FOSTER STOCKBROKING

Codan Ltd (CDA)

Event:

FY18a result; revised earnings and PT.

Investment Highlights:

CDA has announced its FY18a results with highlights including underlying NPAT
of $39.8M, beating twice upgraded guidance ($38M) and FSBe of $38.2M.

Metal Detection was the standout segment with a strong second half showing
to finish the year. Geographic diversification and market traction for new
products drove higher sales, while margins remained robust.

Tracking Solutions continues to scale, with the Olympic Dam contributing to
growth in both FY18a and FY19e.

Radio Communications will look for a stronger FY19e, with contract timings
the main driver of a pullback in the segment’s revenue and result contribution.
The business had expected a recovery for Radio Communications in 2H18a,
though management has noted an encouraging pipeline and order book as well
as the capture of FY18 contracts in early FY19e.

Special dividend of 4cps accompanies final dividend of 4.5cps: and taken with
the interim dividend of 4cps, takes the dividend to 12.5cps, yielding 3.9%.

The company remains well funded: $27.7M cash at balance date, with nil debt.

Improved outlook for FY19e: the company has rebased base business revenue
to $180-200M, which is expected to deliver $25-30M NPAT; previous base
earnings expectation was $20-25M NPAT. The Metal Detection segment was
rebased to $110M base revenue (previously $85-95M), while Minetec is
expected to generated $15M revenue in FY19e, and Radio Communications
segment revenue will recover to $65-75M revenue (unchanged). The company
will provide a trading update at its AGM in October 2018.

Earnings and Valuation:

We have an increased valuation of $3.55 per CDA share (previously $3.40) due
to increased earnings. We have revised our FY19e-FY21e earnings forecasts to
$40.2M, $41.0M, and $42.3M (previously $35.5M, $39.9M, and $44.5M).

We have increased our revenue assumption for Metal Detection, and decreased
revenue assumptions for both Radio Communications and Tracking Solutions
broadly in line with company guidance. We have an increased Metal Detection
margin assumption and a decreased Radio Communications margin assumption.

Recommendation:

We maintain coverage of CDA with an unchanged BUY recommendation and a
price target of $3.55 per share (prior $3.40), in line with increased valuation.

Catalysts for the share price include: 1) updates on trading conditions,
particularly Metal Detection and Caterpillar progress; the company expects to
provide a trading update at its AGM in October 2018; 2) further contract wins in
Radio Communications and Tracking Solutions.
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Codan Ltd (CDA)

Full Year Ended, 30 June

Codan Ltd (CDA.ASX)

Profit and Loss ASM 2018a 2019e 2020e 2021e Financial Metrics 2018a 2019e 2020e 2021e
Sales revenue 229.9 233.0 221.2 2313 Sales growth % 33% 1% -5% 5%
Operating Costs 159.6 162.6 149.2 156.1 EPS growth % -5% 0% 0% 1%
EBITDA 70.4 703 72.0 75.2
D&A 16.7 17.1 179 19.7 EBITDA margin 31% 30% 33% 33%
EBIT 53.7 53.2 54.1 55.5 EBIT margin 23% 23% 24% 24%
Net Interest exp / (income) 0.5 -0.4 -0.6 -0.8 Gearing (ND/ND+E) n/a n/a n/a n/a
Profit before tax 53.2 53.6 54.7 56.3 Interest Cover (EBIT/net int) >10 >10 >10 >10
Tax exp / (benefit) 134 134 13.7 14.1
Underlying NPAT 39.8 40.2 41.0 42.3 Average ROE % 22% 19% 18% 17%
Significant items 1.7 0.0 0.0 0.0 Average ROA % 16% 14% 14% 13%
NPAT attributable reported 41.5 40.2 41.0 423
Payout, % 57% 50% 50% 50%
EPS diluted, cps 221 221 223 228
DPS, cps 125 111 11.2 114 Wtd ave shares diluted (M) 180 182 184 185
Cashflow ASM 2018a 2019e 2020e 2021e [N Valuation multiples 2018a 2019e 2020e 2021e
EBITDA 70.4 70.3 72.0 75.2 P/E x 14.4 14.4 14.3 14.0
Changein WC/ Other 1.0 -1.4 2.6 -4.9 EV/EBITDA x 7.8 7.7 7.4 7.0
Tax paid -22.6 -13.4 -13.6 -13.9 EV/EBIT x 9.4 9.7 9.6 9.4
Share-based expense 0.0 0.0 0.0 0.0 EV/sales x 2.4 2.4 2.6 2.5
Net interest -0.5 0.4 0.6 0.8 Dividend yield % 3.9% 3.5% 3.5% 3.6%
Operating Cashflow 48.2 55.9 61.7 57.2
Purchase of PP&E 34 40 40 40
Payments Intangibles -19.0 -20.3 -20.8 -21.3 FCF Valuation
Payments For Acquisitions 0.0 0.0 0.0 0.0 Total NPV of FCF 618
Investing Cashflow -22.5 -24.3 -24.8 -25.3 Less Net Debt/(Cash) -28
Equity Value - AS 646
Dividends Paid -19.6 -23.5 -21.1 -21.5 FCF Valuation, WACC 10.7% 3.59
Proceeds from borrowings 0.0 0.0 0.0 0.0
Repayment of borrowings 0.0 0.0 0.0 0.0 Sum of Parts Valuation 1yr fwd EBIT  EBIT, x EV
Financing Cashflow -19.6 -23.5 -21.1 -21.5 Radio Comms 11 12 129
Metal Detection 60 9 559
Net Cashflow 6.2 8.1 15.8 104 Tracking Solutions 1 25 27
Corporate Costs -19 6 -113
Balance Sheet ASM 2018a 2019e 2020e 2021e EEEE{a<] 602
Cash / (Debt) 27.7 35.8 51.6 62.0 Sum of Parts Valuation, A$/sh 3.50
Current Assets (Excl Cash) 67.7 64.7 64.4 67.2
PPE 12.5 139 15.2 15.5 Valuation, FCF 50%, EV/EBIT 50% 3.55
Intangibles / Other 146.4 168.0 169.6 179.7
Total Assets 254.3 282.4 300.8 3244
Shares on issue M
Accounts payable 46.3 47.0 44.6 46.6 Ordinary shares 178.2
Other Liabilities 19.9 27.2 27.5 27.9 Performance Rights /Options 2.3
Total Liabilities 66.2 74.2 72.1 745 Fully Diluted 180.5
Reserves and capital 107.0 107.0 107.0 107.0
Retained earnings 81.0 101.1 121.6 142.8 I M Wall and P M Wall 19.5%
Total Equity 188.1 208.2 228.7 249.8 Pinara Group Pty Ltd 14.5%
Total Equity & Liabilities 254.3 282.4 300.8 3244 I0O0F Holdings 5.8%
Source: Foster Stockbroking estimates
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FY18a RESULT HIGHLIGHTS

CDA has announced FY18a results with highlights including underlying NPAT of $39.8M NPAT
from $229.9M revenue; the Metal Detection and Tracking Solutions segments in particular
demonstrated strong 2H performances. Underlying NPAT was ahead of twice-upgraded
company guidance ($38M), and FSBe ($38.2M).

Revenue from Metal Detection products and Tracking Solutions showed strong YoY growth of
11% and 30%, respectively, while Communications declined 20% due to contracts timing and a
slowdown in US government spending.

The company remains well funded. CDA had a cash balance of $27.7M at balance date, with nil
debt.

The company declared a fully franked final dividend of 4.5cps, and taken with the interim
dividend of 4cps, takes the full year dividend to 8.5cps. Moreover, the Board also declared a
special dividend of 4cps. We had previously flagged the increased likelihood of a special dividend
(FSBe 1.6cps) due to the company’s strong cash position and nil debt, and the announcement of
the special dividend exceeded our expectation for the quantum.

Figure 1: CDA FY18a Result Comparison

ASM FY17a FY18a %, YoY FY18 FSBe % vs FSBe
Sales 226.1 229.9 2% 217.4 6%
Operating costs 150.3 159.6 6% 151.2 5%
Underlying EBITDA 75.8 70.4 -7% 66.2 6%
D&A 14.1 16.7 18% 14.7 13%
Underlying EBIT 61.7 53.7 -13% 514 4%
Net interest exp/(inc) 0.9 0.5 -44% 0.5 0%
Profit before tax 60.8 53.2 -13% 50.9 4%
Tax expense / (benefit) 16.0 13.4 -16% 12.7 5%
Underlying NPAT 44.9 39.8 -11% 38.2 4%
EPS, cps 24.2 22.1 -9% 21.2 4%
DPS, cps 13.0 12,5 -4% 10.6 18%

Source: Company; Foster Stockbroking estimates.

Radio Communications

Radio communications revenue pulled back 20% to $56.5M in FY18a, with the business noting a
slowdown in US government spending and timing of contracts as the main causes. The segment
result deteriorated over the year, reporting a $1.2M segment result in 2H18a, down from $5.6M
in 1H18a, while the segment margin also compressed to 4% from 19% over the same periods.

In spite of FY18a issues, management has noted that the pipeline and order book are strong,
while the contracts which did not make it into FY18a have been captured in a strong start to
FY19e.

Management expects a return to base business sales from Radio Communications to be in the
range of $65-75M in FY19e.

Metal Detection

The Metal Detection segment was the standout in the result, and compensated for the
temporary decline in Radio Communications. Even though the second half of the financial year
is typically the stronger of the two halves for the business, the segment revenue and result for
Metal Detection products exceeded our expectations.
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Metal Detection revenue was up 11% to $164M for FY18a; while the segment delivered a $64M
result for the year, including $41M in 2H18a, up from $23M in 1H18a, and which was already
cycling off a strong 2H17a.

The company has made progress in geographic diversification of its product sales, which has
helped deliver strong sales over the year. Additionally, strong traction in new product releases,
including Gold Monster and SDC 230, have also helped deliver strong sales.

The Metal Detection segment delivered much better than expected margin in 2H18a of 41%, up
from 36% in 1H18a, and which was a return to the form of FY17a; this suggests sales for the
higher margin flagship product still remains robust in spite of the introduction of lower priced
(and margin) products into the market.

Management now expects base level sales from Metal Detection to be around $110M per year,
up from a range of $85-95M.

Tracking Solutions

The Tracking Solutions segment continues to scale, generating $9.4M for FY18a, +31% YoY.
Encouragingly, the segment generated a segment result of $1M in 2H18a.

The contract win at Olympic Dam during the 2H18a was a highlight for the segment. The
company has booked approximately half of the $9.5M contract revenue in FY18a already, with
the balance to be earned in FY19e. The company notes the Caterpillar Minetec agreement is also
expected to make a contribution to FY19e revenue.

The company expects to continue scaling the Tracking Solutions business and expects $15M in
sales from this segment in FY19e, with the objective of doubling the size of this business in the
course of the next few years.

FY19e OUTLOOK

The company now expects base business sales of $180-200M, and for this to generate $25-30M
of NPAT. This is an increase on the previous base earnings expectation of $20-25M.

The company has also updated its base business sales from each of its segments. CDA has an
unchanged base business sales range from Radio Communications of $65-75M, while Metal
Detection has increased to $110M from $85-95M.

The Tracking Solutions business continues to grow and the company expects $15M in sales from
Minetec in FY19, and has the objective of doubling the size of this business in the course of the
next few years. The company has not provided an explicit base business sales expectation for
this segment at this stage.

A further trading update will be provided at the AGM in October 2018. .

EARNINGS FORECASTS AND VALUATION

We have revised our earnings forecasts to reflect recent performance and company guidance.
We now forecast NPAT of $40.2M, $41.0M, and $42.3M in FY19e-FY21e (previously $35.5M,
$39.9M, and $44.5M).

We have increased our revenue assumption for Metal Detection and decreased revenue
assumptions for both Radio Communications near the lower end of the base business revenue
range ($68M), and Tracking Solutions, in line with company guidance of $15M. We have also

28 August 2018 Level 25, 52 Martin Place, Sydney, NSW 2000 | +61 2 9993 8100 | www.fostock.com.au 4


http://www.fostock.com.au/

R

FOSTER STOCKBROKING

revised margin assumptions for these segments, having increased margin assumptions for the
Metal Detection segment and decreased for Radio Communications.

e We have an increased valuation of $3.55 from $3.40, based on an increase in earnings, using a
blended valuation methodology, DCF (50%) and EV/EBIT (50%).

Figure 2: CDA Earnings Changes

FY19e old A  FY20e old A FY2le old A
Sales 233.0 220.7 6% 221.2 242.6 -9% 231.3 269.5 -14%
Operating costs 162.6 157.7 3% 149.2 173.2 -14% 156.1 192.4 -19%
Underlying EBITDA 70.3 63.0 12% 72.0 69.4 4% 75.2 77.2 -3%
D&A 17.1 15.4 11% 17.9 16.2 11% 19.7 17.9 10%
Underlying EBIT 53.2 47.6 12% 54.1 53.2 2% 55.5 59.3 -6%
Net interest exp / (inc) -0.4 0.3 -260% -0.6 0.0 nm -0.8 0.0 nm
Profit before tax 53.6 47.4 13% 54.7 53.2 3% 56.3 59.3 -5%
Tax expense 13.4 11.8 13% 13.7 13.3 3% 14.1 14.8 -5%
Underlying NPAT 40.2 35.5 13% 41.0 39.9 3% 42.3 44.5 -5%
EPS underlying, ¢ 22.1 19.5 13% 22.3 21.7 3% 22.8 24.0 -5%
DPS, c 11.1 9.8 13% 11.2 10.9 3% 11.4 12.0 -5%

Source: Foster Stockbroking estimates.

RECOMMENDATION — MAINTAIN BUY, PT INCREASED TO $3.55

e  We maintain a Buy recommendation on CDA and have increased our price target to $3.55 from
$3.40, based on our blended valuation (50% DCF, 50% EV/EBIT).

e  Catalysts for the share price include: 1) updates on trading conditions, particularly Metal
Detection and Caterpillar progress; CDA expects to provide a trading update at the AGM in
October 2018; 2) further contract wins in Radio Communications and Tracking Solutions.
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Email: contact@fostock.com.au

PARTICIPANT OF ASX GROUP
Foster Stockbroking recommendation ratings: Buy = return >10%; Hold = return between —10% and 10%; Sell = return <-10%.
Spec Buy = return > 20% for stock with very high risk. All other ratings are for stocks with low-to-high risk. Returns quoted are
annual.

Disclaimer & Disclosure of Interests. Foster Stockbroking Pty Limited (Foster Stockbroking) has prepared this report by way of
general information. This document contains only general securities information or general financial product advice. The
information contained in this report has been obtained from sources that were accurate at the time of issue, including the
company’s ASX releases which have been relied upon for factual accuracy. The information has not been independently verified.
Foster Stockbroking does not warrant the accuracy or reliability of the information in this report. The report is current as of the
date it has been published.

In preparing the report, Foster Stockbroking did not take into account the specific investment objectives, financial situation or
particular needs of any specific recipient. The report is published only for informational purposes and is not intended to be
personal financial product advice. This report is not a solicitation or an offer to buy or sell any financial product. Foster
Stockbroking is not aware whether a recipient intends to rely on this report and is not aware of how it will be used by the
recipient. Before acting on this general financial product advice, you should consider the appropriateness of the advice having
regard to your personal situation, investment objectives or needs. Recipients should not regard the report as a substitute for the
exercise of their own judgment.

The views expressed in this report are those of the analyst/author named on the cover page. No part of the compensation of
the analyst is directly related to inclusion of specific recommendations or views in this report. The analyst/author receives
compensation partly based on Foster Stockbroking revenues, including any investment banking and proprietary trading revenues,
as well as performance measures such as accuracy and efficacy of both recommendations and research reports.

Foster Stockbroking believes that the information contained in this document is correct and that any estimates, opinions,
conclusions or recommendations are reasonably held or made at the time of its compilation in an honest and fair manner that is
not compromised. However, no representation is made as to the accuracy, completeness or reliability of any estimates, opinions,
conclusions or recommendations (which may change without notice) or other information contained in this report. To the
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maximum extent permitted by law, Foster Stockbroking disclaims all liability and responsibility for any direct or indirect loss that
may be suffered by any recipient through relying on anything contained in or omitted from this report. Foster Stockbroking is
under no obligation to update or keep current the information contained in this report and has no obligation to tell you when
opinions or information in this report change.

Foster Stockbroking does and seeks to do business with companies covered in research. As a result investors should be aware
that the firm may have a conflict of interest which it seeks to manage and disclose.

Foster Stockbroking and its directors, officers and employees or clients may have or had interests in the financial products
referred to in this report and may make purchases or sales in those the financial products as principal or agent at any time and
may affect transactions which may not be consistent with the opinions, conclusions or recommendations set out in this report.
Foster Stockbroking and its Associates may earn brokerage, fees or other benefits from financial products referred to in this
report. Furthermore, Foster Stockbroking may have or have had a relationship with or may provide or has provided investment
banking, capital markets and/or other financial services to the relevant issuer or holder of those financial products.

For an overview of the research criteria and methodology adopted by Foster Stockbroking; the spread of research ratings; and
disclosure of the cessation of particular stock coverage, refer to our website http://www.fostock.com.au.

Specific disclosure: The analyst does not own securities in CDA at the time of this report. Diligent care has been taken by the
analyst to maintain honesty and fairness in writing the report and making the recommendation.

Specific disclosure: As at close of business on 27 August 2018, Foster Stockbroking and associated entities (excluding Cranport
Pty Ltd) do not own securities in CDA. Cranport Pty Ltd does not own securities in CDA. This position may change at any time
and without notice, including on the day that this report has been released. Foster Stockbroking and its employees may from
time to time own shares in CDA, and trade them in ways different from those discussed in research. Foster Stockbroking may
also make a market in securities of CDA, including buying and selling securities on behalf of clients.

Review of report. The report authored by the analyst named on the front page was reviewed and checked by Mark Fichera,
Head of Research.

Review of disclosure: All the disclosures in the report have been reviewed and checked by Keith Quinn, Compliance Committee
Member.
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