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Kathmandu Holdings

Catching the Next Wave

We incorporate Rip Curl into our Kathmandu (KMD) earnings forecasts for
the first time following the recent acquisition, driving material upgrades.
We view the acquisition positively given (1) the ability to leverage channel
expertise across the businesses to accelerate growth and (2)
opportunities to drive margin expansion within Rip Curl through improved
retail operations. However, we note the challenging retail backdrop in the
key domestic markets, additional exposure to fashion risk through Rip
Curl, and high degree of uncertainty around earnings contributions from
its international expansion. At 12x forward PE, broadly in line with
Australasian peers, we view risk/reward as balanced. NEUTRAL.

What’s changed?

®  Earnings: Adjusted for Rip Curl acquisition

B Target Price: Increase to NZ$3.00 from NZ$2.95
B Rating: NEUTRAL

Earnings changes — Integrating Rip Curl forecasts

We have integrated Rip Curl into our earnings forecasts. We expect Rip Curl to
achieve sales growth in line with the broader surf category of ~+3% in the near
term. We forecast FY20 EBITDA margin expansion on the back of cost savings
(~NZ%$4m) relating to the reduction of its European employee cost base. KMD is
targeting further margin expansion over the medium term as it leverages its
retail expertise across Rip Curl; we forecast FY22 EBITDA margin of 13.0%
(adjusted FY19 11.7%).

Revenue opportunities exist through channel and market diversification

Rip Curl's wholesale channel experience and exposure, particularly within the
European market, offers potential revenue opportunities should KMD
successfully leverage relationships and accelerate its international growth
plans. Of Rip Curl's top 20 European wholesale customers, 17 also stock
broader outdoor apparel and could carry Kathmandu and Oboz product. It is
worth noting KMD is early into its international wholesale launch, having only
begun selling its Kathmandu brand through the channel in the US in recent
months. Although minimal cost synergies exist, there appears to be some
relatively straight forward margin gains within Rip Curl from realising employee
restructure benefits and optimising its Ozmosis footprint.

EPS accretive

The deal is +10% EPS accretive in FY20 on management’s estimates, which
we estimate implies earnings upside to our pre-deal forecasts. Whilst the deal is
earnings accretive, we calculate first year ROIC of 8.5%, below WACC and
therefore value creation from the deal is reliant on underlying earnings growth at
Rip Curl.

Investment View

KMD operates strong brands with market leading positions in Australasia.
Key strengths include its loyalty database and vertically integrated model.
KMD operates in a competitive sector and earnings are seasonal. The
core business is in good shape, with focus now on integration of its recent
Rip Curl acquisition and the opportunity for the Kathmandu brand further
afield. International is the key area of focus, with material capital
committed (via acquisitions) to accelerate growth plans. NEUTRAL.
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NEUTRAL

NZX Code KMD
Share price NZ$3.10
Target price NZ$3.00
Risk rating High
Issued shares 284.4m
Market cap NZ$882m

Average daily turnover

2346k (NZ$593)
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Financials: July 19A 20E 21E  22E
NPAT* (NZ$m) 568 770 906 952
EPS* (NZc) 251 271 318 335
EPS growth* (%) 48 77 175 52
DPS (NZc) 16.0 17.0 19.0 21.0
Imputation (%) 100 100 100 100
Valuation (x) 19A 20E  21E  22E
EV/EBITDA 91 70 62 59
EV/EBIT 108 85 75 72
PE 123 114 97 93
Price / NTA 125 164 98 nla
Cash dividend yield (%) 52 55 61 68
Gross dividend yield (%) 72 76 85 94

*Historic and forecast numbers based on underlying profits

Guy Hooper
guy.hooper@forsythbarr.co.nz
+64 4 495 5255

This publication is not for reproduction, public circulation or the use of any third party (whether in whole or in part) without the prior written consent of Forsyth Barr Limited.
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Kathmandu (KMD) Priced as at 08 Oct 2019: NZ$3.10 July year end
Forsyth Barr valuation Valuation Ratios 2018A 2019A 2020E 2021E  2022E
Valuation methodology Weighted DCF and sum of the parts valuation ~ EV/EBITDA (x) 10.0 9.1 7.0 6.2 5.9
EVI/EBIT (x) 12.0 10.8 85 75 72
12-month target price (NZ$)* 3.00 Spot valuations (NZ$) PE (x) 12.9 12.3 114 9.7 9.3
Expected share price return -3.2% 1.DCF 244 Price/NTA (x) 21.8 12.5 16.4 9.8 7.0
Net dividend yield 56% 2. Sum of the parts 2.55  Free cash flow yield (%) 6.7 52 104 5.7 111
Estimated 12-month return 24% 3.nla n/a  Netdividend yield (%) 48 52 5.5 6.1 6.8
Gross dividend yield (%) 6.7 7.2 76 85 9.4
Key WACC assumptions DCF valuation summary (NZ$m) Imputation (%) 100 100 100 100 100
Risk free rate 2.00%  Total firm value 1,124 Pay-out ratio (%) 63 64 63 60 63
Equity beta 116 (Net debt)/cash (250)
WACC 10.4%  Value of equity 874  Capital Structure 2018A  2019A 2020E 2021E  2022E
Terminal growth 15%  Shares (m) 284 Interest cover EBIT (x) 70.6 28.9 278 135 15.6
Interest cover EBITDA (x) 84.8 342 337 16.3 18.9
Profit and Loss Account (NZ$m)  2018A  2019A  2020E 2021E  2022E Net debt/ND+E (%) 6.9 42 20.8 20.3 15.9
Sales revenue 497 546 892 1,086 1,118 Netdebt/EBITDA (x) 0.3 0.2 1.2 1.0 0.8
Normalised EBITDA 90 100 139 170 177
Depreciation and amortisation (15) (15) (24) (30) (31) Key Ratios 2018A 2019A 2020E 2021E  2022E
Normalised EBIT 75 84 115 141 146  Return on assets (%) 12.2 14.2 1.1 12.8 13.3
Net interest (1) (3) 4) (10) (9) Return on equity (%) 121 13.0 11.9 132 13.2
Associate income - - - - - Return on funds employed (%) 13.3 12.9 12.6 11.7 11.9
Tax (23) (24) (34) (40) (42) EBITDA margin (%) 18.0 18.2 15.6 15.7 15.9
Minority interests - - - - - EBIT margin (%) 15.0 154 12.9 13.0 131
Normalised NPAT 51 57 7 91 95 Capex to sales (%) 34 29 38 3.1 33
Abnormals/other - - - - - Capex to depreciation (%) 112 103 139 114 118
Reported NPAT 51 58 77 91 95
Normalised EPS (cps) 24.0 25.1 271 318 33.5 Operating Performance 2018A 2019A  2020E 2021E  2022E
DPS (cps) 15.0 16.0 17.0 19.0 21.0 Divisional sales (NZ$m)
New Zealand 143 139 141 144 147
Growth Rates 2018A 2019A 2020E  2021E  2022E Australia 334 339 350 358 370
Revenue (%) 1".7 9.7 63.5 21.8 2.9  International (incl Oboz) 21 68 73 80 84
EBITDA (%) 26.7 10.9 39.9 22.3 42 RipCurl - - 328 505 517
EBIT (%) 31.2 12.7 36.4 224 4.1 Total store sales 497 546 892 1,086 1,118
Normalised NPAT (%) 332 12.2 356 17.5 5.2
Normalised EPS (%) 284 48 77 17.5 5.2 Gross profit 315 332 527 640 657
DPS (%) 15.4 6.7 6.3 11.8 10.5 Gross margin 63 61 59 59 59
Cash Flow (NZ$m) 2018A 2019A 2020E 2021E  2022E Divisional EBITDA (NZ$m)
EBITDA 90 100 139 170 177 New Zealand 35 34 31 32 31
Working capital change 6 9) 24 (36) 8 Australia 58 60 60 60 64
Interest & tax paid (21) (29) (38) (50) (51) International (incl Oboz) 2 9 13 18 20
Other - - - - - RipCurl - - 38 63 67
Operating cash flow 76 62 126 84 134 Unallocated 5) (3) 35 60 63
Capital expenditure (17) (16) (34) (34) (37) Total EBITDA 90 100 139 170 177
(Acquisitions)/divestments (83) (22) (368) - -
Other (22) 22 - - - EBITDA margins (%)
Funding available/(required) (46) 46 (276) 50 98 New Zealand 246 245 221 220 20.9
Dividends paid (27) (34) (48) (54) (60) Australia 173 17.6 171 16.9 17.2
Equity raised/(returned) 49 - 177 - - International (incl Oboz) 8.9 134 18.0 23.0 234
Increase/(decrease) in net debt 25 (12) 147 4 (38) Rip Curl - - 1.7 12.5 13.0
Total EBITDA margin 18.0 18.2 15.6 15.7 15.9
Balance Sheet (NZ$m) 2018A 2019A 2020E 2021E  2022E
Working capital 53 62 166 203 195 Currency assumptions
Fixed assets 64 60 107 111 116 NZDAUD 0.95 0.92 0.95 0.94 0.95
Intangibles 390 386 596 596 596 NZDGBP 0.56 0.52 0.52 0.53 0.51
Other assets 27 5 3 3 3
Total funds employed 534 514 900 941 938
Net debt/(cash) 31 19 171 175 137
Other non current liabilities 82 52 80 80 80
Shareholder's funds 420 442 649 686 721
Minority interests - - - - -
Total funding sources 534 514 900 941 938

* Forsyth Barr target prices reflect valuation rolled forward at cost of equity less the next 12-months dividend
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Figure 1. Earnings changes
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Rip Curl integration

KMD recently announced the acquisition of Rip Curl for NZ$368m, funded through a
combination of debt and equity (capital raise and vendor script). We view the acquisition
positively given (1) Rip Curl’'s wholesale channel experience and global in market
relationships providing possible revenue synergies and (2) management’s retail track
record and opportunity for margin expansion within Rip Curl. However, we note the
additional exposure to fashion risk, in our opinion, and more mature nature of the surf
category.

Earnings changes

Earnings upgrades are driven by the inclusion of Rip Curl to our forecasts. We forecast
Rip Curl revenue growth of ~+3%, in line with broader category growth in the near-term.
First year EBITDA margin expansion is driven by the reduction of employee costs
restructured out of the business through FY19 of ~NZ$4.2m. Going forward we forecast
margin expansion from normalised (adjusted for employee costs) 11.7% in FY19 to
13.0% in FY22.

2020E 2021E 2022E
Old New % chg Old New % chg Old New % chg
Sales 562.7 891.9 58.5% 580.2 1,086.5 87.3% 599.3 1,118.3 86.6%
EBIT 83.9 115.0 37.0% 89.8 140.7 56.7% 92.8 146.4 57.9%
Normalised NPAT 51.7 77.0 33.6% 62.3 90.5 45.1% 64.9 95.0 46.3%
Underlying EPS 25.5 271 6.1% 276 31.8 15.3% 28.7 33.4 16.2%
DPS 17.0 17.0 - 18.0 19.0 5.6% 19.0 21.0 10.5%

Source: Forsyth Barr analysis

Kathmandu Holdings
Catching the Next Wave

B Rip Curl growth: KMD expect to be able to grow Rip Curl earnings through ongoing
category growth, employee costs savings, and improving the retail offering. KMD is
targeting EBITDA margin expansion to mid-teens over the medium-term (FY19
10.8%).

O The European wholesale channel has recently been rightsized following a
period of underperformance. KMD expects to achieve employee costs savings
within Rip Curl of ~NZ$4.2m in FY20.

o A number of Ozmosis stores, Rip Curl’'s multi-brand retail offering, have been
loss making with store closures expected to provide incremental EBITDA
improvement.

o KMD management has a strong track record in retail management, with
opportunities to leverage its expertise to drive improvements in Rip Curl’s retail
channel. This includes possible promotional events and more efficient in store.

o The surf category is expected to grow in line with to above that of the outdoor
category at ~+3%-4%. Inclusion of surfing at the 2020 Olympics may provide a
short term uplift.

B Channel expertise: Rip Curl offers KMD wholesale channel experience with ~40%
through the channel and existing relationships in a number of international markets.

o  Opportunity for revenue synergies as KMD leverages wholesale expertise to
accelerate international expansion for the Kathmandu brand, a key area of
potential upside for investors.

o Of Rip Curl’s top 20 wholesale accounts in Europe, 17 also distribute other
outdoors product and could carry Kathmandu and Oboz gear.

B Product slate: Rip Curl product and brand affinity align well with Kathmandu and its
outdoor adventure ethos focussed on technical products.

0 Rip Curl is considered a market leader in the wetsuit category, which is a high
price point product and requires consumer research. Although ~40% of Rip Curl
sales are considered technical products, there is additional risk associated with
increased fashion exposure, in our opinion.

New Zealand Equity Research
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Rip Curl in charts

Figure 2. Consensus fwd PE ratio vs EPS growth
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Figure 3. Rip Curl EBITDA margin

14 -

EPS CAGR (%)

5x 10x 15x 20x 25x 30x
PE ratio

Source: Bloomberg, Forsyth Barr analysis

Figure 4. Sales breakdown by product
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Figure 5. Sales breakdown by market
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Figure 6. Sales breakdown by channel Figure 7. Social media brand presence (Instagram)
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Source: Instagram, Forsyth Barr analysis
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Company description

Kathmandu is the largest Australasian
travel and adventure clothing and
equipment retailer, with 119 stores in
Australia and 48 in New Zealand and
plans to expand its Australasian footprint
to 180 stores. The company is looking to
expand in International markets through
wholesale and online channels, supported
by the recent acquisition of Oboz. KMD
offers a wide range of products, including
specialist technical products, lifestyle
products and general merchandise.

Figure 1. FY19 pro forma revenue breakdown (incl. Rip Curl)
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Investment summary

Kathmandu Holdings (KMD) has a strong brand, market leading position and its
vertically integrated model is a key strength. The key area of optionality is KMD’s
international expansion strategy, with Oboz and Rip Curl expected to help
accelerate this pathway. We view risk/reward as broadly balanced, with upside
potential if delivery of international earnings moves faster. NEUTRAL.

Earnings and cash flow outlook

B Store rollout: The long-term target Australasian store footprint is 180, up from its
current 167 stores (119 Australia: 48 NZ).

B International expansion strategy: This is the key avenue of optionality for growth
with its ‘capital light' wholesale model. Oboz and Rip Curl provide platforms in
international markets from which to leverage existing wholesale channel
relationships to drive growth of the Kathmandu brand internationally.

B NZDUSD and hedging: Given the competitive retail backdrop and price conscious
consumer, we don’t expect retailers to be able to pass on the full impact of
unfavourable FX movements.

Business quality

B Strong base: KMD has a strong brand, vertically integrated model, valuable loyalty
database and a market leading position. Continued investment in IT will also support
growth and working capital management.

B Management: Execution over the last three years has been strong, with the
company delivering a turnaround in its profit trajectory.

B Briscoe Group’s stake: BGP’s full takeover offer in 2015 was unsuccessful;
however, it has maintained a 16% stake.
Financial structure

B Gearing: Subject to Rip Curl acquisition approval, net debt has lifted to 1.5x net
debt/EBITDA (~27% geared). The company is targeting a reduction to the range of
0.9xto 1.1x by FY21.

Risk factors

B Earnings predictability: A risk given the high seasonality and lumpy nature of
earnings which are weighted to its winter sale.

B Consumer sentiment and cost inflation: Deterioration in economic conditions.
Cost inflation, particularly rising wages and rent.

Figure 2. Australasian store footprint
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Figure 8. Substantial Shareholders

Shareholder Latest Holding
Briscoe Group 18.9%
Harbour Asset Management & Jarden Securities Limited 12.0%
TA Universal 12.0%
Commonwealth Bank of Australia 6.3%

Source: NZX, Forsyth Barr analysis, NOTE: based on SSH notices only

Figure 9. International Compcos

Company Code Price Mkt Cap PE EVIEBITDA EVIEBIT Cash D/YId
(metrics re-weighted to reflect KMD's balance date - July) (m) 2020E  2021E  2020E  2021E  2020E  2021E 2021E
Kathmandu Holdings KMD NZ NZ$3.10 NZ$882 11.4x 9.7x 6.5x 5.3x 7.8x 6.4x 6.1%
Briscoe Group * BGP Nz NZ$3.61 NZ$802 12.3x 12.6x 7.6x 7.7 8.1x 8.3x 6.2%
Michael Hill Intl * MHJ NZ A$0.61 A$237 9.3x 9.2x 4.5x 4.4x 6.7x 6.6x 8.5%
Restaurant Brands NZ * RBD NZ NZ$§11.39 NZ$1,421 28.4x 25.0x 14.0x 12.9x 21.2x 19.1x 0.0%
The Warehouse Group * WHS Nz NZ$2.50 NZ$867 11.3x 9.8x 5.4x 4.7x 8.2x 7.2x 74%
Dick's Sporting Goods Inc DKS US US$38.16 US$3,449 11.0x 10.7x 10.0x 10.0x 16.1x 16.5x 3.2%
Premier Investments PMV AT A$18.96 A$3,004 20.9x 18.7x 13.9x 12.6x 16.8x 14.9x 4.3%
VF Corp VFC US US$88.45 US$35,219 25.1x 22.0x 18.8x 17.0x 22.4x 19.8x 2.3%
Columbia Sportswear Co COLM US US$96.06 US$6,490 19.1x 17.3x 12.1x 12.9x 14.6x 13.0x 1.2%

Compco Average: 17.2x 15.6x 10.8x 10.3x 14.2x 13.2x 4.2%
EV = Current Market Cap + Actual Net Debt KMD Relative: -33% -38% -40% -49% -45% -51% +48%

Source: *Forsyth Barr analysis, Bloomberg Consensus, Compco metrics re-weighted to reflect headline (KMD) companies fiscal year end

Figure 10. Consensus EPS Momentum Figure 11. 12 Month Forward PE
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Not personalised financial advice: The recommendations and opinions in this publication do not take into account your personal financial situation or
investment goals. The financial products referred to in this publication may not be suitable for you. If you wish to receive personalised financial advice,
please contact your Forsyth Barr Investment Adviser. The value of financial products may go up and down and investors may not get back the full (or any)
amount invested. Past performance is not necessarily indicative of future performance. Disclosure statements for Forsyth Barr Investment Advisers are
available on request and free of charge. Disclosure: Forsyth Barr Limited and its related companies (and their respective directors, officers, agents and
employees) (“Forsyth Barr”) may have long or short positions or otherwise have interests in the financial products referred to in this publication, and may be
directors or officers of, and/or provide (or be intending to provide) investment banking or other services to, the issuer of those financial products (and may
receive fees for so acting). Forsyth Barr is not a registered bank within the meaning of the Reserve Bank of New Zealand Act 1989. Forsyth Barr may buy or
sell financial products as principal or agent, and in doing so may undertake transactions that are not consistent with any recommendations contained in this
publication. Forsyth Barr confirms no inducement has been accepted from the researched entity, whether pecuniary or otherwise, in connection with making
any recommendation contained in this publication. Analyst Disclosure Statement: In preparing this publication the analyst(s) may or may not have a
threshold interest in the financial products referred to in this publication. For these purposes a threshold interest is defined as being a holder of more than
$50,000 in value or 1% of the financial products on issue, whichever is the lesser. In preparing this publication, non-financial assistance (for example,
access to staff or information) may have been provided by the entity being researched. Disclaimer: This publication has been prepared in good faith based
on information obtained from sources believed to be reliable and accurate. However, that information has not been independently verified or investigated by
Forsyth Barr. Forsyth Barr does not make any representation or warranty (express or implied) that the information in this publication is accurate or complete,
and, to the maximum extent permitted by law, excludes and disclaims any liability (including in negligence) for any loss which may be incurred by any
person acting or relying upon any information, analysis, opinion or recommendation in this publication. Forsyth Barr does not undertake to keep current this
publication; any opinions or recommendations may change without notice. Any analyses or valuations will typically be based on numerous assumptions;
different assumptions may yield materially different results. Nothing in this publication should be construed as a solicitation to buy or sell any financial
product, or to engage in or refrain from doing so, or to engage in any other transaction. Other Forsyth Barr business units may hold views different from
those in this publication; any such views will generally not be brought to your attention. This publication is not intended to be distributed or made available
to any person in any jurisdiction where doing so would constitute a breach of any applicable laws or regulations or would subject Forsyth Barr to any
registration or licensing requirement within such jurisdiction. Terms of use: Copyright Forsyth Barr Limited. You may not redistribute, copy, revise, amend,
create a derivative work from, extract data from, or otherwise commercially exploit this publication in any way. By accessing this publication via an
electronic platform, you agree that the platform provider may provide Forsyth Barr with information on your readership of the publications available through
that platform.
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