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Michael Hill Intl NEUTRAL
1Q20 Sales — Improving Clarity

NZX Code MHJ

) . Share price NZ$0.71

We upgrade Michael Hill (MHJ) to NEUTRAL from UNDERPERFORM, Target price NZ$0.70
following a strong 1Q20 with evidence of execution on management’s Risk rating High
turn-around strategy. MHJ reported a strong 1Q20, with sales growth Issued shares 380.5m
recovering strongly following a weak prior period. We are encouraged by Market cap NZ$272m
(1) productivity improvements in Canada, (2) market share gains across Average daily tumover 443.0k (NZ$292K)

all markets, and (3) margin commentary. We recognise that MHJ is in the
early stages of its turnaround and that market conditions in Australia

. . - . Share Price Perfi
remain challenging, however, trading at ~10x forward PE, we believe ae TTice Terlormance

investors are compensated for this risk. $1.90 1.50
What’s changed? $140 M\ 1.00
(Y A
B Earnings: Material EBIT upgrades; FY20E/FY21E/FY22E "'v“w‘“m\,
+10%/+11%/+14% $0.90 M 0.50
B Target Price: Increase to NZ$0.70 from NZ$0.50 $0.40 0.00
— Oct16 Oct17 Oct18 Oct19

B Rating: Upgrade to NEUTRAL from UNDERPERFORM Price  —mmemmm Relative fo S&PINZX 50
Strong start to the year

Financials: June 19A 20E  21E  22E
MHJ reported strong 1Q20 same store sales (SSS, up +12% against the prior NPAT* (NZ$m) 243 279 287 299
year period and ahead of our expectations. The growth rate was helped by the EPS* (NZc) 63 73 75 78
weak comparable period where a strategic choice to reduce discounting activity EPS growth* (%) 290 152 26 43
impacted sales. Canada was a key highlight given management’s focus on DPS (NZc) 43 53 52 53
improving productivity, with 1Q20 SSS up +16% driven by early wins from new Imputation (%) 100 100 80 80
products and changes to its sales incentive scheme. New Zealand and Australia
also achieved robust SSS growth up +10% and +7% respectively. Valuation (x) 19A 20E 21E  22F

EV/EBITDA 52 49 48 46
Margins improving but remain cautious amid competitive backdrop EV/EBIT 82 71 70 68
Encouragingly margins across all markets saw a slight sequential improvement PE "2 97 95 91
on 4Q19, although remain down on 1Q19. Branded collections as a portion of P"CG/N_TA _ 16 15 15 nh
total sales (a key initiative to lift margins) maintained a positive trajectory, Cash d|\./|fiend Y'?"j (%) 60 74 73 74
increasing to 38% (FY19 33%). However, market conditions remain challenging, Grossdividend yield (%) 83 103 96 97
particularly in Australia, where the highly competitive backdrop and store *Historic and forecast numbers based on underlying profits
closures are driving elevated sector discounting. Given the importance of the
Christmas quarter we expect more prevalent sector discounting as competitors
look to capitalise on the inventory clearing opportunity, with incremental margin
improvement in 2Q20 difficult. Guy Hooper

guy.hooper@forsythbarr.co.nz

Earnings upgrades +64 4 495 5255

We expect sales growth will moderate through FY20 as MHJ cycles tougher
comparatives, however, early sales momentum is encouraging and we lift our
full year assumptions accordingly. We have lifted our SSS growth assumptions
across all markets, with the largest revisions in Canada following signs of
execution on productivity improvements stronger/faster than expected.

Investment View

MHJ has a new strategy and a largely new senior management team.
While incremental progress is being made with its strategic priorities, it
could take an extended period of time to return to its prior growth trajectory.
Early signs of execution are positive, with little growth priced in, providing
upside to our forecasts, however, we remain cautious given the tough
nature of the retail backdrop and margin risk. NEUTRAL.

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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Michael Hill International Ltd (MHJ) Priced as at 11 Oct 2019: NZ$0.71 June year end
Forsyth Barr valuation Valuation Ratios 2018A 2019A  2020E  2021E  2022E
Valuation methodology Weighted DCF and sum of the parts valuation ~ EV/EBITDA (x) 47 5.2 49 48 46
EVI/EBIT (x) 741 8.2 741 7.0 6.8
12-month target price (NZ$)* 0.70  Spot valuations (NZ$) PE (x) 79 11.2 9.7 95 9.1
Expected share price return -14% 1.DCF 0.76  Price/NTA (x) 14 1.6 1.5 1.5 1.5
Net dividend yield 74% 2. Sum of the parts 0.62  Free cash flow yield (%) 12.3 9.1 18 9.5 9.7
Estimated 12-month return 6.0% 3.nfa n/a  Netdividend yield (%) 76 6.0 74 73 74
Gross dividend yield (%) 10.6 8.3 10.3 9.6 9.7
Key WACC assumptions DCF valuation summary (NZ$m) Imputation (%) 100 100 100 80 80
Risk free rate 2.00%  Total firm value 327  Pay-out ratio (%) 61 67 72 69 67
Equity beta 1.15  (Net debt)/cash (26)
WACC 9.7%  Value of equity 301 Capital Structure 2018A  2019A 2020E  2021E  2022E
Terminal growth 15%  Shares (m) 382 Interest cover EBIT (x) 14.9 14.0 15.3 14.8 174
Interest cover EBITDA (x) 224 219 22.2 21.8 25.6
Profit and Loss Account (AUD$m) 2018A  2019A  2020E  2021E  2022E  Net debt/ND+E (%) 12.9 12.3 16.0 138 11.3
Sales revenue 604.0 5711 5852 591.0  598.9 Netdebt/EBITDA (x) 0.5 0.5 0.6 0.5 0.4
Normalised EBITDA 60.3 54.0 59.2 62.3 63.3
Depreciation and amortisation (20.2)  (194) (186) (20.0) (20.2) Key Ratios 2018A 2019A 2020E 2021E  2022E
Normalised EBIT 40.1 34.6 40.7 42.3 431 Return on assets (%) 10.7 9.1 10.9 11.2 114
Net interest (2.7) (2.5) (2.7) (2.9) (2.5) Return on equity (%) 16.6 16.9 14.2 14.6 14.7
Associate income - - - - - Return on funds employed (%) 15.8 15.7 12.9 14.3 15.1
Tax (5.9) (23) (115 (119  (12.3) EBITDA margin (%) 10.0 9.5 10.1 10.5 10.6
Minority interests - - - - - EBIT margin (%) 6.6 6.1 7.0 72 72
Normalised NPAT 31.5 22.8 26.5 275 28.4 Capex to sales (%) 4.0 2.7 38 38 38
Abnormals/other (26.9) 6.3)  (17.5) - - Capex to depreciation (%) 119 81 121 113 112
Reported NPAT 4.6 16.5 9.0 215 284
Normalised EPS (cps) 8.1 59 6.8 71 7.3 Operating Performance 2018A 2019A  2020E 2021E  2022E
DPS (cps) 5.0 4.0 5.0 5.0 5.0 Store numbers
New Zealand 52 52 52 52 52
Growth Rates 2018A 2019A 2020E 2021E 2022E Australia 172 168 164 161 161
Revenue (%) 38 5.5 25 1.0 1.3 Canada 83 86 88 88 88
EBITDA (%) -105  -104 9.8 5.1 16 US 0 0 0 0 0
EBIT (%) -152 137 17.5 4.0 1.9 Emma & Roe 6 2 0 0 0
Normalised NPAT (%) -1.0 275 16.2 38 3.1 Total store numbers 313 308 304 301 301
Normalised EPS (%) 2.1 275 16.2 38 3.1
DPS (%) 00  -200 25.0 0.0 0.0 Divisional revenue (A$m)
New Zealand 1154 1130 1185 1224 1234
Cash Flow (AUD$m) 2018A 2019A 2020E  2021E  2022E Australia 3257 3136 3139 3119 3136
EBITDA 60.3 54.0 59.2 62.3 63.3 Canada 1330 1404 1512 1551  160.1
Working capital change 39 (7.4) (0.4) 0.3) (0.9) US 11.9 - - - -
Interest & tax paid 9.2) (76) (142) (148) (14.7) Emma & Roe 16.9 - - - -
Other - - (175 - - Other 1.1 41 1.6 1.7 18
Operating cash flow 54.9 39.0 27.2 47.2 47.6 Total revenue 604.0 5711 5852  591.0  598.9
Capital expenditure (24.0) (15.7) (225) (225) (22.5)
(Acquisitions)/divestments - - - - - Divisional EBIT (A$m)
Other - - - - - New Zealand 25.6 22.7 26.3 274 27.9
Funding available/(required) 309 23.3 4.7 247 251  Australia 48.6 329 35.1 35.0 35.2
Dividends paid (194)  (194) (155) (194) (194) Canada 14.9 10.2 14.8 16.4 17.8
Equity raised/(returned) - - - - - Us (5.7) - - - -
Increase/(decrease) in net debt (11.5) (3.9 10.8 (5.3) (5.7) Emma & Roe (10.0) - - - -
Unallocated (33.3) (31.3) (355) (36.6) (37.7)
Balance Sheet (AUD$m) 2018A 2019A 2020E  2021E  2022E Total EBIT 401 34.6 40.7 42.3 431
Working capital 1556 1318 1605 1622 1644
Fixed assets 66.7 63.2 67.2 69.7 72.0  Divisional EBIT margins (%)
Intangibles 12.6 15.4 15.4 15.4 154 New Zealand 222 2041 222 224 22.6
Other assets 714 83.5 67.4 65.4 63.4 Australia 14.9 10.5 11.2 11.2 11.2
Total funds employed 3063 2939 3105 3127 3153 Canada 11.2 73 9.8 10.6 111
Net debt/(cash) 28.0 248 35.6 30.3 245
Other non current liabilities 89.1 924 88.3 93.3 98.3
Shareholder's funds 189.2 1768 1867 189.2 1925 Period average exchange rates
Minority interests - - - - - AUDNZD 1.09 1.06 1.05 1.04 1.05
Total funding sources 3063 2939 3105 3127 3153
* Forsyth Barr target prices reflect valuation rolled forward at cost of equity less the next 12-months dividend
Michael Hill Intl New Zealand Equity Research
1Q20 Sales — Improving Clarity 2 14 October 2019



Figure 1. MHJ sales ($m in local currency)
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1Q20 — Strong start to the year

MHJ reported strong 1Q20 group same store sales (SSS) growth, up +12%, cycling weak
sales growth in the prior period (1Q19 SSS -11% on 1Q18). Unsurprisingly, gross
margins remain challenged given a highly competitive backdrop, which drove elevated
discounting activity, particularly in Australia; although, somewhat encouragingly, showed
a slight improvement on 4Q19.

Divisional insight

B Australia (1Q20 SSS growth +6.8%): Australia continues to be the most
challenging market for MHJ, with elevated discounting activity in the sector as
market share is prioritised across the competitive set. Although MHJ delivered 1H20
sales growth, it comes off the back of a -13% decline in 1Q19 (vs 1Q18). We remain
cautious over the near term prospects for this market and expect further sales
growth through FY20 will be tough while meaningful margin improvement is unlikely.

B New Zealand (+10%): Cycling a weak prior period, New Zealand delivered strong
sales growth with MHJ gaining market share.

B Canada (+16%): Canada was the key highlight with strong sales growth following a
focus on productivity improvements which included changes to its operating team,
sales training, new product launched, and a new sales incentive scheme.

B E-commerce: 1Q20 e-commerce sales increased +18.9% year-on-year (+39.4%
when adjusting for Emma & Roe). E-commerce sales are over double that of MHJ’s
single largest bricks & mortar store.

B Branded collections: Branded collections represented 38% of sales in 1Q20 (33%
in FY19, 18% in FY18), illustrating continued execution on management’s strategy to
grow it to 50% of sales. Collections provide a superior margin profile, product
refresh, and help increase store traffic.

% chg vs pcp
Sales - local currency 2Q18 3Q18 4Q18  1Q19  2Q19 3Q19 4Q19 10200 2Q19  3Q19 4Q19 1Q20
Australia 112.0 67.6 76.4 66.7  106.9 65.5 72.0 68.3| -46% -32% -58% 2.3%
New Zealand 439 27.2 284 234 418 255 28.6 262 -48% -6.1% 07% 11.8%
Canada 46.9 25.6 30.3 237 49.0 26.2 313 279 4.5% 2.5% 35% 17.6%

Source: Company reports, Forsyth Barr analysis

Figure 2. Earnings changes (A$m)

Earnings revisions

We have made material earnings revisions, lifting our same store sales assumptions
across all markets. Canada is the key driver of the upgrades following a strong 1Q20
which illustrated execution on management’s productivity initiatives. We have also
trimmed gross margin assumptions marginally in FY20, reflecting the competitive
backdrop.

FY20E FY21E FY22E

Old New % chg Old New % chg old New % chg
Sales Revenue 573.8 585.2 2.0% 578.7 591.0 2.1% 585.7 598.9 2.2%
EBIT 37.0 40.7 10.0% 37.9 423 11.5% 38.0 431 13.5%
Normalised Profit 23.9 26.5 11.0% 244 21.5 12.9% 245 28.4 15.8%
Underlying EPS 6.2 6.8 11.0% 6.3 71 12.9% 6.3 7.3 15.8%
DPS (AUD) 5.0 5.0 - 5.0 5.0 - 5.0 5.0 -
Source: Forsyth Barr analysis
Michael Hill Intl New Zealand Equity Research
1Q20 Sales — Improving Clarity 3 14 October 2019
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Upgrade to NEUTRAL from UNDERPERFORM

We upgrade MHJ to NEUTRAL from UNDERPERFORM. Following a strong 1Q20 result
with evidence of execution on productivity improvements in Canada, market share gains
in all markets, and encouraging margin commentary, we have become more confident in
management’s new retail strategy. This has driven material earnings upgrades which,
combined with a re-rating in its peer group, lifts our target price to NZ$0.70 from NZ$0.50.

MHJ trades at a reasonable discount to peers given its growth profile, however, we
believe that is fair given (1) improvements are early runs on the board and there is still
plenty of water to flow under the bridge, and (2) the highly competitive and uncertain retail

backdrop.
Figure 3. MHJ forward PE versus retail peers Figure 4. MHJ PEG versus retail peers
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Company description

Michael Hill International operates a
specialist retail jewellery chain. The
company originated in Whangarei, NZ in
1979. MHJ has a large store base in
Australia (171 stores) and NZ (52 stores).
MHJ expanded into Canada in 2002 and is
now the second largest jewellery chain by
store count with 83 stores and a target to
getto ~105.

Figure 5. MHJ footprint by market
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Investment summary

Michael Hill (MHJ) recently exited its loss-making divisions (Emma & Roe and the
US) and is now focussing solely on the Michael Hill brand. We are positive on this
strategic directional shift; however, we are cautious given the extensive execution
involved with branding and pricing strategy changes. Canadian store rollout has
been revised with a medium-term target of 90 stores, and a focus on store
productivity. This is materially down on prior long-term targets. We expect modest
medium-to-longer term growth from its more mature NZ and Australian divisions.
Our rating is NEUTRAL until we become more positive on management execution.

Earnings and cash flow outlook

B Operating leverage: There is significant operating leverage in the business model
which can swing earnings quickly depending on top line performance. The negative
impact this can have was seen in 1H19, particularly in 1Q19.

B Same-store sales: Following a suppressed prior period, 1Q20 same store sales
rebounded strongly. However, growth is likely to moderate as it cycles tougher
comps.

B Margins: The key opportunity is Canada from further store productivity gains. There
are also efficiency opportunities in New Zealand and Australia.

B Professional Care Plans (PCPs): Available to add onto a purchase to cover
ongoing maintenance and care. A gold mine for MHJ as payment is received upfront
and margins are likely higher than its jewellery business.

Business quality

m  Largely new management team: Previous CEO Phil Taylor stepped down for
health reasons. Phil had been with MHJ for 30 years but only CEO since 2017. The
new CEO is Daniel Bracken and he commenced on 15 November 2018.

B Store rollout: MHJ has a strong market position in Australasia, and modest near-
term growth opportunities in Canada through margin improvement. MHJ will close
the final six Emma & Roe stores in FY19, albeit management indicated the demi-fine
category remains a possible opportunity to pursue at the right time.

Risk Factors

B Consumer sentiment and retail backdrop: MHJ’s products are reliant on
discretional spending. Jewellery chains that cater to the majority (e.g. MHJ) are
typically less affected by economic fluctuations than luxury jewellers.

B Competitor store closures: The tough retail backdrop has seen competitor store
footprints revised and elevated discounting activity to clear inventory. Margin risk
exists as MHJ balances profitability with market share.

Figure 6. MHJ divisional same store sales growth
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Figure 7. Substantial Shareholders

Shareholder Latest Holding
Hoglett Hamlett Limited 38.3%
ACC 6.4%
Regal Funds Mgmt 5.6%

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

Figure 8. International Compcos

Company Code Price Mkt Cap PE EVIEBITDA EVIEBIT Cash D/YId
(metrics re-weighted to reflect MHJ's balance date - June) (m)  2020E  2021E  2020E  2021E  2020E = 2021E 2021E
Michael Hill Intl MHJ NZ NZ$0.71 NZ$272 9.7x 9.5x 4.8x 4.6x 7.0x 6.8x 7.3%
Briscoe Group * BGP Nz NZ$3.65 NZ$811 12.5x 12.7x 7.7x 7.8x 8.2x 8.3x 6.1%
Kathmandu Holdings * KMD NZ NZ$3.08 NZ§698 11.4x 9.8x 5.3x 4.3x 6.4x 5.2x 6.1%
Restaurant Brands NZ * RBD NZ NZz$11.85 NZ$1,478 29.8x 26.2x 14.6x 13.5x 22.1x 20.0x 0.0%
The Warehouse Group * WHS Nz NZ$2.62 NZ§909 11.9x 10.4x 5.6x 5.0x 8.6x 7.6x 7.0%
Signet Jewelers SIGUS US$16.11 Us$842 5.5x 7.1x 7.4x n/a 11.7x n/a 10.0%
Tiffany & Co TIFUS Us$88.07 US$10,639 17.6x 16.3x 11.3x 10.6x 14.8x 13.8x 2.9%
Myer Holdings MYR AT A$0.57 A$468 13.2x 11.3x 3.1x 3.0x 8.5x 7.5x 2.7%
Lovisa Holdings LOV AT A$12.54 A$1,326 32.0x 25.2x 17.9x 14.1x 21.8x 17.1x 3.2%

Compco Average: 16.7x 14.9x 9.1x 8.3x 12.8x 11.4x 4.8%
EV = Current Market Cap + Actual Net Debt MHJ Relative: -42% -36% -48% -45% -46% -40% +54%

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

Figure 9. Consensus EPS Momentum Figure 10. 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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