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Fat Prophets take a loss

Integrated pet care player, Greencross (ASX.GXL) has had quite a tough year having reported a substantial
drop in profits as the vet business saw lower visitation and higher costs. We also expect pressure from lower
consumer spending down the road. The final nail in the proverbial coffin is that the company will be removed
from the ASX 200 index which weighed on the shares in the near-term, recognising this, we take the

opportunity to cut our losses and SELL the stock.
What's New?

In our last coverage of the stock back in May (FAT-AUS-873) we covered a Trading Update where
management provided a heads-up that profits will take a hit due to an expected $16 to $20 million non-cash
impairment from a mix of project costs, redundancies and other one-offs.

Following that, the shares continued to come under pressure with the FY18 results out and indeed showing
pressure on the bottomline. Another clincher was that the S&P Dow Jones Indices changes announced at the
close of last week showed that Greencross will be removed from the S&P/ASX 200 index by 24 September
2018. This will likely weigh heavily on the shares as institutional funds trim the company out of their

respective portfolios. Unsurprisingly, the shares are now trading at 5-year lows

S&P/ASX 200 Index — Effective at the Open on September 24, 2018
Action Code Company
Addition BIN Bingo Industries Limited
Addition ELD Elders Limited
Removal GMA Genworth Mortgage Insurance Australia Limited
Removal GXL Greencross Limited

Source: 07 September 2018 S&P Dow Jones Indices Filing
Before moving on, we’ll take a brief look at results for the FY18:

FY18 Results Review




At first glance, with the company reporting a statutory profit of $20.7 million which is a substantial 50.9%
year-on-year drop, would indicate that the results were significantly disappointing. However, it's not as
straightforward, in fact the company’s results are more aptly described as “mixed” instead of purely bad.

Revenues across the board were up with some units reporting_double-digit growth leading to group level

revenues expanding_7.5% year-on-year to $878.7 million. Moreover, the increased focus on higher margin

private label brands (for retail) and increased demand for specialist medical petcare have pushed gross
margins up 90 basis points to 56.3% and up 9.2% year-on-year to $494.75 million.

FY18 financial overview

FY18 FY17 Change
S million 52 weeks 53 weeks
Sales revenue 878.7 817.5 7%
LFL sales growth (52 v 52-week basis) 4.9% 4.5% 40 bps
Before exceptional items
Gross margin 56.3% 55.4% 90bps
Underlying EBITDA 97.6 104.2 (6%)
Underlying NPAT attributable to GXL shareholders 37.2 43.0 (14%)
Underlying EPS 315 37.0 (15%)
Dividends per share 15.5 19.0 (18%)
Exceptional items
Recognised in EBITDA 22.8 4.5 n.c.
Recognised in depreciation 1.4 - -
After exceptional items
EBITDA 74.8 99.8 (25%)
Statutory NPAT attributable to GXL shareholders 20.7 42.1 (51%)
Statutory EPS 17.5 36.2 (52%)

Source: 20 August 2018
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On the other hand, the company’s “integrated petcare model” featuring in-store clinics proved to be its
undoing, as these seemingly cannibalised sales from their standalone clinics which reported substantial
drops in visitations. As such, the Vet segment saw underlying EBITDA fall by 17% year-on-year to $24.6

million.

Other factors that weighed heavily on the result were ‘immature’ in-store clinics which, according to
management, have a “short-term” negative impact. Others include losses from higher labour costs of $1.3
million in the Animal Referral Hospital joint venture and a $1.8 million impact from start-up losses in new
emergency clinics.

Operating Expenses also surged higher at group level, up 18.6% or by $65.6 million to $418.8 million due to
the “immature” clinic rollouts, the Joint Venture and a one-off $19.8 million from IT projects and other
impairment costs.

Upon closer inspection though, we believe that it is likely that the New CEO, Simon Hickey coming onboard
has used this opportunity to write down asset values early in his tenure and to start FY19 on a clean slate. In



fact, underlying NPAT is only down 14% year-on-year to $37.19 million versus Statutory NPAT which was
down a substantial 50.9% to $20.66 million.

Going forward though, management has provided a positive outlook for FY 19 with an expected 8% growth in
group revenue and targeting cost savings of between $10 and $13 million, with $5.8 million having already
been realised as at 20 August 2018.

However, we believe that headwinds are likely to come around from depressed consumer spending. The
ongoing falls in Sydney and Melbourne home prices have reversed the wealth effect from years of price
increases, while snail-paced wage growth also weighs down on consumer confidence.

We’'re already seeing initial signs that consumers have started to tighten their belts, with data from the
Australian Bureau of Statistics showing that retail sales in July were flat at 0.3% — its weakest results since
March — dragged down by lower sales in apparel (-2%), department store goods (-1.9%) and household
goods (-1.2%).

We believe that with the company’s execution being lacklustre, makes it incredibly difficult to “fight the tide”
and despite that many see their pets as part of the family; that doesn’t mean that luxuries for pets is immune
to budget cuts.
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Summary

Looking closely at Greencross’s FY18 results, these were mixed with some areas doing well (private label &
specialist petcare) while others (vet services) were weak. With external headwinds coming in from reduced
consumer confidence and spending, and expected further downward pressure on the shares from index
rebalancing, we believe it's time to move on.
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We recommend that Members SELL their holdings in Greencross (ASX.GXL). Fat Prophets will cease
coverage of Greencross immediately.

DISCLAIMER

Fat Prophets has made every effort to ensure the reliability of the views and recommendations expressed in the reports published on its websites. Fat
Prophets research is based upon information known to us or which was obtained from sources which we believed to be reliable and accurate at time of
publication. However, like the markets, we are not perfect. This report is prepared for general information only, and as such, the specific needs,
investment objectives or financial situation of any particular user have not been taken into consideration. Individuals should therefore discuss, with their
financial planner or advisor, the merits of each recommendation for their own specific circumstances and realise that not all investments will be
appropriate for all subscribers. To the extent permitted by law, Fat Prophets and its employees, agents and authorised representatives exclude all liability
for any loss or damage (including indirect, special or consequential loss or damage) arising from the use of, or reliance on, any information within the
report whether or not caused by any negligent act or omission. If the law prohibits the exclusion of such liability, Fat Prophets hereby limits its liability, to
the extent permitted by law, to the resupply of the said information or the cost of the said resupply. As at the date at the top of this page, Directors and/or
associates of the Fat Prophets Group of Companies currently hold positions in: ASX-listed Australian stocks: ASX-listed Australian stocks: AAC, AAD,
AGO, AJA, AMP, ANZ, APA, APG, AVG, BCI, BHP, BKN, BOQ, BRL, BRU, BTR, BWP, CBA, CCL, CDD, CFE, CGL, CKF, CNQ, CVO, CWN, DLS, DNX,
DUE, ELD, ENV, EVN, FID, FMG, FXJ, GJT, GMG, GNS, GOR, GPT, GXL, HUB, IAU, IFL, ILU, IMF, JHX, MFG, MGR, MML, MMS, MND, MNF, MPL,
MTR, MTU, NAB, NCM, NMG, NUF, OBS, ORE, OSH, OVH, POS, PPS, PRG, PRT, PXG, QAN,QBE, RIO, RXL, RRS, S32,SDG, SFR, SGP, SIV, SLR,
SPK, STO, SUN, SYD, TAM, TEN, TLS, TME, TTN, WBC, WFD, WES, WHC, WOW, WPL, WSA. International stocks 3i Group, Acacia Mining, Amec
Foster Wheeler, Anglo American, Archipelago Resources, Arian Silver Corp, Aviva, Avocet Mining, Bank of China, Barratt Developments, BMW, Berkeley
Energy, BG Group, BOLSAS Y MERCADOS ESPANOLES,SOCIEDAD, Bovis Homes, BP, Braemar Shipping Group, British American Tobacco, BT
Group, Cairn Energy, Centamin Egypt, China Life Insurance, China Mobile, China Overseas, China Taiping, China Vanke, Country Garden, Daejan
Holdings, Development Securities, Dragon, Enquest, Esure, Euronext, FedEx, Fresnillo, Ibiden, Infosys, Glaxosmithkline, Glencore International,
Goldbridges Global Resources, Google (Alphabet), Grainger, Gulf Keystone Petroleum, Highland Gold Mining, HSBC,ICICI Bank, Ironveld, iShares
Physical Metals, J Sainsbury, JKX Oil & Gas, John Wood Group, Kazakhmys, Legal & General, Lloyds, Low and Bonar, Market Vectors Junior Gold
Miners, Market Vectors Oil Services, Market Vectors Vietnam, Marstons, Medusa Mining, Mitchells & Butlers, Mitsubishi Tokyo Financial, Mitsubishi UFJ,
National Grid, Nippon Telegraph and Telephone, Panasonic, Paragon Group of Companies, Petra Diamonds, Petrofac, Petropavlovsk, PICC Property &
Casualty, PPHE Hotel Group, Randgold Resources, Rank Group, Reckitt Benckiser, Royal Dutch Shell, Solgold, Sony Corporation, Standard Chartered,
STV Group, Sylvania Platinum, Tata Motors, Tencent, Tertiary Minerals, Teva Pharamaceutical, Toyota Motor, Tullow Qil, Unilever, Vedanta Resources,
Vodafone, Walt Disney, Zillow.



Snapshot GXL

Greencross

Latest Closing Price: $3.80

Greencross (GXL) is a veterinary service provider which has grown impressively through acquisition in recent years, delivering

compound annual growth rates in revenues and earnings of 29 percent. Meanwhile the company’s successful roll up model of vet

clinics has plenty of room to expand, with less than 6 percent of the available revenue market share in Australia.

The creation of Greencross was enabled by deregulation of veterinary industry which removed the limitation of business ownership

to veterinary professionals. This, combined with a growing willingness by people to spend more on vet procedures to prolong the

life of their pets, has underpinned the company’s growth over the past five years.

The company’s growth profile could also be turbo-charged further by a proposed tie up with Petbarn, the largest wholesaler of pet

products in Australia. Petbarn also boasts a robust revenue and earnings profile, and the merger will create strong synergies

between the two businesses.

Market Capitalisation:$456.5m

Price to Earnings 25.7
Dividend Yield (%) 3.5
Price to Book 1.10
Return on Equity (%) 4.3
EV/EBITDA 7.9

FY1

12.6
3.7
0.94
7.3
7.6

FY2
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