (Discount to NTA opportunities).

The Balance Sheet also is important in its own right as a driver of the risk/reward equation:

- As a source of optional value (positive or negative): Opportunity to deploy cheap capital (or requirement to raise expensive
capital/forced divestments);

- As a source of liguidity/solvency risk.
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Balance Sheet as a Source of Positive Optional Value

A strong balance sheet not only reduces risk, it offers the potential to create value:
This can be either via acquisitions. Eg. Hansen:

Surplus cash... . . deployed into accretive <« ... drives share price re-rating
acquisitions...
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Balance Sheet as a Source of Positive Optional Value

» Or via various forms of capital management:

» Distribution of excess franking

credits.

* Buy-back cheap stock.

e ... Or to support the share price
ahead of capital management!
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Balance Sheet as a Source of Positive Optional Value

* Note that sometimes the balance sheet is not necessarily creating value, but offers an offset to
deterioration in the underlying performance of the business. For example, Reckon:

« Use of under-geared balance

sheet...

« ... to make acquisitions and
buyback stock....

Propped up shareholder returns in
the face of underlying deterioration.
At a minimum, this buys time for
shareholders to exit.
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Balance Sheet as a Source of Negative Optional Value

» This process works in reverse, where excess gearing destroys value:

* Forcing companies to sell their best

businesses...
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Balance Sheet as a Source of Negative Option Value

And note that once the banks take
control, they transfer significant value
from shareholders, to themselves...

CONSOLIDATED

E.g. Breach of bank covenants crystallise

large step up in financing costs.

+ asset sales and dilutive capital raisings.
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(a) Net financing costs from continuing operations
Financial income:
« Interest income 34 5.4
~=——=_Net foreign exchange gains - 216
wcome 270
Financial expenses;
+ Interest expense® (84.2)
» Less capitalised interest expense on qualifying © 18.8
(65.4)
« Net foreign exchange losses -
« Individually significant items - Note 10 -
+ Other borrowing costs® Aan
Total financial expenses (181.2) (69.5)
Total net financing costs (77.8) (42.5)
(b) Net interest from continuing operations:
+ Interest income 3.4 54
« Interest expense (90.6) (84.2)
» Less capitalised interest expense on qualifying capital expenditure n.3 18.8
(79.3) (65.4)
Total net interest (75.9) (60.0)

(1) Current year includes default interest associated with breach of bank covenants.

(2) Borrowing costs in the current year include waiver fees and adviser fees incurred due to breach of bank covenants. Refer
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Liquidity and Solvency

Balance sheet strength is traditionally measured with respect to liquidity and solvency:

- Solvency: Ability of a company to meet long term financial obligations
- Liquidity: Ability of a company to meet short term financial obligations.

Both of these issues can destroy long term equity value. This process is:

- Part of a Continuum — not just solvent or insolvent

- Movement along this continuum is dynamic;

- This creates Inter-dependence — Liquidity impacts solvency, solvency impacts liquidity; and

- Non-linearities in impact due to asymmetry and feedback.
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Liquidity

« Liquidity is usually considered relative to the maturity of debt facilities. However, this can be misleading as if

covenants are breached, debt is usually immediately payable.

* May also measure liquidity via:

Current Ratio = Current Assets/Current Liabilities

Acid Test = (Cash + Receivables)/Current Liabilities
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this case. i.e. some liabilities do not reflect
cash outflow (but rather a lack of future
inflow)
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Solvency

« We traditionally measure Solvency in two ways:

Relative to Assets (Gearing)

Relative to Income (Coverage)

Gearing Ratios (Examples)

Coverage Ratios (Examples)

Net Debt/Equity

Interest Cover (EBIT/Net Int)

Net Debt/(D+E)

Interest Cover (EBITDA/Net Int)

Net Debt/Tangible Funds Employed

Fixed Charges (EBITR/Net Int. + Leases)

Liabilities/Equity

EBITDA Cover (Net Debt/EBITDA)

+ However, simplistic application of these formulas can be dangerous without consideration of:

- What is the nature of the assets or liabilities you are leveraging against?

- What is the nature of the income you are leveraging against?
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Gearing — Points to Note

« Some assets are better at supporting debt than others
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... and their earnings power. i.e. May be hard to
earn economic profits on intangibles.
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Gearing — Points to Note

« But need to understand reliability of tangible asset

valuations.
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Gearing - Liabilities

We tend to focus on net debt, but other liabilities are real.

» For example — prepaid contract liabilities:

» Deferred acquisition consideration

IVC - Net Liabilities

1,200

1,000 1

800 H

600

400

200 H

O a

mOp. Leases

m Other LT Liabilities

m Net Debt
m Equity

2003

2005

BBG - Assets

mmmm Fixed Assets
Net Debt
e=mme N et Debt + Deferred Payment

1,500 -

= Other Long Term Assets
2,000 - mmmmm |ntangible Funds
mmmm Net Current Assets

1,000

500 +

0

* Note implications of this for calculation of Enterprise Value

2001 2003 2005

Research



Gearing - Liabilities

* We tend to focus on net debt, but this is not the only consideration.

« Working capital can be negative, or year end ... so not all the cash that is on balance sheet is really
balances not predictive of average surplus cash available to shareholders.
balances....
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Gearing - Liabilities

« Often we have a variety of these effects, so we need to understand total balance sheet leverage, not just
debt/equity

DTL - Leverage DTL - Liabilities/Equity
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» E.g. Has net cash position, but still quite leveraged given gross levels of working capital.
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Gearing — Off Balance Sheet Liabilities

* Operating leases are often the major source of leverage.

- Whilst this is often standard industry practice, it is often possible to distinguish between companies (in this case via fixed charges

cover).
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Gearing — Off Balance Sheet Liabilities

Many other forms of off balance sheet financing.

» Factoring of receivables: Can be material for appearance
of balance sheet — but no economic change.
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 And especially contingent liabilities in various
forms
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- How cyclical...

Coverage — Points to Note

The other way to measure gearing is relative to income, usually via some form of coverage ratio.

It is important when doing this to consider the reliability of the earnings:
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Coverage — Points to Note

What are the earnings you are testing coverage against?

Eg. EBITDA vs EBIT
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Balance Sheet — Conclusion

We need to consider the entirety of a companies assets, liabilities and earnings to make a conclusion on
balance sheet strength. Simple assessments of net debt position are insufficient.

For example, a company with net cash of

>$100m...
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“The financial covenants were tested for the quarter ended 30 June 2012... this testing resulted in ... a
technical breach of financial covenants”

Forge FY 12 Annual Report Note 19.
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Disclaimer

Use of this Document is restricted to wholesale clients who are subscribers to the Services and is subject to the information below.
© Diogenes Research [2013]

This Document (and any verbal presentation we give in relation to it) is provided by Diogenes Research Pty Ltd ACN 110 788 497. AFSL No. 297 298. (Pup Research is a registered
business name of Diogenes Research Pty Ltd). This Document is subject to the Terms of Use, Privacy Policy and Disclosures on our website: www.pupresearch.com.au .

This Document is subject to copyright. No part of this Document may be shown, distributed or otherwise published or communicated to third parties or reproduced or transmitted in
any form or by any means without prior written consent of the copyright owner.

Any financial product advice in this Document is general advice intended for wholesale clients as defined in section 761G of the Corporations Act 2001 (Cth) who subscribe to the
Services and does not take into account the objectives, financial situation or needs of any person. It is not intended for retail clients or non-subscribers. You must not rely on any
general advice in this Document to make an investment decision without considering its appropriateness in your own circumstances. Past performance is not an indicator of future
performance. No guarantee is given of the performance of any securities. All investments carry risk and may not perform as well as expected. The price of shares and other
securities can fall as well as rise and investors may lose their capital and may not receive anticipated income.

All information provided in this Document is given in good faith by one or more of Pup Research, Diogenes Research, their respective related bodies corporate, shareholders, officers,
employees, representatives, agents, advisers, contractors or consultants including third party research providers (collectively ‘we’, 'us' or 'our’). All factually based or historic
information in this Document has been sourced from publicly available information that we believe to be reliable at the date of publication without having sought to verify the
information. All other information in this Document reflects, as applicable, our opinions, beliefs, expectations, recommendations, conclusions, analysis, results of analysis, estimates
or illustrations or other views (including as to future matters) where relevant in reliance on the factually based or historic information.

Any information as to future matters is indicative only and must not be taken as a prediction, promise, representation or guarantee of such matters as the information may differ
materially from the actual circumstances that occur in the future as a consequence of known or unknown risks and uncertainties or the inaccuracy of information relied on (including, in
the case of tools for a user to generate information, inputs by the user proving to be inaccurate), any assumptions made or methodologies used.

To the maximum extent permitted by law: (a) no express or implied representation is made or warranty given by any of us as to the contents of this Document being free from viruses,
or as to the accuracy, reliability, currency or completeness or the suitability or ability to predict the future of any information; (b) we disclaim all liability (including liability arising from
negligence) for any direct or indirect loss, damage, cost or expense whatsoever which may be suffered by any person who receives this Document or who relies on anything contained
in or omitted from this Document; and (c) we accept no responsibility to update any person regarding any inaccuracy, omission or change in any such information included in this
Document nor any obligation to furnish the person with any further information.
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