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In summary, analysis
based solely on
adjusted EBITDA runs
the risk of forgiving
poor operational and
strategic execution,
and on top of that,
rewarding the company
with an ability to add
debt, which in the end
could be detrimental
to the bond and equity
holders.

"Not everything that counts can be counted and not everything that can
be counted counts!” - (William Bruce)

Companies are required to file their financial results in accordance with GAAP (Generally Accepted Accounting
Principles) which compel the filer to adhere to a uniform set of rules. Given differences across industries,
analysts have come up with EBITDA (earnings before interest, taxes, depreciation & amortization) to account
for differences in depreciation and amortization schedules, leverage and taxpayer status. Over time, however,
EBITDA has morphed into adjusted EBITDA as issuers and analysts continued to broaden the definition.

Why should you care?

EBITDA is a non-GAAP figure that is subject to many “subjective” adjustments and forms the key metric
in many bond covenant calculations. The majority of the covenants in bond and loan agreements use an
adjusted EBITDA metric to determine how much debt a company can incur. To read more on covenants,
please refer to our earlier note in May, titled “Swiss cheese and covenants.”

In our opinion, relying on adjusted EBITDA alone can lead one to misjudge the true health of a company.
This can result in permanent loss of capital, particularly late in the economic cycle.

The widespread use of add-backs can badly distort the reliability of adjusted EBITDA
as a measure

Some of the most common add-backs we see in adjusted EBITDA are listed below:

Restructuring, integration and severance costs — I strongly believe that these costs should be treated as a
normal operating expense. Business environments change and restructuring to right size the company or
incurring transition costs after an M&A deal should be considered general business costs. It's important to
note how frequent these “one-time” costs are. There are many in the high yield universe that have some
form of restructuring/one-time costs added back every year and therefore can't credibly be labelled one-time
costs.

Share-based compensation — This one is tricky, as it generally tends to be non-cash in nature. However,
awarding shares to management increases the share count and is therefore dilutive to earnings from an
equity perspective. We have now seen high yield companies where the share-based compensation can be as
large as 20% of EBITDA. At its core, it is a compensation expense, not a gift, and worth paying attention to.

Sector-specific expenses — This is the category where I find some of the most outrageous add-backs. Let me
give some examples:

e Take store opening, closing, and remodeling expenses in retail companies. Retail companies generally
operate stores. If you are opening a store or remodeling it to grow your business, why is that expense
added back? Conversely, if you made a mistake and opened too many stores such that profitability
suffers, why should the closing expenses be allowed to be added back?

e Another personal favorite is the capitalization of expenses such as research & development or sales &
marketing. For instance, some tech companies capitalize a large portion of their R&D costs. In a rapidly
changing and highly competitive industry, one can argue that some of these investments are vital for the
company'’s ability to remain relevant, competitive and to be able to grow its earnings. However, when
capitalized, it is not captured in EBITDA and therefore may need to be adjusted lower.

e  Finally, the generic “other” line”. I think of this as a catch-all basket for anything including run-rate cost
synergies. Recall that many high yield covenants now allow for up to 30% of EBITDA add-backs for one-
time costs and run rate cost synergies. You may be surprised to know that 30% is well used!

Common pitfalls of an analysis solely focused on adjusted EBITDA

e It may lead to overstatement of company’s true liquidity position as it ignores working capital and adds
back some costs that may be cash (e.g. store opening/closing, restructuring costs).
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e It may result in higher implied enterprise valuation as a multiple of EBITDA as it ignores capital
replacement costs that gets depreciated but may need to be replaced longer term. Investors should
always ask themselves what percentage of capex and R&D that is capitalized can be postponed for a
very long time without damaging the long-term value of a business. As Warren Buffett suggests, “there
are very few businesses that can spend a lot less than depreciation and maintain the health of the
business.”

e Since leverage and interest coverage metrics are expressed as a multiple of EBITDA, credit metrics can
be overstated very easily.

e It tells the investor nothing about the quality of earnings. EBITDA is not EBIT!

In summary, analysis based solely on adjusted EBITDA runs the risk of forgiving poor operational and
strategic execution, and on top of that, rewarding the company with an ability to add debt, which in the end
could be detrimental to both the bond and equity holders.

We don't ignore the cash flow statement in our credit analysis.

Unlike equities, bondholders have limited upside but share similar downside risk should a company’s

We always adjust performance worsen. As the credit cycle nears its end, it is critical to assess each issuer’s creditworthiness
company reported on cash flow metrics along with covenant strength. We believe that focusing on business quality,
results to asses the true stability and cash flow are a critical part of the analysis.
earnings pote.ntlal a.nd I think the below comment from Warren Buffet's 2018 annual letter to Berkshire Hathaway shareholders
credit quality. summarizes the issue very well.

“Abraham Lincoln once posed the question: If you call a dog’s tail a leg, how many legs does it have?” and
then answered his own query: Four, because calling a tail a leg doesn’t make it one.” Abe would have felt
lonely on Wall Street.”
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Past performance is no guarantee of future performance.

Source: JOHCM/MSCI Barra/Bloomberg Index Services Limited, NAV of Share Class A in GBP, net income reinvested, net of fees. The A GBP Class was
launched on 30 April 2018. Performance of other share classes may vary and is available on request. BLOOMBERG® is a trademark and service mark
of Bloomberg Finance L.P. and its affiliates (collectively “Bloomberg”). BARCLAYS® is a trademark and service mark of Barclays Bank Plc (collectively
with its affiliates, “Barclays”), used under license. Bloomberg or Bloomberg’s licensors, including Barclays, own all proprietary rights in the Bloomberg
Barclays Indices. Neither Bloomberg nor Barclays approves or endorses this material, or guarantees the accuracy or completeness of any information
herein, or makes any warranty, express or implied, as to the results to be obtained therefrom and, to the maximum extent allowed by law, neither
shall have any liability or responsibility for injury or damages arising in connection therewith.

Past performance is no guarantee of future performance. The value of investments and the income from them may go down as well as up and
you may not get back your original investment. The information contained herein including any expression of opinion is for information purposes
only and is given on the understanding that it is not a recommendation.

The Fund'’s objective is to offer monthly income generation consistent with long-term capital growth. In order to make monthly distributions, all
or part of fees and expenses may be charged to the capital of the Fund. By charging the fees and/or expenses to capital, capital may be eroded
and income will be achieved by foregoing the potential for future capital growth. The annual management charge is charged to the capital of
the Fund.

The Investment Manager may undertake investments on behalf of the Fund in countries other than the investors’ own domicile. Investors should
also note that changes in rates of exchange may cause the value of investments to go up or down. Telephone calls to and from JOHCM may
be recorded. Information on how JOHCM handles personal data which it receives can be found in the JOHCM Privacy Statement on its website:
www.johcm.com.

Issued and approved in the UK by J O Hambro Capital Management Limited which is authorised and regulated by the Financial Conduct Authority.
Registered in England and Wales No: 2176004. Registered address: Level 3, 1 St James’s Market, London SW1Y 4AH, United Kingdom.The

registered mark J O Hambro® is owned by Barnham Broom Holdings Limited and is used under licence. JOHCM® is a registered trademark of
J O Hambro Capital Management Limited.
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