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~Brambles lnduslnes 

.. ...; 

Brambles Industries BIL 

Price (21 Feb 02) AUD9.17 

Target price {12 months) AU09.501 G8P3.40 

Market cap. (Aim) 15,465.21 

Enterprise value {A$m) 21109 

Year 6/01A 6/02E 6/03E 6104E 

CSFB adj. EPS (A$) 0.36 0.36 0.39 0.43 

PIE (X) 25.19 25.69 23.27 21.33 

Pre-tax profit (A$m) 815.0 795.9 867.9 91i9.6 

EBITOA (A$m) 2165.3 2329.9 2627.3 2904.6 

EVJEBITDA (X) 9.75 9.06 6.03 7.27 

Dividend 2001 0.2 Number of shares (m) 1686.5 

Dividend yte!d (%) 2•ta 

Company Description 
Brambles is an Australian-based internalional company well diversified, both by industry 
and geography. On 7 August 2001, Brambles consummated a OLC merger with GKN's 
(UK) Industrial Services businesses to form a Global company with an Australian and 
UK Support Services listing. Concurrently, GKN's CEO and CFO joined Brambles 
bringing with them expertise rmm exposure to the BIU GKN JV businesses. Brambles is 
pursuing a strategy of globalising its core businesses-Equipment Pooling (CHEP_.:. 
pallet and RPC management). Waste Management (Cieanaway), and Information 
Management (Recall). The company also operates several regional businesses 
(Industrial Services. Meineke Mufflers, Interlake Materials Handling, Shipping, Transport 
etc). 

ope.r!'l_tlgoal __ e_xpedise. has.developed.in Australia. into ne_w_intero;;~tiong,l. ¥&.11/i!S. 
these indude primarily North America and Europe. and increasingly, the emerging 
markets of Asia and Latin America. 

Prices quoted in this report refer to dosing prices on 21 February 2002 . 
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Strategic Analysis 
Existing Strengths: Core businesses' market positfon and 
growth opportunities 

Existing Weaknesses: CHEP USA structural issues 

Existing Opportunities: Further market penetration 

Existing Threats: Advocacy of a second pallet provider by 
UK/European retailers 

Sourca. CSFB 

CHEP-CA-000190 

CREDIT I FIRST 
- SUJSSE! BOSTON 



Case 2:08-cv-02012-RTD   Document 84-4    Filed 03/30/09   Page 3 of 98 PageID #: 1106

Brambles Industries 

Table of contents 

Executive summary 

Introduction .. 

Part A: CH EP USA concerns .. 

Portfolio managers' summary 
Structural and operational difficulties .. 

Brambles-our view ... 

Portfolio managers detail ............ . 
Ramifications to CHEP and the pallet pool: - ... . 

Key reasons for the difficulties.... . ............... . 

27 February 2002 

..... 4 

. .... 5 

. .. 6 

.. 7 
.7 

. ... 10 

. .11 
11 

. ........... 11 

Detailed discussion. .. .... .. .. .. . . . ............................. . . ......... 15 

Large retailers I distributors' inappropriate use of the pallet pool.. .... . . ........ 15 

Part B: The Brambles core businesses ............ . 

A snapshot of Brambles' core businesses .. .. 
CHEP-equipment pooling ..................... . 

Cleanaway-waste management.. ...... .. 
Recall-records management.. ............................... . 

Cyclicality of Brambles ............... . 

Valuation .......... .. 
Comparison between the markets-ltd vs Pic ................ . 

Financials .......................... . 

3 

. ................ ..49 

..50 
. ................. 50 

.. ................. 63 
. ........ 71 

.. ....... 77 

.. ............ 78 

.. ............................... 86 

.. .......................... 88 

CHEP-CA-000191 

CREDIT I FIRST 
SUISSE BOSTON 



Case 2:08-cv-02012-RTD   Document 84-4    Filed 03/30/09   Page 4 of 98 PageID #: 1107

Brambles lndustnes 27 February 2002 

Executive summary 

The purpose of this report is to comprehensively detail the CHEP USA difficulties so investors 
are fully infonned 1n preparation for Brambles Industries 1 H02 result and presentation on the 
27 February 2002. and subsequent management meetings post the result. 

CHEP USA is currently experiencing several structural and operational issues 
highlighting what we see as a "loss of control of the pallet pool". Specifically the 
problems include: i) CHEP needing to supply a large number of pallets to retailers' DCs 
(and thus not generating revenue); ii) inappropriate use of the pallet pool by large 
retailers/distributors (secondary circuit use); and iii) growing pallet leakage to parties not 
signed to CHEP. While some of these are attributed to the cost of doing business in the 
US, we believe others are a result of the business growing too quickly, without 
appropriate controls or resources. 

In our view, these issues are affecting CHEP's profitability significantly and presenting 
additional problems to its business template. Falling asset turns. increasing damage 
rates, and increasing transportation costs to retrieve lost pallets are impairing margins. 
We consider proliferation of the black market, increasing litigation. and industry attitude 
to be destabilising the value of CHEP USA's product offering and business model. 

We believe CHEP USA is not broken, but is slightly damaged. That is, we expect these 
difficulties can be fixed, but given they are significant in nature, we believe they will take 
considerable cost and management time to resolve. Brambles is likely to pursue several 
initiatives including i) management changes; ii) contractual re-negotiation with retailers/ 
manufacturers; iii) a compensation fee for recyclers for returning CHEP pallets from Non 
Participating Distributors; and iv) Channel pricing. These difficulties are likely to curtail 
growth in the short term whilst management addresses them. Attribution of a turnaround 
is difficult but we do not believe these issues will be resolved for at least 12 months. 

On a different note, there appears to be a growing trend of retailers pursuing a competitive 
pallet pooling business to CHEP. One such company benefiting from this phenomenon is LPR 
(part of Algeco/ Preussag). LPR is winning endorsement from several key retailers/ 
manufactureiS, aiding market share gains from CHEP in Europe. More importantly, LPR has 
recently received endoiSement from the four major retaileiS in the UK (accounting for 67% of 
the retail market), and is subsequently gearing up for a rollout of an LPR pool in CHEP's 
flagship market, the UK LPR is targeting 20-25% market share in the Pan European market. 
While this may not substantially affect CHEP's dominant position, we befieve it presents a risk 
to i) the general belief that CHEP will consolidate a global monopolistic position; and I or ii) 
CHEP's margins in the short to medium term. 

We continue to remain strong advocates for Brambles and the strength of its core businesses 
in the MT/ LT. particula~y CHEP. However, as CHEP, and more specifically CHEP USA, is 
considered the key earnings growth driver for Brambles, we believe there is definite risk to 
earnings in the short tenn. Furthermore, we believe the market has not been factoring the 
impact of these issues into Brambles earnings estimates, hence we expect further 
downgrades to consensus earnings forecasts. Beyond the CHEP issues, Brambles continues 
to appear expensive relative to both the Australian and UK markets, as well as its historical 
valuation trading range, despite inferior earnings growth. We maintain our HOLD 1 
Marketweight recommendation and 12-month price target of A$9.50 1£3.40. 
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Brambles Industries 

We continue to be strong 

advocates for CHEP-it is 

an excellent business 

models~but there is short-

term risk ... 

27 February 2002 

Introduction 

CSFB continues to be a strong advocate for CHEP and its unique business model. We 

believe the company will largely have dominance in the materials handling equipment 

pooling markets and is what we define as the Microsoft of the logistics I materials 

handling industry, ie the industry standard. We believe CHEP is one of the most 

successful exports of any Australian company. 

While we have maintained a positive view of the long-term attractiveness of the 

business, we have taken a more bearish stance on the immediate earnings and ROIC 

profile of the US operation. This follows a US competitor site visit tour we conducted in 

April 2000 where we attended a four-day Materials Handling conference and spoke to 
many of CHEP's customers, suppliers. competitors, industry commentators and ex 

employees. As a result of those discussions and ongoing dialog since then, it became 

increasingly apparent to us that the US CHEP pool was encountering an increasing 
amount of structural and operational difficulties not anticipated by the market. 

Whilst we have frequently marketed and documented in previous research our 

concerns, the purpose of this report is to comprehensively detail these difficulties so 
investors are fully informed in preparation for Brambles Industries 1 H02 result on the 27 

February 2002 and subsequent management meetings. We expect this to be a very 

disappointing result for CHEP USA, and hence anticipate the new Brambles 

management team will detail the difficulties and the proposed solutions to remedy these. 
The purpose of this report is to assist investors with the right knowledge and questions 

so they can be fully informed to evaluate the new management team's solutions and 

future expectations. 

0 f I 
The conclusion of this report is that CHEP USA is not broken, but has been damaged. 

ur concerns o a most . . . . 

.i; 

tw t th t 
We believe the markets' expectations of CHEP grow1ng EBIT 1n excess of 15% Will not 

o years were no a . -

CHEP USA b k 
--crystallisein-Pf()2-given-these-issueS;-£Afl-base&en-the--eJ<peGted-tlme-and-cost-to-----~lll 

was ro en, "ffi . h "II b d "I · · ··· · ·· ·· · · rectify the d1 1culties, that there 1s no guarantee sue growth WI e returne unt1 at 
rather that earnings will be 

least FY04. 
affected by these issues 

This report is separated into two sections: Part A discusses our concerns with CHEP 

USA while Part 8 provides a snapshot of Brambles' core businesses (CHEP, 

Cleanaway and Recall). 

CHEP-CA-000193 }, 
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Brambles Industries 

Part A: CHEP USA concerns . 

II 6 

27 Febfuary 2002 
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Brambles Industries 

Two key CHEP principles 

are maintain; i) control and 

ii) quality 

... have been challenged 

27 February 2002 

Portfolio managers' summary 

CHEP. and more specifically CHEP USA. is considered the key earnings growth driver 

for Brambles. We estimate that CHEP USA's contribution to Group EBIT should grow 

from approx. 10.6% (FY02) to approx. 30.3% in FY12. 

In the past. CHEP management would reinforce to employees the two key principles to 

ensure the success of the CHEP business model. These principles were: -

• Always maintain control of the pool; and 

• Always maintain the qualitv of the pool. 

The previous and new management teams have attributed the deterioration in 

profitability and margins over the last 18 months to a number of reasons. including: -

• RPC rollout (management stated at the GKN 1H01 result that RPCs in the US should 

be EBITDA neutral in 1H02, which suggests the loss from the RPC rollout would have 

been larger in FY99 and FYOO, compared to FY01 and FY02 i.e. becoming less of a 
loss leader vs. pep); 

• Depot consolidation (planned consolidation from over 200 depots to 25-30 Mega 

depots We estimate seven Mega Depots have been built, and according to industry 
sources, no new depots have been built in the last 12 months); 

• SAP IT rollout (although it was later clarified that CHEP has only commenced the 

European roll-out, with the US to start in CY02); and 

• Cyclical de-stocking impact following the 11 September 2001 tragedy (although IF CO 
did not see as severe impact to that which CHEP reported-see First Edition. 23 

November 2001). Regardless, CHEP is primarily a variable cost business, the largest 
fixed cost being depreciation (17% of total costs). The de-stocking issue should have 

had its greatest impact on non- revenue generating pallets, namely those stockprled at 
- --- - -

Wai-Mart's Distribution Centres (DCs). 

We acknowledge issues 1), 2) and 4) would have affected CHEP US' contribution in 

FY01 (and FY02). However, given the decline in CHEP's financials and the increasing 

anecdotal evidence from industry sources, our view has strengthened that the 
deterioration in margins has largely been attributed to poor execution of CHEP's 

business model, specifically CHEP's key principles. 

Structural and operational difficulties 
The structural and operational difficulties we see can broadly be defined into the 

following three categories, but in our view all represent a "loss of control of the pallet 

pool":-

1) having to stockpile an unprecedented number of DCs in the US-a structural 

problem (cost of doing business in the US); 

2) Large retailers/distributors' use of the pallet pool in the secondary circuit-a 

structural and operational problem; and 

7 
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Brambles Industries 

In our view, the market has 

not factored these 
difficulties into consensus 

earnings forecasts 

27 February 2002 

3) A growing proportion of pallets be1ng leaked from the pool (estimated by 

management to be 20%) as pallets are being sent to Non Participating Distributors 

(NPDs)- an operational problem. 

There are several potential consequences of losing control of the pallet pool mcluding: -

1) A decline in asset turns I increase in dwell time for the pool; 

2) An increase in the damage rates of the pallets. and hence increased repair costs; 

3) Growing proportion of lost pallets; 

4) Greater collection and transport costs resulting from pallet "leakage"; 

5) "Black Market" pallet pool proliferation, 

6) Increasing litigation (see First Edition, 21 November 2001) where there were three 

class actions against CHEP (now two following a settlement); and 

7) The dilution of value incorporated in the Participating Distributor Agreement and the 

potential impact that will have on: -

• Signing/converting NPDs to PDs; and 

• Maintaining current PDs agreements. 

We have maintained our more bearish stance on Brambles for the following reasons: -

1) While management has noted there are operational and structural difficulties within 

the US pool, many investors, including those in the UK market, are either not aware 
of the issues or are of the view that the issues are not of any materiality/can be 

quickly resolved. We are not as optimistic and suspect once these difficulties are 
more widely identified in the market, that the stock is likely to have a further round of 

earnings downgrades (historically CHEP US EBIT has been forecast by the market 

-+--------------J----"to,_,.g'-'ro,.,w"-"al..Jt r..,awte;;;s,_.a.,b,o,v"e'-1-'-'5"-'%"'-'o) and a (10tential de-rating of the stock given the short 
term downgraJle to_patentiili_RQIC for the US pool; 

2) Management has yet to be given the opportunity to present the materiality of these 

issues I our concems. Hence we have relied upon industry sources, with some risk 

to accuracy. Given i) growing evidence these difficulties are increasing, ii) the 
resignation of the Group CEO and CFO in August 2000 (Mr John Fletcher and Mr 

Michael Brown) and the iv) resignation of the CFO of CHEP USA on 9"' November 

2001 (Mr Roger Miller), coinciding with v) severe profit and margin declines in 

CHEP USA for the first time since the US pools' inception, we took the view the risk 

profile for the company had increased; 

3) Some of the difficulties may actually have longer lasting implications to the franchise 

value of the US pool and hence reduce our Brambles Group OCF valuation. While 

we expect profitability and returns will be affected for at least the next 12 months 

(no dramatic recovery expected before 1H04) as a result of these issues, we also 

8 

expect there will be a medium term downward shift in returns for the US pool, 

relative to the UK/Europe and Australian pools, due to the permanent operational 

and structural differences of the US pool. That said, we recognise the strong pricing 

power CHEP is likely to have once near fully penetrated as well as the considerable 

critical mass the US potentially offers, thus allowing CHEP to increase returns 

closer to UK comparable returns in the long term; 
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Brambles lndustnes 27 February 2002 

4) Investors should be cognisant that the US is a different market to that of the UK, 

and margins/returns extrapolated from the UK filed accounts to calculate the 

potential of other markets could be an incorrect assumption. Specifically; i) the US 

operates a one-way pool versus the UK's bank/exchange system; ii) inventory turns 

of the major US retailers are significantly lower; iii) the larger geographic mass and 

population spread of the US will likely incur higher transport costs and greater dwell 

times of pallets; iv) the size of the retailers in the US, and associated with such is 

the number of DCs I stores and also their pricing power. All of these may result in 

lower margins and returns than those in the UK; and 

5) Management has highlighted a number of strategies to arrest the problems 
(particularly those related to NPDs. While we are confident the new management 

team is now pursuing initiatives to address these issues, we remain concerned on 
the following: -

• We are not convinced CHEP will have the negotiating power to reverse what could 

be a permanent structural shift. In particular, the ability to convince the large 
retailers I distributors to operate the pool in accordance with the operating 

principles (e.g. no secondary circuit use or filling its DCs at a faster rate than 

inbound CHEP pallets). Additionally, but of lower risk, is the ability to instil value 
back into the Distributors Agreement, and hence sign up NPDs; 

• That is. retailers and NPDs have been given something for no cos!. We recognise 
the difficulty CHEP will likely experience in trying convince them to give up these 
benefits given ii will ultimately mean greater liability and costs to the individual 

retailers and NPDs; 

• The cost of reversing these structural and operational problems. The following 
factors are anticipated to cost considerable time and money- i) the <ntroduction of 

the minimum US$0.751 pallet compensation payment; ii) additional repair costs to 
--------------I-----<Jet-tl1e-paliet-j}(lol-baek-te-e(juivaleflkjuality;-iii)-fefurbishiAg-ef-pallets-with~eadl----

boards for Radio·Frequency Identification (RFID) capabilities; iv) the 

9 

implementation of Savi technology; and finally, v) the collection (and I or worst 

case write-off) of leaked pallets; and 

• Necessary management time needed to reverse all of the associated issues 
caused by what seems to be a challenging environment. 
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Brambles Industries 

Our HOLD/ Market weight 

position is predicated on a 

number of issues including 

the earnings/ valuation 

impact of CHEP USA 

structural issues 

27 February 2002 

Brambles-our view 
While we maintain a positive disposition towards the core businesses in the medium 

term (CHEP, Cleanaway & Recall): we ma1ntain a HOLD I Marketweight position due to: 

1) The expected earnings/ valuation impact of CHEP USA structural issues and the 

potential de-rating of Brambles' multiple, 

2) New concerns that CHEP may be a duopoly, not monopoly following its loss of 

market share to LPR in Continental Europe, and potentially the UK. Importantly, the 

strong advocacy of retailers for a second supplier of pooled pallets contrasts our 
long standing view of the defensiveness of the business model, despite the supply 

chain typically becoming less efficient with two pallet poolers; 

3) We expect that 1 H02 (& FY02/ FY03/ FY04) result will be significantly below current 

market expectations. Our NPAT forecasts for FY02, FY03 and FY04 are 

approximately 8%, 15% and 25% below market expectations, respectively; 

4) Risk to market belief that earnings will rebound to 15% annual earnings growth; 

5) Delays in generating free cashflow; 

6) Increased risk profila given management changes, negative earnings momentum 

and four profit warnings/round of downgrades in the last 12-18 months; and 

7) Relatively expensive to the market and historic levels given inferior earnings growth. 

We maintain our HOLD I Market Weight recommendation heading into the imminent 

1 H02 result (27 February). 

On valuation, we have a (pre franking credit) OCF valuation of A$12.54 or £4.51, and 

our Sum-of-the-parts valuations are $12.34 or £4.44 (applying an EBIT multiple to the 

-fc--------------l_respeclive divisions based on competitor multiples). Based on Brambles historic trading 
range,. we maintain our 12-month price target of A$9.50 I £3.40. 

Figure 1: Brambles PIEG vs. the market 

.,.. --------------- .,. .. 
jiiiiiEPS Cmwlh SJ>'sa:l-lliatr'lh!~ v; mate! ""'~PE Rei- 813fl'.bles n mart.et(RHS) I 

Source: Company data, CSFB estimates. 
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Figure 2: Expensive on (higher) market estimates 
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Brambles Industries 

What has caused the 

difficulties ..... . 

Structural dynamics 

inherent in the US 

27 february 2002 

Portfolio managers detail 

Ramifications to CHEP and the pallet pool:-
The potential consequences of losing control of the pallet pool include: -

1) A decline in asset turns I increase in dwell time for the pool; 

2) An increase in the damage rates of the pallets. and hence increased repair costs: 

3) Growing proportion of lost pallets; 

4) Greater collection and transport costs resulting from pallet "leakage"; 

5) "Black Market" pallet pool proliferation; 

6) Increasing litigation (see First Edition, 21 November 2001) where there were three 

class actions against CHEP (now two following a settlement); and 

7) The dilution of value incorporated in the Participating Distributor Agreement and the 

potential impact that will have on: -

• Signing/converting NPDs to PDs; and 

• Maintaining current PDs agreements. 

All of these ramifications have, and in our view will continue to, inhibit potential earnings 
growth and ROtC for the business until at least the end of FY03. What is of greater 

concern is that the establishment of precedents may see these difficulties remain on a 

more permanent basis (or at least until near full penetration when some pricing power 
may emerge). This may jeopardise the potential value of the CHEP USA franchise, 

given the expected decline in returns. The more permanent challenge we see to the 

mechanics and hence value of the pool is particularly reflected in ramifications 5). 6) 

and?. 

Key reasons for the difficulties 
We believe the reasons behind the difficulties in the US pool can broadly be attributed 

to:-

1) Structural characteristics of the US Grocery and Retail Industry and the introduction 

of the "One-Way" Pallet Pool; and 

2) Strategy pursued by CHEP USA 

These are discussed below: -

Structural differences 
The differences in the structural characteristics of the US pool versus the UK pool, 

include:-

• The UK pool operates a "one for one bank" or "exchange" system versus the US 
which is a one-way system. A "One-Way" system is far more difficult to control given: 

1) no immediate exchange and hence no ongoing audit of the movement of pallets; 

and 2) as the Distributors are not responsible for paying a daily hire fee, hence there 

CHEP-CA-000199 
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Brambles Industries 27 February 2002 

is less incentive in getting the pallet back to CHEP With a one-way system, if control 

of the pool is lost, it typically has far reaching ramifications; 

• Further, by operating a bank or exchange system, repairs and transport costs are 

lower than a one-way system, as pallets that do not need inspection and repairs are 

not returned to the CHEP depot. Under a one-way system, all pallets are returned, 

Inspected and if necessary, repaired, 

• Similarly, because of the significantly larger geographic mass and population spread 

of the US versus the relatively smaller UK or the highly concentrated (east coast) 

Australian markets, we expect greater transport costs and lower pallet turns from 
greater dwell times on the back of trucks etc; 

• Another difference between the US and the UK markets is that the inventory turns 
(hence potential CHEP margins) of the major US retailers are significantly lower to 

those in the UK; 

• The relative size of the large US retailers, and the US' proliferation of Warehouse 

Clubs and Mega "Category Killer" Stores, which ultimately translates into an 
enormous number of DCs to which CHEP has to fill with non revenue generating, but 

depreciating pallets to effectively penetrate the markets (relevant largely when there is 

an imbalance between the proportion of inbound pallets to pallets in the DC); 

• The speed in which CHEP had to roll-out Wai-Mart, the largest Retailer in the US (and 
the world), when the pool was in its relative infancy; 

• The relative negotiating power of these large US retailers I distributors, as evidenced 
by their ability to fill DCs quicker than inbound volumes, as well as ability to use 
pallets in the secondary circuit; and 

• Unlike Australia and Europe, the US market had a well-established pallet recycling 
industry upon CHEP's entry. Thus, the US market is highly fragmented with a large 
number of entrepreneurial pallet recycling compames wno are ffigfily protechve o,r----

their own franchises. 

Potential ramifications: -

1) Decline in asset turns; 

2) Increase in dwell times; and 

3) An increase in the damage rates of the pallets, and hence increased repair costs. 

Given many investors extrapolate the UK margins (these are the only filed reliable 

accounts {others are of holding companies etc with transfer pricing}) to calculate the 

potential earnings and returns of other markets. we err on the side of caution that the 

high UK margins and returns may be an exception. 

We believe these seven points are largely a cost of doing business in the US and to its 
credit, a function of CHEP's successful growth. Hence, while we argue below the US 

pool has operational difficulties, which may be resolved over time, it is also important to 

recognise the US market is different 

12 
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Brambles Industries 

Management changes at 

CHEP USA 

Customer focus suggested 
to be slipping-CHEP too 

dominant? 

Wat-Mart contract was 
----,essentiat-but-wasit-too-big 

too quick? 

27 February 2002 

Strategy 
In our view. the strategy pursued by CHEP USA in recent years has contributed to the 
operational and structural difficulties. 

Whilst we recognise the significant sales growth of CHEP over recent years. this has 

been at the expense of margins and returns, a scenario that may have not needed to 

occur given the US business has limited competition. 

We believe CHEP USA has had increasing business risk due to limited pallet pooling 

management expertise. The original management group, which established CHEP USA 

in 1990, has left since the current senior management team was introduced in August 
1995. Of the personnel that held the top 25 positions (Directors and above) in CHEP 

USA in 1995, only three remain in the organisation. The main areas where CHEP USA 

has had difficulties, in our view: -

A difficult environment 

We believe that with CHEP's culture in transition, some issues have emerged in an 

industry with a well developed network with long standing relationships, particularly 

given the relative infant position CHEP is in. We believe, as a consequence of a change 
in CHEP's focus, that customer service levels and operational efficiency of the pool has 

deteriorated. 

We expect this will improve as Brambles Group management addresses the CHEP US 

issues. 

Ramifications: a proliferation of lost pallets, an increased size of the black market pool 

and the current litigation. 

The cost of winning Wai·Mart 

CHEP signed the agreement with Wai-Mart in 1998 and it was a major win for CHEP 

-lBrambles-shar-e-pfiee-spik-eEI-en-!his-announeement)~lhis-essentiall'f-ITleant-CME;!"-had---

secured the-largest Retailer-in the US to "endorse" (see letter over) the use of the CHEP 

pallet to its suppliers (1500+). Having Wai-Mart as its largest advocate is and should 

continue to be the backbone to CHEP's success in the US. While CHEP pushes 

upstream into new suppliers' manufacturing processes, it is likely to ultimately see that 

product sent downstream into other new large retail chains yet to convert (endorse) to 
the CHEP program (convert the distributor to a PO). From there, CHEP again pushes 

upstream signing-on new manufacturers that are not suppliers to Wai-Mart, and so on. 

The difficullies arising as a consequence of offering such to Wai-Mart can either be 

seen as structural (the cost of winning Wai-Mart and penetrating the US market) or 
operational (did CHEP USA ensure sufficient control measures?). We are not aware 

whether the Distributor agreement Wai-Mart signed did include the standard prohibiting 

clause of "misuse", defined in the Distributor agreements as any use other than to carry 

"the original load" (we assume it did). Regardless of whether it is structural or 

operational that delivered this situation, we consider it the key reason behind CHEP 

USA's fall in margins, and now fall in EBIT contribution. 

1) Allowing retailers to fill its DCs at a faster rate than inbound volumes-Wai-Mart 

currently has 55 DCs in the US, and is adding an average of 8-9 DCs per annum as 

the successful retailer continues to take market share. The quality of CHEP pallets 
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and the Jack of control of the one-way pallet pool system has-encouraged US 

retailers, such as Wal-Marl to accelerate the filling of its DCs with CHEP pallets as 

reliable storing platforms. In the UK market, retailers also have their DCs full of 

CHEP pallets, however these were filled at the same rate as its inbound conversion 

rate, hence the pallets maintained similar asset turns to the retailer. In the case of 

the US, Wai-Mart is filling its DCs at a faster rate than the inbound volumes, leading 
to CHEP's asset turns being lower than the retailer's and hence seeing margins and 

returns faiL We believe this practise is likely to continue until i) all Wai-Mart DCs are 

penetrated with CHEP pallets (currently estimated to be approximately 80% full ii) 

CHEP adopts a more rigid pricing regime to discourage this practise (considered 
unlikely); and/or iii) CHEP and Wai-Mart terminate the contract (considered highly 
unlikely)_ 

2) Secondary Circuit Use-The other difficulty with the Wai-Mart contract is that CHEP 

has agreed for Wai-Mart to send "order picked" pallets to the store level, known as 

the secondary circuit. Under the terms of a normal Distributor Agreement, this 
represents "misuse", again something that didn't occur in the UK pooL The 

consequence of such is that it lowers asset turns (adds a minimum of 7 unpaid days 
to an approximate 67-day paid cycle time), as well as increases the damage rate to 
pallets, due to the us~ of more damaging equipment such as hand jacks. 

Unfortunately, in the case ofWai-Mart, the pallets are staying at the store level 

significantly longer than the 7 days, sometimes for months, as Wal-Mart uses CHEP 
pallets as display platforms in its stores, and often, in its garden departments 

Ramifications: Reduces the asset turns and increases the damage rate (from the 

usual 20% to an estimated 60%) and repair costs. 

3) -Leakage of the pool to NPDs-in launching the Accelerated Volume Program (AVP) 
in 1997, CHEP didn't appear to ensure that it had the necessary controls and sales 

j---------------1---representatives-te;--B-prevent-MaAufacturer-S-from-sending.palletsJo_i'JI::>Os;_andLor __ _ 

2) follow the pallets-and product downstream and then-signing up the NPDs. This 

has resulted in an estimated 20% of the pallet pool being sent to NPDs, distributors 

who have don't have a contract with CHEP, and hence comply with the care of the 
assets. 

Ramifications: There are several ramifications including: i) reduced asset turns; ii) 

increased damage rate, iii) increase in lost pallets, iv) greater collection and 

transport costs, v) "Black Market" pallet pool; vi) litigation; and vii) the dilution of 
value incorporated in the Participating Distributor Agreement 

It is important to note that an element of these issues also exist in other markets. 

but most important is that they are not of the magnitude of the US, particularly given 

the US's relative immaturity and low penetration. Based on discussions with 

industry experts that have operated in markets outside of the US. we believe these 
issues are more material than usuaL 

For readers seeking for a more detailed discussion please read the following section. 
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retailers/distributors 
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Detailed discussion 
In the following section, we describe in detail the structural and operational difficulties 

we see as described by "loss of control of the pallet pool": -

1) CHEP having to stockpile a considerable number distribution centres in the US 

(DCs)-a structural problem (cost of doing business in the US); 

2) Large retailers I distributors' inappropriate use of the pallet pool in the secondary 

circuit-a structural and operational problem, and 

3) A growing proportion of leakage in the pool (estimated by management to be 20%) 

as pallets are being sent to non-participating distributors (NPDs)-an operational 
problem. 

In each of these difficulties, we provide background and a description of the problem, 

the short to medium term implications, the potentia/longer term franchise value impact, 

and finally we discuss the steps management are taking to address these, and the likely 

issues it may encounter. 

Large retailers I distributors' inappropriate use of the 
pallet pool 
Background-In attempting to describe this issue, we thought it appropriate to first 

explain our understanding of how the CHEP US one-way system is intended to work, 
the dynamics of the supply chain and the differences in the primary and secondary 

circuits. 
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The one-way CHEP pallet pool in theory 
Please refer to the preceding diagram for the following discussion 

A CHEP pallet is "issued" to a supplier I Manufacturer (83- or 81 and S2, depending 

on the deepness of penetration). That supplier pays an issue/delivery fee (US$1.70) and 

a daily hire fee (US3.5 cents a day). Once the S3 supplier has a load on the pallet and 

sends the pallet to the next leg in the supply chain, then the pallet is transferred off S3's 

account (and onto S2) and hence is free of any liability or daily rental fee Once on 

· account, S2 commences paying the daily hire fee until it is transferred to S 1. The same 
occurs for S2 to S1 and S1 to the retailer's DC. 

(As an example, let's assume S1 is a Manufacturer of empty tin cans, which he sends to 

S2. S2 is a speciality Tomato soup kitchen and fills the empty cans with soup, seals 
them and then sends these to Sf, who is Campbell's. Campbell's then places a label on 

the cans, packages them in a Campbell's corrugated box and then on sends the full 
pallet load of labelled tomato soup cans to Wai-Mart.) 

The final fee in the manufacturing cycle is that of a transfer fee. S 1, as the final supplier 
before sending their product to Wai-Mart, is also responsible for paying a transfer fee 

(US$1.07). This transfer fee is in fact S1 paying CHEP for the daily hire fee for the time 

the Retailer is expected to keep the pallet in its DC (generally 30-45 days based on 
average inventory turns of retailers in the respective markets). So in the case of the 

US$1.07 in the US, Campbell's is paying for Wai-Mart's daily hire fee of U83.5 cents for 
30 days while downstream under its original load. The supply chain movement from 83 

to the retailer's DC is what is called the "Primary Circuit", and on average takes around 

35 days. 

Once in the retailer's DC, the distributor I retailer often breaks down the pallet and builds 
"order picked pallets" or "rainbow pallets" appropriate for store use. That is, each store 

is unlikely to require the quantity of a full pallet of Tomato soup, hence in the DC, the 
-Disrributor TRetailer wllrouilctapallet of soup, scouring-pads;-coffee;-vegemite;-vB:-, ------

baRed b-eans etc. Importantly, in the-UK'these mixed pallets sent down the 'Secondary 

Circuit' to the retailers' stores are stacked on "white" pallets or packed in roll-cages, and 

are not built and sent on CHEP pallets (unless the retailer pays for such). 

CHEP-CA-000205 
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Source: CSFB. 

Under the terms of the Distributors Agreement in the US and the UK (Australia allows 
secondary circuit use) the CHEP pallets are required to be sent from the Retailer's DC 
back to CHEP, not downstream to the store level. (If UK retailers want to use the pal!et 

to send to the Secondary Circuit. the Retailer would need a separate contract and have 
to pay for its use.) This is what is termed the Retailer's "First Free Use", where the pallet 

is only intended to be in the DC under its original load for 30 days or so, giving the 

Retailer adequate time to break down the pallet and order pick the pallet into smaller 
consignments as required. 

At no pqin_t gq_es the Retailer pay CHEP for the use of the pallet while in its DC, however 

the Retailer is responsible for care of lhe pallet and the cost of returning the pallet to 
CHEP, after its first free use in the DC. Once the pallet is returned to CHEP, CHEP will 

inspect and, if required. repair the pallet, then store it in the depot until a supplier I 
manufacturer requests it for another cycle_ In all, the process is expected to take 

approximately 65 days or so (excluding transport, repair and depot storage dwell time), 

allowing an efficient pool to generate 5-6 (4-5 including dwell times) pallet trips/asset 

turns per annum in the FMCG channel (lower asset turns in the other three major 
channels). This would result in US$4.10 (US$1.70 + 35•3.5c + US$1.07 {30•3.5c} + 
$0.10 Admin fee) per pallet per turn, US$22.55/pallet pa based on 5.5 turns pa or 

US$16.81/pallet pa based on 4.1x (includes 21 days dwell time for repairs, storage and 

transport-refer Figure 12). 

The US experience 

The US 'one-way' system-In essence, the process detailed above is currently in 

existence up until when the pallet reaches the retailers DC. In this primary circuit. it is 

likely the pool is very efficient and generating the desired 5-6 pallet turns per annum, 

given Suppliers tend not to hoard pallets as they are paying a daily hire fee. What is 

occurring at the Distributor's or Retailer's DC is where we believe the system is breaking 

down. These issues are most evident in the Wai-Mart circuit, given it is the largest 
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CHEP pallets dormant on 

the racking of DCs 
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Retailer CHEP has penetrated. The difficulties we see arising with Wai-Mart can be 

broken into two factors: -

Wai-Mart filling its DCs 

The decline in asset turns while Wai-Mart fills up its DC racking with CHEP pallets. 

As mentioned above, a CHEP pallet is only expected to be in a DC for approximately 30 

days. Once the original load has been broken down at the DC, the CHEP pallet is 

required to be sent back to CHEP. However, CHEP pallets are stronger, more robust 
pallets and are less prone to breaking, slipping, bending etc than the inferior white 

pallets, particularly when on racking with heavy loads such as soup cans. In an effort to 

reduce product damage and avoid expensive Occupational Health and Safety costs 

(OHS) from accidents, Wai-Mart is storing the loaded products on the DC racking with 
CHEP pallets on a more permanent basis. This will include those pallets being sent on 

CHEP, or, where product is inbound on white pallets, Wai-Mart is transferring the toad 
from a white pallet onto a blue pallet, or in some cases, placing the white pallet on the 

racking, with a reinforcing CHEP pallet underneath. These are called 'slave pallets'. 

This was taken in a Home Depot store, highlighting HD is now filling fts secondary circuit like WM. 
Source; CSFB. 

In this case, CHEP pallets are supporting product of non-customers while sitting in a 

Wai-Mart I Home Depot DC or store. The impact of pallets sitting on racking or in stores 

beyond the allocated and paid for 30 days (up-to indefinitely) is that asset turns and 

hence margins fall. 
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Figure 7: Not all product Is palletised 

Source: CSFB. 

Tesco (UK) also has its DCs full of CHEP pallets. However, these were filled slowly 

through natural attrition as CHEP penetrated deeper into the supply chain, and 
eventually converted the majority of Tesco's suppliers. If the proportion of blue to white 

pallets on a retailers DC racking is equal to that of the proportion of blue to white coming 
inbound into the DC, then there is no impact to margins, as the pallets are turning at the 
same rate as the retailers inventories. The problem only arises when CHEP pallets 

become free of their original load and are reused for storing product coming in on white. 
Essentially, in the case of the US, CHEP pallets are going into Wai-Mart's DCs, but they 

are no! yet coming out. 

The reason this has been exacerbated 1n Wai-Mart's case 1s: 

• The different market structure of the US versus the UK. The UK system is an 

exchange or bank system, where if a supplier sends Tesco a pallet, Tesco has to give 

one in return. So in this regard, in the early stages Tesco did not have the opportunity 

to hold onto the CHEP pallets and swap the product from a white pallet onto a CHEP 

pallet for storage on its racking. In contrast, Wai-Mart has effectively filled the DCs 

almost immediately. 

Why didn't CHEP use the same exchange system as the UK? The problems 
associated with the UK exchange system is that once the pallet is removed from its 

"original load" the pallet returns up the supply chain for re-use, without going back to 

CHEP for repairs. In the UK, it is the responsibility of customers to exchange 

damaged pallets at a CHEP depot for new pallets. This can result in the quality of the 

pallet pool deteriorating, and rather than having a smooth cycle of repair costs, can 

tend to be lumpy at the expense of earnings-one of the suggested reasons behind 
the decline in UK margins between 1992-1994 (refer Figure 8 and 9 over). 
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Figure 8: CHEP UK-EBIT & EBIT margin(%) Figure 9: CHEP UK-Capex profile 
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One of the findings of the US Grocery Industry Pallet Subcommittee study in 1989 was 

that the US Grocery Industry demanded a higher quality pallet, and that quality must be 
maintained. To add to this, CHEP conducted significant market research which showed 
that the UK's 'one-for-one' exchange system would be uneconomical for the US due to 

i) greater distances; and ii) differing distribution density-truck may deliver a loaded 
pallet but geographic breadth may force the truck to continue to another Retailer/ DC, 

thus preventing the return of empty pallets to the Manufacturer. As a result, CHEP 
decided to launch a "One-Way" Pallet Pool System (following experience in France), so 

that at the end of the circuit, the pallet would be returned to CHEP for repairs. 

As being evidenced now, while being a positive resolution for its customers, a one-way 
pooling system does have implications for CHEP; i) there are increased dwell times and 

greater transportation and inspection I repair costs (at times pallets are returned and _ 

inspected when they don't have damage); and ii) reduced control once the pallet arrives 
---------------J__althe Distributor That is as the pallet ceases generating revenue (or costs to those 

that hold it) once it leaJLes 1be bl!J1clS oUhe last Sl!PPiier {with no exchange of a pallet), it 
is more difficult to control such downstream. Hence there is greater scope for 

Distributors (both Participating and Non Participating) to inappropriately use the system_ 
This is the current experience. 

Other factors that have contributed to the difficulties at Wai-Mart include: -

• Geographic difference-The geographic spread and population mass of the US 
versus the relatively smaller/UK, and related to such the size of Wai-Mart and the 

significant number of stores, and more importantly, the number of DCs; 

• Differing Inventory Turns of the UK versus the US-for similar reasons to that 
mentioned above, the US Retailers have lower inventory turns than their UK 

counterparts. As a consequence, the CH EP US margins may not reach those 

reported in the UK. Figure 10 illustrates the potential CHEP asset turns and margins 
based on the differing inventory turns of the major food and FMCG retailers in the US 

and UK 
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Figure 10: Asset turn-US vs UK retailers 
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Source: CSFB estimates. 

• The speed in which the Wai-Mart (supplier) rollout has occurred in its relative 
infancy-Wai-Mart officially commenced endorsing the receipt of CHEP in 1998 

(started trialing in October 1995), and was the major breakthrough for CHEP, almost 
underpinning its success. With Wai-Mart strongly advocating the receipt of CHEP 

pallets (see Wai-Mart letter below), CHEP's penetration of Manufacturers was 

unprecedented. It is estimated more than 600 of Wai-Mart's 1,500-2,000 (30%) 
suppliers are now using CHEP. Brambles management estimates the Wai-Mart circuit 

now represents more than a third of the US pool, and estimates Wai-Mart itself is only 

30% penetrated, hence it is likely Wai-Mart will soon grow to be even a greater 
proportion of the US pool. In contrast to the US, the first major UK Retailer to endorse 

the CHEP pallet pool was Tesco in 1995, but at that point, it is estimated CHEP was 

some 65% penetrated in the FMCG channel; 

A letter from Wai-Mart to Suppliers: 
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Figure 11: Wai-Mart letter a·dvocating its suppliers should use CHEP 

WAL*MART 

TO: Wal' l:u-: Supplier.:: 

from: Robert t. (.:ol\nOU)· 

CJiEP J';llltU 

llale: 

27 February 2002 
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·;~;; ~.\\-. sru :nRfJ:t' 
!fE:qONVIf.l.E, "lt CJ-u, 

ln an t!ffo11 to lmpro,·e !:upply ch~tin·sh_iypinr,: efficiencies. \o\-ai"Mart fms clloseu CU.£P ~s 
f.ht" 11rt'.ftn-t'd provider fol" platform~ to be used t<t deliver merchandise to oqr diuribution 
center$ ~nd stores. 1 have heen asked by our dh:lribtrdon center~ tG 4.':0iltatf yuu tu g.tiu 
you•• JUpporliCI couvert iocomtug merch:10dise 10 C:Hti." palleu. 

AUa~h(ld is a letter from CI{EP that g:ives a gcn~l':.l uutline of the ben\!frls •he CU.El" 
IJ~'"og•·am will br1'\g to ycmr or~amt.ltUCJn. 

Wai"'Nf:in illl~C\~t'r to ge( out ufrtle costly lndli.cieol 1mtc~kt.o i)f paUo:teJ::change.,. m;e w,;} 

pallcis~ ~lip sh"eet~ nnd flc,or foa~s- 1f b our exptctatlon thott s ... pphers win convert tl) the 
CHEP program. as thi!'l sctution wiU improve .1n1pply chpj,, ~llidende.s- far- 1111 mvolvt~d 
purle~. We believe Jhnt then will be a J'eduction i" suptli~· ch~till costs by u:cint: tit~. C.b,. t· 

pro~r-1\m. Thi~ b trulv the right tbing to dQ for aur_baslries.s re:n•toJnship and Wal"Man, 
JUt~. 

~!u-bert F. c~IO!IfJfly 
J·- ..,-~'lltive \•i~e ('r~:~ith!nt 

::. {('rt:b:tndi.tin~ and St~le~ 

~mr..------------------------------------------------------------

• The relative pricing power of Wai-Mart, arid the importance of winning that first big 
Retailer_ We believe this is best illustrated by the fact that Wai-Mart has been allowed 

to use the pallets in the secondary circuit, from the DC to the store: -

Filling the pipeline of the top US retailers 

Figure 12 is a spreadsheet of a mock US CHEP pallet pool market, servicing the major 
US food and breadline retailers. This has been created to highlight the impact to 

margins based on; i) the retailers inventory turns; ii) the mix between "Inbound" 

penetration versus DC/Store penetration of CHEP pallets and; iii) the absolute level of 

penetration. 

Inventory Turns- The inventory turns are reported turns as at FYOO for the listed 

retailers. Assuming constant manufacturing cycle times, the speed in which a retailer 

turns its stock should have minimal bearing to CHEP's EBITDA margins, providing the 

pool is operating efficiently (refer all food retailers have relatively constant 36-37% 

margins while Breadline have relatively constant 38-40%). However, inventory turns will 

influence EBIT ma'rgins, reflecting that depreciation is a fixed cost of $2 per annum, but 

is spread over the number of cycles (asset turns) the pallet does over the year. 
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The mix between Inbound penetration versus DC/Store penetration of CHEP pallets- In 

Figure 12, we have included management's estimates that CHEP penetration of product 

inbound to Wai-Mart DC's is approximately 30%, white the proportion of CHEP pallets 

inside Wai-Mart's DCs. according to industry sources, is approximately 80%. This is the 

basis of the difficulties discussed above, namely Wai-Mart filling its DC's at a faster rate 

than CHEP's natural penetration of Wai-Mart's suppliers. Like inventory turns, there is 

there is no impact to EBITDA margins due to the variable cost nature of running a pallet 

pool. However, we have added a column which adjusts EBIT margins to take into 

account the depreciation charge for the additional pallets sitting dormant in Wai-Mart's 
DCs and stores (i.e. when there is an imbalance). The sensitivity under this scenario is 

significantly more material, as margins fall from 39.4% to 18.0%. 

This model also suggests to us that the impact of September 11 and the subsequent 
"de-stocking" by retailers would have had a far greater earnings impact on CHEP in the 
Wai-Mart channel than any other retailer. We believe if Wai-Mart did not have such a 

large imbalance between Inbound vs. DC, then the de-stocking issue would not have 

been as material for Brambles. 

The absolute level of penetration -The penetration of a retailer's product has little 

impact on margins (except spreading a small amount of overheads). but does obviously 

assist In volumes. 
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Figure 12: Filling the Pipelines of the top US retailers 

Avg. value I pallel (food) $1,300 
Avg value 1 pallet (merchandise) $1,300 
Avg. manufadurer cycle time (food) 32 days 
Avg. manufacturer cycle tlme (Merch) 38 days 
CHEP costs 
Issue/Delivery Fee $1.70 
Dally Hire Fee $0.035 
Transfer Fee $1.07 

FYOO Proportion No. pallet lnvent<iry 
sales Pal!etised 1 trips pa Tumspa 

(US$m) (m) (x) 
Food Companies Food 

Type 
Kroger Food $49,000 85% 32.0 12.2 
Albertson's Food $36,762 85% 24.0 10.7 
Safeway Food $31,977 85% 20.9 13.0 
Walgreen Convenience $21,207 50% 8.2 8.0 
cvs Convenience $20 088 50% 7.7 5.7 
Total Food $159,034 na 92.9 1na 
Average Food $31 807 76% 18.6 9.9 

Broadline retailers Retail Typa 
Cos teo warehouse $32,164 95% 23.5 13.7 
Wai'"Mart Discount $148,687 70% 80.1 9.3 
Kmart Discount $37,028 70% 19.9 4.3 
Target Discount $36,362 70% 19.6 9.2 
Sears Department $40,937 25% 7.9 7.8 
JCPenney Department $32,649 25% 6.3 5.7 
Federated Department $18,407 25% 3.5 4.5 
Total $391 972 na 182 na 
Average Breadline Retail 48,997 60% 22.7 7.7 

1. Proportion of retail sales that can be palletised. 

Source: CSFB estimates. 

····--~~--- ··-····'" --· ¥"''•'•'•-··~--··"''"''""' ~----·"··-···-··-···- .• 

Pallets in CHEP CHEP Pallets in system at Retailer's number CHEPs Margins 
CIStore@ pentration onetime(m) in US: 
once@X 
tums (m) lnt:ound DC/ T01aiC Manu!. cycle DC's Stores EBITDA EBIT 

Stol& +De/Store 
2.6 50% 500/o 2.7 1.4 1.3 41 3,660 36.8% 25.4% 
2.2 50% 50% 2.2 1.1 1.1 19 2,533 36.6% 24.6% 
1.6 50% 50% 1.7 0.9 0.8 16 1,688 36.8% 25.7% 
1.0 15% 15% 0.3 0.1 0.2 9 3,165 36.2% 22.7% 
1.4 15% 15% 0.3 0.1 0.2 10 4,133 35.6% 19.5% 
8.9 na na 7.2 3.6 3.6 na na 

. 1.8 36% 36% 1.4 0.7 0.7 36.4% 23.6% 

1.7 40% 40% 1.7 1.0 0.7 335 39.8%1 28.6% 
8.6 30% BQ% 9.4 2.5 6,9 55 3,118 39.4% 26.5% 
4.6 20% 20% 1.3 0.4 0.9 18 2,150 37.9% 19.2% 
2.1 40% 40% 1.7 0.8 0.9 19 1,307 39.3% 26.5% 
1.0 5% 5% 0.1 0.0 0.1 108 2,960 39.1% 25.4% 
1.1 5% 5% 0.1 0.0 0.1 8 3,725 38.6% 22.5% 
0.8 5% 5% 0.1 0.0 0.0 404 38.0%) 19.7% 

23.0 na na 14.6 4.9 9.7 227 15,333 na na 
2.9 19% 25% 1.8 0.6 1.2 38 1,917 38.9% 24.1% 

Add Adj. 
new EBIT 

Oepn. 

$0 25.4% 
$0 24.6% 
$0 25.7% 
$0 22.7% 
$0 19.5% 

0.00 na 
o.oo 23;6% 

$0 28.6% 
$8.63 18.0% 

$0 19.2% 
$0 26.5% 
$0 25.4% 
$0 22.5% 
$0 19.7% 

8.63 na 
1.08 23.0% 
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scenarios by channel 

Base-Case Kroger Albertso Safeway 
Tradlng Revenue One Cycle E.g. $m Sm Sm 
-Issue and delivery fee(@ $1.70) $1.70 $27.23 $20.43 $17.77 
-Daily rental fee(@ $0.035) 1.23 17.94 13.46 11.71 
-Transfer fee(@ $1.07) 1.07 17.14 12.86 11.19 

Lumber Surcharse {@ $0.1 0} 0.10 
·otal Revenue $4.10 

Assumptions for cycle times (days) 
Manufacturing cycle 
Distributor cycle 
Repair cycle 
Storage I Depot cycte 
Transport cycle 
rotal Cycle 
Asset turns I annum 
Expenses 
• Direct costs 
Transport 
Storage /·Depot Fee's 
Repairs and Maintenance 

costs 
Averag.e transport cost I pallet 
Storage rate J pallet I day 
Retrieval-Handling-Inspection 1 pallet 
Repairs and Maintenance 
~ Damage Rate 
-Repair cost I pallet 
DepreCiation I pallet 1 annum 

35 
32 

3 
17 
1 

88 
4.1x. 1x in this eg. 

$1.00 
0.17 
0.70 

$1.00 
$ll.01 
$0.40 

20% 
$3.50 
$2.00 

32 32 32 
30 34 28 

3 3 3 
17 17 17 
1 1 1 

83 87 81 
4.4 4.2 4.5 

$16.02 $12.021 $10.45 
2.72 2.04 1.78 

11.21 8.41 7.32 

Walgreen 
$m 

$2.08 
1.37 
1.31 

32 
46 

3 
17 

1 
99 
3.7 

$1.22 
0.21 
0.86 

CVS$m Cost co Wal'"Mart Target 
$m $m $m 

$1.97 $15.98 $40.83 $13.31 
130 12.50 31.94 10.42 
1.24 10.06 25.70 8.38 

32 38 38 38 
64 27 39 40 

3 3 3 3 
17 17 17 17 
1 1 1 1 

117 86 98 99 
3.1 4.3 3.7 3.7 

$1.16 $9.40 $24.02 $7.83 
0.20 1.60 408 1.33 
0.81 6.58 16.81 5.48 

Sears JCPenney Federated 
$m $m $m 

$0.67 $0.53 $0.30 
0.52 0.42 0.24 
0.42 0.34 0.19 

38 38 38 
47 64 81 

3 3 3 
17 17 17 

1 1 1 
106 123 140 
3.5 3.0 2.6 

$0.39 $0.31 $0.18 
0.07 0.05 0.03 
0.28 0.22 0.12 
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Efficiency Calculations: !)) 

Customer Total Trlps 32 24 21 8 8 24 80 20 8 6 4 3 
u 

CHEP's % of Inbound 50% 50% 50% 15% 15% 40% 30% 40% 5'% 5% 5% n> 
CHEP's Trips 16 12 10 1 1 9 24 8 0 0 0 <J> 

Required pallets by CHEP 3.6 2.9\ 2.3 0.3 0.4 2.2 6.5 2.1 0.1 0.1 0.1 S' 
0. 

Number of pallets in Manufacturing circuit 1.4 '1,1 0.9 0,1 0.1 1.0 2.5 0.6 0.0 0.0 0.0 c 
Number of pallets in DC I Store 1.3 1.1 0.8 0.2 0.2 0.7 6.9 0.9 0.1 0.1 0.0 ~ 
Total CHEP allets In circuits 2.7 2.2 1.7 0.3 0.3 1.7 9.4 

. 
1.7 0.1 0.1 0.1 

:0 
(1) 

CHEPs actual asset tum 4.4 4.2 4.5 3.7 3.1 4.3 2.2 3.7 3.5 3.0 2.6 <J> 

Utilisation efficienc~ 100% 100% 100% 100% 100% 100% 60% 100% 100% 100% 100% 
Additional Depreci;~.tion Charge@ $2.00 $0 $0 $0 $0 $0 $0 $8.63 $0 $0 $0 $0 
Adjusted EBIT $16.21 $11.82 $10.71 $1.11 $0.90 $11.29 $18,14 $6.70 $0.42 $0.30 $0.15 
Adjusted EBIT Margin 25.4% 24.6% 25.7% 22.7% 19.5°/~ 28.6% 18~0% 26.5% 25.4%. 22.5% 19.7% 

N Assets $73 $57 $46 $7 $7 $44 $216 $42 $2 $2 $1 

"' RCA Adjusted 22.3% 20.6% 23.1% 16.7% 12'.1% 25.6% 12.4% 20.5% 18.4% 14.0% 10.8% 

Source; CSFB estimates. 
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Figure 14 estimates the CHEP margin sensitivity to the vanous key vanables for the 

Wai-Mart pallet pool. Our base case assumptions appear in the first column with a 

respective EBITDA and EBIT margin for the CHEP/Wa~Mart pool of 39.4% and 26.5%. 

The margin sensitivities are absolute changes from the base case Thus, a 25% 

increase in the Issue/ Delivery Fee (from $US1.701 pallet to $US2.13) translates to a 

5.6%pt and 6.8%pt EBITDA and EBIT margin increase, respectively. In contrast a 25% 

increase in the Transport cost (from $US1.001 pallet to US$1 251 pallet) generates a 

6.0%pt margin contraction for both EBITDA and EBIT. 

Revenue- Adjustment to Revenue items (i.e. Issue/ Delivery fee) falls through to the 

EBIT line without any affect to Depreciation (fixed). Thus, applying a 25% increase in 

the Issue/ Delivery Fee the EBIT margin movement is 1.2%pt greater than the EBITDA 
margin movement. 

Depreciation - Depreciation costs are fixed based on a $2 depreciation charge per 
annum. That said, the depreciation cost becomes variable when the $2 charge is 

apportioned over the number of asset turns. In an efficient pool, this works well, and 
margin expansion can occur. In an inefficient pool (Wai-Mart is estimated to be 60% 

efficient). the number of pallets required to service the circuit increases to counter the 

'lost' or "idle DC/Store" pallets. Thus additional assets means an additional fixed 
depreciation charge. We believe this was the major reason for the fall in margins as a 

result of retailers "de-stocking". 

Cycle limes - Cycle times are a key determinant in asset turns and therefore profitability. 

Expenses- Movement in Expenses (excl. Depreciation) impairs EBITDA and EBIT 

margins equally. 

Please note this sensitivity table does not include the Adjusted EBIT margin (i.e. no 

depreciation charge for the unbalanced inbound/ outbound inefficiency). 
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Figure 14: Margin Sensitivity to Variables (absolute change-%) 

Issue/Delivery Fee {R) $1.70 +/-5% f./-10% +/-15% +/-20% +1-25% 

EBlTDA margin 39.4% 1.2% 2.4% 3.5% 4.5% 5.6°/o 
EBIT margin 26.5% 1.5% 2.9% 4.2% 5.5% 6.8% 

Daily rental (R) $0.35 + 1-5% + ,_ 10% +/-15% +/-20% +1-25% 

EBITDA margin 39_4% 0.9% 1.9% 2.7% 3.6% 4.4% 

EBIT margin 26.5% 1.1% 2.3% 3.3% 4.4% 5.4% 

Transfer fee (R) $1.07 + 1-5% + /-10% + /-15% +/-20% + 1-25% 

EBITDA margin 39.4% 0.8% 1.5% 2.2% 2.9% 3.6% 

EBIT margin 26.5% 0.9% 1.8% 2.7% 3.6% 4.4% 

' Manufact. cycle {C) 38 days + 1-5% + /-10% +1-15% +/-20% + I- 25"/o 
EBITDA margin 39.4% 0.8% 1.7% 2.5% 3.3% 4.1% 

EBIT margin 26.5% 0.9% 1.7% 2.4% 3.2% 3.9% 

Distributor cycle (C) 39 days + 1-5% + J -10% +/-15% +/-20% +/-25% 

EBITDA margin 39.4% -0.1% -0.2% -0.2% -0.3% -0.4% 

EBIT margin 26.5% -0.3% -0.6% -0.9% -1.2% -1.6% 

Storage cycle {C) 17 days +/-5% + /-10% + '-15% +1-20%" +1-25% 

EBITDA margin 39.4% -Q.JO/o -0.5% -0.7% -1.0% -1.2% 

EBITmargin 26.5% -0.3% -0.6% -1.0% -1.3% -1.7% 

Tfansport (E) $ 1.00 +/-5% + /-10% + ,_ 15% +/~20% + 1-25% 

EBITDA margin 39.4% -1.2% -2.4% -3.6% -4.8% -6.0% 

EBITmargio 26.5% -1.2% -2.4% -3.6% -4.8% -6.0% 

Damage Rate {E) 20% 25% 30% 35% 40% 45% 

EBITDA margin 39.4% -4.2% -8.3% -12.5% -16.7% -20.8% 

EBI-T-margin £% -4 2% ·8.3% -12.5% -16.7% -20.8% 

RepaIr cost I pallet (E) $3.50 +/-5% + /-10% + /-15% +/-20% +/-25% 

EBITDA margin 39.4% -0.8% -1.7% -2.5% -3.3% -4.2% 

EBITmargin 26.5% -0.8% -1.7% -2.5% -3.3% -4.2% 

Depreciation (E) $2.00 +1-5% + 1- 10% + /-15% +1-20% + 1-50% 

EBITDA margin 39.4% 0% 0% 0% 0% 0% 
EBITmargin 26.5% -0.6% -1.3% -1.9% -2.6% -6.4% 

Key; R=Revenue; C=Cycfe Times; E:::Expense I Costs 

Source: CSFB estimates. 

Figure 15 estimates the sensitivity of CHEP's EBIT to an independent 10% movement in 

the key pallet pool variables for the Wai-Mart contract A 10% increase in the Issue/ 

Delivery fee delivers an estimated 2.9%pt EBIT margin improvement to CHEP while a 

10% increase in Transport costs erodes CHEP's EBIT margin by 2.4%pl A 10%pt 

increase to the pallet Damage rate (from 20% to 30%)reduces CHEP's EBIT margin by 
8.3%pts. 

This sensitivity has been calculated on an unadjusted EBIT basis. Consequently, it 

excludes the impact of the depreciation charge attributed to the pallets required to sit 
idle in the DCs. 
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------resulting-in-gr~ater-pallet 
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Figure 15: CHEP EBITsensitivity to 10% change in variables-{ using the Wai-Mart circuit) 

41)'/o 

2.0% 

0.0% 

i? 
~ 

l -2.0% 

f 
·t ·4.!)% 

ffi 
·6.0~ 

··""' 
-10.0%1_ ___________________________ _) 

NB. We have increased Damage rate by 1Q%pts from 20% to 30% 

Source: CSFB estimates. 

CHEP pallets entering Wai-Marfs secondary circuit 

As highlighted previously, in the UK, the Retailer/Distributor should return CHEP pallets 
to CHEP approximately 30-45 days after receiving it, with ample time to process the 
product and order pick onto either white pallets or roll cages before shipping to the retail 

stores. In the case of the US, Wai-Mart is transporting product from the DC to the retail 
-stores-on-C-HEfi.pallelso-ftllthermer-e,oAGe-the-pallet-is-at-the-store.lellei~WabMarus ____ _ 

using CHEP pallets as display platforms for a wide range of products, including garden 

pot plants and fertiliser. 
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Figure 10: Despite in the Dry Food Channel, this pallet is 

supporting chemicals I fertilisers in Wai-Mart's garden dept. 

Figure 17: US$60 plastic pallet not generating revenue. The 

right hand corner of this plastic pallet has been broken 

Source: CSFB. Source: CSFB. 

Figure 18: High damage rates in the Home Depot secondary Figure 19: The number ofCHEP pallets in the Wai-Mart 

Source: CSFB. Source: CSFB. 

The impact of large retailers I distributors' inappropriate use of the pallet pool (filling 

DCs and sending pallets to the stores) is as follows: 

Short term impact: 

• Reduced asset t,urns- we estimate CHEP currently has approx. US$ 180m worth of 
pallets (9m pallets@ US$20/ pallet) in the Wai-Mart circuit (DC and stores). Based on 

Wai-Mart's inventory turns and our assumptions, CHEP should be generating asset 
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turns of 3.7x per annum However, due to the stockpiling of Wai-Mart's DC's and 

Stores, we now assume each pallet 1s currently only generating an estimated 2.2x 

pallet turns/ year At US$4 20 revenue per trip, then CHEP could be generating 

US$100.88m in revenue from the Wai-Mart channel (Wai-Mart suppliers). In normal 

circumstances, CHEP would earn EBIT margins of approximately 26.5% or $26 77m, 

but as a consequence of CHEP supplying Wai-Mart with working capital, the 
"Adjusted" EBIT Margin falls to around 18.0% and ROA falls to 12.4%. 

• Higher repair costs-We estimate the pallet damage rate is approximately 20% when 

lransferring between Manufacturer and DC (Primary Circuit). This is relatively low and 

in part, reflects the Manufacturers self interest to look after the pallet and its load so 

as to minimise product damage, conveyor belt down time or "cubing out" on a truck 

before "weighing auf'. However, some Industry experts estimate the damage rate 
increases from 20% to 60% when the pallet is sent from the DC, downstream to the 

retail store (Secondary Circuit). Based on a 20% damage rate, an estimated repair 
cost per pallet of $US3.50 per repair, and the average number of asset turns of 4.1 x, 
the annual average repair bill for a pallet is $2.87. If the damage rate increased to 

60%, this would increase the estimated cost to $US8.61 per annum per pallet 

The risk also in the short term is that Wai-Mart is only 80% penetrated_ Given the scope 

for Wai-Mart's pallet pool to become a greater proportion of the US total pool, we see 

two discernible risks: 

• The deterioration in the Wai-Mart pallet pool could become a larger issue as Wai-Mart 
continues to take market share from other retailers, such as K-Mart. Wai-Mart is 

expected to open another 7 DCs th1s year, but this generally averages between 8-
9/annum. Similarly, Wai-Mart is likely to add an additional 1,500 stores over the next 
two years_ This may have a proportionately larger impact to CHEP USA's asset turns 

and margins; and 

• We est1mate Wai-Mart wdl need another 2.3m pallets 1n 1tSDCSoefore 1fnas 1UD%' _____ _ 

CHEP penetration. Once Wai-Mart's DC racking is 100% filled with CHEP pallets, 

CHEP's asset turns should be at the low point and should then start to improve, as the 

proportional gap of inbound closes on the 100% proportion of filled DCs. 

Long term impact: 

We believe the threat to the value of the CHEP US business is that its difficulties with 

Wai-Mart's DC and stores confirms to other large retailers that the retail industry 

continues to hold the power in the supply chain. The Wai-Mart experience could set a 
precedent for other powerful retailers (such as Costco, Target, Sears etc) to seek similar 

terms_ In our view there is evidence Home Depot is already adopting similar practices to 

Wai-Mart, and using pallets in the secondary circuit 

Inevitably, when the total US supply chain is well penetrated, the imbalances between 

inbound versus DC I store pallets should be less of an issue_ Also, CHEP at that point 

should be able to exercise some pricing power to recover some of the lost earnings and 

returns following the initial funding of the retailers' working capitaL 
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CHEP pallets sent to NPDs 

Background-Brambles management delayed CHEP's entry into the US market by 6 

months in 1990 so it could fine tune the Distributor Agreement allowmg it to secure 

contracts wilh Participating Distributors (PDs). This was to ensure CHEP could control 
and manage the pallet pool effectively. In essence, every Distributor in the US was an 

NPD when CHEP launched. Through effective controls, strong systems and 

management, CHEP USA effectively "controlled" the roll out of the pool, managing the 
supply chain and minimising the leakage. 

However, since then pallet leakage to Distributors who are not authorised to handle 

CHEP pallets (NPDs) has increased_ As NPDs do not have contracts with CHEP, NPDs 

are not legally liable for the loss or damage of the pallets. 

Figure 20: An NPD? -taken at the back of a food distributor, Figure 21: Lost and Broken-This pallet was probably leaked 

Source: CSFB. 

The launch of the AVP was 

the start of the material 
leakage to NPDs 

Sourc9: CSFB. 

In 1997, the new management team launched the "Accelerated Volume Program" or 

AVP, a program to increase market penetration by aggressively pushing large volumes 

of new pallets into the market We expect this may have been a strategic decision. 

Brambles had recently held discussions with General Electric (GE) regarding a potential 
sell down of 20% of CHEP and was further threatened when GE entered the equipment 

pooling market (acquisition of the Loscam pallet pooling business in Australia). 

Nevertheless, Brambles didn't have the resources to effectively ensure the pallets were 

being sent to PDs, or track the destination of the pallets ensuring the receiver was 

signed up with a Distributor agreement. As a result of the AVP, control of the pool was 

lost and the resultant leakage occurred. 

Not long after the l~unch of the AVP, management made the decision to cease paying 

compensation to dock-sweepers, pallet Recyclers etc for the accumulation, segregation, 

storage, handling and load out of CHEP pallets (in essence sorting and returning CHEP 
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pallets). A growing number of CHEP pallets have been /osVstolen and a large number 

are being traded in the black market pool. In July 2001, CHEP reintroduced the 

compensation payment 

Management has agreed to our estimate of 20% or approximately 12 million of CHEP's 

US pallets are currently with NPDs. 

Some industry observers suggest NPDs are a vital ingredient to greater market 
penetration. The more players using CHEP pallets. the quicker CHEP pallets infiltrate 

the supply chain Whilst we agree this should assist pallet and sales growth in the short 

term. we do not believe CHEP will extract financial benefit. In fact, we believe it is likely 

to be an expensive exercise. Reasons include: 

1) A decline in asset turns I increase in dwell time for the pool-some CHEP pallets 
are lying dormant at the back of FMCG Distributors' docks with no one to collect 

them. However, declining asset turns would also be a result of pallets being leaked 
to channels outside of the initially targeted FMCG channel, such as the lower 

turning DIY I Homeware, or worse still, industrial channels. The pallet in Figure 21 is 

likely to be a lost pallet that has leaked or been lost to the industrial channel; 

2) An increase in the damage rates of the pallets. and hence increased repair costs

based on the average asset turns of say 2.2 turns (estimated turns for Wai-Mart), 
every 1 O%pts increase over the standard 20% damage rate results in an estimated 
fall in EBIT margins from 26.5 to 18.2. Multiply this by 12m pallets with NPDs and it 

is an additional $4.2m cost per annum to the CHEP US pool; 

3) Growing proportion of lost pallets-what proportion of the 20% or 12 million pallets 

(US$240m in assets) are expected be returned I collected from NPDs? 

4) Greater collection and transport costs resulting from pallet "/eakage"-While 20% of 
CHEP's pallets may be shipped to NPOs. this could represent 40-50% of locations 

--------------+-----uot/"'18"'te.-F.Ci'!HIEI'-pal/ets-exist:4Trns;-ttre-geographic-displacementotthese-NPB.------

should result in higher transport and collection costs for CHEP; 

5) "Black Market" pallet pool proliferation-the establishment of the inevitable black 

market pool has come earlier than, and is bigger than, one would have anticipated 

given the US' relatively immature or low penetration of some 30%. This in part was 

due to a culmination of i) the launch of the Accelerated Volu'!'e Program (AVP) in 

1997 and the resultant large leakage to NPDs; and ii) the abo/ilion of the collection 

compensation fee paid to Recyclers. It is difficult to control "or put out" a black 

market, as evidenced in Australia; 

6) Increasing litigation (see First Edition, 21 November 2001) with three class actions 

against CHEP. All three are (Edgar Lozano has been settled out of court) seeking 
damages for unpaid compensation (Recyclers fee for returning CHEP pallets), while 

the Buckeye Recycler case is also challenging the ownership of CHEP pallets sent 

out of its control (those sent to NPDs). We are not in a position to comment on the 

strengths and weaknesses of any of the cases, nor do we know whether the 

company has made any fegal cost provisioning; and 

7) The dilution of value incorporated in the Participating Distributor Agreement and the 

potential impact that will have on: 
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• The unwillingness of NPDs to sign the Participating Distributor Agreement now 

given they have been enjoying the benefits of the use of CHEP pallets without any 

liability nor obligation, and hence are likely to incur additional costs and liabilities 
by signing such; and 

• Most PDs joined the CHEP pallet pool to reduce unit costs hoping to gain a 

competitive advantage through passing on those cost savings through lower 
prices. However, NPDs are also generating similar benefits by using CHEP pallets 

without incurring the liability of pallet accountability/ ownership. 

The issues highlighted above have both short and long-term potential ramifications. In 
the short term they will likely continue to inhibit potential earnings growth and ROIC for 

the business. What is of greater concern to us is that the establishment of precedents 

may see these difficulties remain on a more permanent basis, in particular: i) the 

creation of the black market pool; ii) Litigation challenging the ownership structure and 
the potential costly controls that will need to be introduced should Brambles lose these 

legal cases; and iii) the dilution of value incorporated in the Participating Distributor 
Agreement. 

Like the Wai-Mart issue, unless CHEP regains control of the pallet pool and converts 

NPDs to PDs, this could be an increasing issue as the US pallet pool continues to grow. 
The Company may need to slow CHEP USA's growth (not sign new customers) to 

ensure it regains control of these issues. 

In Figure 22, we have split CHEP's US pool into four distinct channels in an attempt to 

assess the profitability of each channel and illustrate the issues noted in this report. 

For the first two channels of Food and FMCG, we have simply used the average of the 

data provided by the US retailers (refer to Figure 12). These two channels appear 
profitable and efficient 

Fortne remammg two c~ternpted ioillustrate-ttre-potentiat-earnings------

and margins impact regarding the CHEP protllems. 

The Wai-Mart Channel - Wai-Mart takes into account the imbalance of pallets in Wai

Mart's DCs, which results in CHEP being only 60% efficient, with asset turns falling from 

the expected 3.7x down to approximately 2.2x. We have also factored in an increased 
damage rate from use of pallets in the Wai-Mart stores. As a result, Wai-Mart's EBIT 

margin falls from 26.5% to an adjusted EBIT margin of (-7.0%). 

NPDs- We have assumed that asset turns are significantly lower given NPDs have less 

incentive to return CHEP pallets quickly. To illustrate the point, we have given NPDs an 

inventory turn of 3.0x which means it is in the hands of the NPDs for 122 days (could in 

reality be longer or shorter), allowing CHEP a maximum of 2.1x asset turns (WM is 2.2x) 

per palleU per annum. We have also increased the average transport cosU pallet and 

Retrieval/ Handling/Inspection Fee by 50% to take into account the fragmented 

displacement of pallets (20% of the US pool (12m pallets) vs 50%+ of the locations) and 

·the material transport cost of retrieving these. Finally, we have increased the damage 

rates of pallets to 50% (one in two are repaired). This results in an estimated EBIT 

margin for the NPD market of (-31.3%). 
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figure 22: CHEP USA-Revenue/cost/margin scenarios by channel 

Base-Case Food 
Trading Revenue One Cycle E.g. $m 
·Issue and delivery fee{@ $1_70) $1.70 $111.22 
-Daily rental fee(@ $0.035) 1.23 (3.28 
- Transfer fee (@ $1.07) 1 07 70.01 
-Lumber Surcharge(@ $0.10) 0.10 6.54 
Total Revenue $4.10 $261.05 
Assumptions for cycle times {days) 
Manufacturing cycle 35 32 
Distributor cycle 32 37 
Repair cycle 3 3 
Storage I Depot cycle 17 17 
Transport c cle 1 1 
Total C ere 88 90 
Asset turns I annum 4.1x-1xinthise 41 
Expenses 
- Direct costs 
Transport $1.00 $65.43 
Storage I Depot Fee's 0.17 11.12 
Retrieval-Handling-Inspection Fees 0.40 26.17 
Repairs and Maintenance 0.70 45.80 
Depreciation 0.48 32.22 
Other 0.10 6.54 
4 Total direct costs $2.85 $187.28 
~ Gross Margin 30.3% 28.3% 
Selling and Marketing 0.10 1.61 
HO Overheads 0.40 6.44 
Provision for doubtful debts 0.04 2.61 
- Indirect costs $0.54 $10.66 
Total Exeenses $3.39 $197.94 
Assumptions for direct costs 
Average transport cost 1 pallet $1.00 
Storage rate I pallet I day . $0.01 
Retrieval-Handling-Inspection 1 pallet $0.40 
Re airs and Maintenance 
~ Damage Rate 20% 
- Rej}air"Costl pallet $3.50 
Depreciation I pallet I annum $2.00 

I % 
Efficiency Calculations: 
Customer Total Trips 182 
CHEP's % or Inbound 36% 
CHEP's Tri s 65 
Required pallets by CHEP 16.1 
Number of pallets in Manufacturing circuit 5.7 
Number of palfets in DC I Store 6.6 
Tota1 CHEP allets in circuits 12.3 
CHEPs actual asset turn 4.1 
Utilisation efficiency 100% 
Additional Depreciation Charge@ $2.00 $0.00 
Adjusted EBJT $63.11 
Adjusted EBIT Margin 24.2% 
Assets $322 
ROA Adjusted 19.6% 

Source: CSFB estimates. 
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Total CHEP US Market 
FMCG 

$m 
$7689 

60.15 
48.39 
4.52 

$189.96 

38 
47 
3 

17 
1 

106 
3.4 

$45.23 
7.69 

18.09 
31.66 
26.37 
4.52 

$133.56 
29.7% 

1.32 
5.27 
1.90 

$8.49 
$142.05 

226 
20% 

45 
13.2 
4.7 
5.9 

10.6 
3.4 

100o/o 
$0.00 

$47.91 
25.2% 

$264 
18.2% 

Wai-Mart 
$m 

$40.83 
31.94 
25.70 
2.40 

$100.66 

38 
39 

3 
17 

1 

3.7 

$24.02 
4.08 
9.61 

42.03 
12.93 
2.40 

$95.07 
5.8% 
0.65 
2.59 
1.01 

$4.24 
$99.32 

SO% 

80 
30% 

24 
6.5 
2.5 
6.9 

-7.0% 
$215 

-3.3% 

NPOs 
$m 

$48.38 
34.87 
30.45 

2.85 
$116.55 

35 
122 

3 
17 

178 
2.1 

$42.69 
4.84 

17.08 
49.81 
27.71 

2.85 
$144.97 

4 24.4% 
1.39 
5.54 
1.17 

$8.09 
$153.06 

$1.50 

$0.60 

50% 

28 
100% 

28 
13.9 
2.7 
9.5 

-31.3% 
$277 

-13.2% 

27 February 2002 

Total USA 

$m 
$277.33 
$200.24 
$174.55 

$16.31 
$666.44 

36 
61 

3 
17 

118 
3.1 

$177.37 
$27.73 
$70.95 

$169.30 
$99.23 
$16.31 

$560.88 
16.1% 

4.96 
19.85 
6.68 

$31.49 
$592.37 

516 
32% 
163 

52.8 
15.7 
28.9 
44.5 

3.0 
na 

$8.61 
$67.46 
10.1% 

$1,078 
6.3% 
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Can these issues be resolved? 
We think these issues can be resolved. However, it is difficult to ascertain how long it 
will take and at what cost. 

Management has now acknowledged these issues are prevalent and impacting 

profitability. Encouragingly, the new Brambles Group management is pursuing several 

initiatives to remedy the situation. The initiatives Include· 

1) Management: Changes-The appointment of Mr Keith Norder (ex- GE) as 

CFO of CHEP USA Also Mr Andrew Patterson, one of the original group who 
transferred to the UK. has returned to the US in the last few months; 

2) Wai-Mart: Renegotiations-Management stated it is trying to resolve the Wai

Mart issue by limiting Wai-Mart to a maximum number of pallets in the system 
at one time. CHEP's contract with Wai-Mart expired in September 2001. We 
are aware the two parties are involved in renegotiations to resolve this issue at 

the time of writing; and 

3) Wai-Mart: Penalty for poor pallets-Some suggest Wai-Mart introducing a 

penalty charge of US$20 a pallet to Manufacturers I Suppliers for sending 
product on anything but GMA-1 orCHEP pallets will help arrest CHEP's 

dilemmas (GMA-1 pallets are the Grade 1 superior pallets which cost 

manufacturers US$7 -US$8 to buy). We think the opposite. Such a charge 
could actually exacerbate the difficulties. First. we should highlight Wai-Mart 

has long had a policy of charging (deducting from invoices) manufacturers for 
sending poor quality pallets, including poor quality CHEP pallets. However, it 

has not been as well enforced as it is now. As for the impact of Wai-Mart 
reiterating the "incentive" of using CHEP, one of the major problems is the Wai

Mart circuit. To the extent that currently every pallet going to Wai-Mart is a 
problem for CHEP, the problem will now get worse. Unless the economics of 

--------------+----;t~he~p~a~lle;;,t-;t;rip;;a;;re;;se;,n;;s,51e;-tfie prolllem grows wittrthe-increasein-trip&-Befere----
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increased volumes are shipped into Wai'Mart, we believe CHEP needs a 

solution to control damages, limit the cycle time and (by implication) get the 

pallets back. 

4) Wai-Mart: We again highlight to investors that once Wai-Mart's DCs are full, 

increased volumes should close the imbalance between pallets in the DC 

versus inbound· pallets. However, it is also important to note that accelerated 
volumes from Wai-Mart suppliers may also lead to greater volumes being sent 

to NPDs as new suppliers who convert to CHEP will also be sending pallets to 

other Distributors. 

5) NPDs: Compensation Fee-CHEP has reintroduced its Recycler compensation 

payment of a minimum of US$0.75/ pallet. a fee paid when Recyclers return 

CHEP pallets from NPDs. This will be a new cost for CHEP for the next 12 
months. 

We think this will assist CHEP significantly in retrieving its pallets. That said, 

CHEP may still encounter some obstacles given Recyclers can currently 

receive US$5 per CHEP pallet on the established Black Market, versus 
US$0.75 from CHEP. 
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6) NPDs: Sign up NPDs-The sales team is now act1vely following the pallets 

through the supply chain and converting NPDs to the CHEP scheme. We 

expect this will assist in arresting the problem, although some NPDs will likely 

be unwilling given they have to date been enjoying the benefits of the use of 

CHEP pallets without neither liability nor obligation, and hence are likely to 

incur additional costs and liabilities by signing the agreement. 

7) NPDs: Channel Pricing-CHEP has introduced a charge for its customers 

(suppliers/manufacturers) of between $US2 and $US8.50 per pallet for pallets 

sent to NPDs. This represents something in the magnitude of a 50-200% 
increase in trip costs to the customer. A few points come to mind on the 

potential impact: 

i) We do not believe large customers such as Proctor & Gamble, which 

has been shipping to NPDs for many years, would be willing to pay 
such a charge. We expect it will be for new volumes only. 

ii) Those smaller customers (manufacturers/suppliers) who have also 
been shipping to NPDs may look to convert back to white pallets, or as 

a minimum, use white pallets for those consignments going to NPOs. 
This means there could be a net decrease in revenue for CHEP as a 

consequence of this policy, which in itself highlights the seriousness of 

NPDs and the potential losses to get to a point where such a remedy 

needs to be introduced. 

iii) How will the PDs react? PDs will see some of their suppliers willing to 

pay $8.50 to ship to an NPO (often the POs competition), and hence 
could conclude their own participation in the CHEP scheme is saving 

the supplier around $7.43 per trip (i.e. $8 50- $1.07- the current de

hire fee). How much of that will be required by POs and what is the 
new increased cost to the supplier ($8.50+$7.43 or return to white 

pallets?) 

We believe the NPD de-hire fee (channel pricing) makes sense and is 

justifiable when presented to a customer as a fee for choosing to ship to 

an NPD. However, customers could see it as too costly when 

introduced after the shipments have started. 

8) NPOs: Channel Pricing-To assist in the implementation of Channel Pricing, 
CHEP has announced the implementation of Savi Tech~ology, which will 

enable asset-tracking capabilities (see First Edition, 16 November 2001 ). The 

rollout of the technology is expected to take 18 months. We forecast the capital 
and implementation cost will be US$300m (IF CO is currently tria !ling Sa vi and 

estimates it will cost less than US$1 OOm; CHEP is four times bigger than IF CO 

in revenues). To install RFID tags on pallets to allow asset tracking, CHEP will 

refurbish its pallets with lead boards, whereby the RFID will be 

mounted/attached. Refurbishing pallets with lead boards might cost $1 a pallet, 
$60m to the US pool or $160m for the global pool. 

9) NPOs: Improving pallet transportation-CHEP recently extended a contract 

with JB Hunt (US logistics provider) to enable greater control of the 

transportation of CHEP pallets at 11 depots. JB Hunt has been transferring 
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CHEP pallets between CHEP depots in the US for many years. The new three

year agreement is a more dedicated/ permanent service for the delivery of 

pallets, not just between CHEP depots, but also from i) CHEP depot to 

customer; and ii) customer to CHEP depot. Previously an assortment of smaller 

earners provided this service, which we believe, may have contributed to the 

current pallet leakage issue. That said, we believe there are material risks to 

CHEP's increasing trend of outsourcing, including offering of all of its 

transportation needs (potentially eroding the company's knowledge regarding 

customers, network configuration I density etc) to one supplier Refer to area 
headed "Other Risks". 

This new arrangement is anticipated to offer greater cost savings due to i) 

economies of scale; ii) truck-run density; iii) standardised trailers (unlike existing 
vehicles) resulting in guaranteed pallet load amounts etc; iv) management time 
and related efficiencies. That said, CHEP historically used its in-house 

"Electronic Load Tendering" (EL T) System, which used to have three trucking 

companies bid to carry the load. Given most of these trucking companies were 
likely to be looking for back-loads, we would have thought the bids would have 

been at a very low price (enough to cover the fuel). 

This move should alleviate some of the pallet leakage problems as CHEP and 

JB Hunt share similar customers (1.e. Wai-Mart, Kroger, Proctor & Gamble, 

Kraft). 

Timing to resolve the issues 
Attribution of a turnaround date is difficult but we do not believe these issues will be 
resolved for at least 12 months. Thus, the implementation of measures to gain control 

will likely contribute to margin contraction, in our view. 

---------------l--wllen4fle~-Bntrol-and-<]Yalit)l-<li-Cic!Ef'JJSAjs..once..again..inlacl, CHEP USA should be 

a sound business model demanding a substantial market premium. 

Potential catalysts to gauge progress with these issues include: 

• Asset turns for the US pool-Brambles does not disclose this information, and it is 

near impossible to calculate or estimate. 

• Repair costs/ damage rates-almost impossible to estimate. 

• Proportion of Blue to White pallets Inbound vs proportion in the DCs- As previously 

highlighted, to ensure maximisation of pool efficiency, these should have similar 

proportions; This may be estimated from talking to some of the major retailers, but 

again, will be difficult to ascertain given the potential number of distributors. 

WM DCs are almost full-given Wai-Mart represents 30% of the CHEP US pool, we 
believe the likely turning point where US asset turns reach the bottom is when Wai

Mart's DCs reach saturation (100% with CHEP pallets). Given that it took six years to 

achieve 80% DC penetration, we suspect that on natural flow it will take no more than 
18 months. The likelihood is that the 80% penetration was achieved more recently, 

maybe over the·past two years. To illustrate the point, Wai-Mart has annual inventory 

turns of approximately 9.3x, which means it turns its DCs over every 39 days. Hence 
to fill the remaining 20% of the DCs, Wai-Mart could theoretically fill it in 7.8 days. 
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However, that is to fill the DC. and hence find the low point in the asset turns I 
margins. From there. the difficulty we see for CHEP is to close the gap between 

inbound and DC proportion. meaning it has to sign on more manufacturers than the 
current 30% (volumes) coming inbound to Wai-Mart This could take a number of 

years. 

As highlighted earlier, we believe the catch 22 is that if CHEP aggressively signs up 
more manufacturers, there is some risk the issues associated with the NPDs will be 

exacerbated. 

In the following Figure we estimate the sensitivity of the Wai-Mart pool to varying levels 
of inbound penetration to DC/Store penetration. We have assumed the Wal-Mart 

Channel is 30% penetrated by CHEP while CHEP pallets account for 80% of the pallets 

in Wai-Mart's DCs. This translates to an estimated 18.0% EBIT margin and a 2.2x asset 

turn 

In our view CHEP could, at best, achieve equilibrium between inbound and DC/ store 
penetration. At equilibrium. estimated EBIT margin increases to 26.5% while asset turns 

increase to 3. 7x. These statistics apply at any penetration level. provided the pool 

operates at equilibrium. As can be seen, there is significant scope for CHEP to deliver 
returns closer to expectations, once it overcomes the existing issues. 

In this sensitivity, we have used an Adjusted EBIT and Adjusted EBIT margin. 

Figure 23: Wai-Mart sensitivity ·Inbound vs OC/Store penetration 

EBIT (after depreciation adjustment), USD millions 

Inbound penetration 

30% 40% 50% 60% 70% 80% 

50% $30.31 $ 44.16 $ 58.00 $ 71.84 $85.68 $99.53 

60% $28.07 $41.91 $ 55.76 $69.60 $83.44 $ 97.28 

DC/ store penefrahon 70°ro-----s-25:-83 $ 39.6~-:>rsr-so,.JS $81.2~95.04 

BOo/~ $ 23;5~ $ 37.43 $ 51.27 $65.11 $78.96 $ 92.80 

EBlT margin Inbound penetration 

30% 40% 50% 60% 70% 80% 

50% 23.1% 25.3% 26.5% 27.4% 28.0% 28.5% 

60% 21.4% 24.0% 25.5% 26.5% 27.3% 27.8% 

DC/ store penetration 70% 19.7% 22.7% 24.5% 25.7% 26.5% 27.2% 

BO't.j 18.0o/1 21.4% 23.5% 24.8% 25.8% 26.5% 

Asset turnover Inbound penetration 

30% 40% 50% 60% 70% 80% 

50% 2.9 3.4 3.7 4.0 4.2 4.4 

60% 2.7 3.1 34 3.7 3.9 4.1 

DC/ store penetration 70% 2.4 2.9 3.2 3.5 3.7 39 

80~ 2.3 2.7 30 3.3 3.5 3.7 

Source: Company data, CSFB estimates. 

Hence, investors could find it very difficult to monitor the improvement or further 

deterioration of the difficulties being experienced in the CHEP US pool. With limited 

visibility to possible solutions, and the difficulty we expect in addressing these issues, 
we would prefer investors to remain at market weight. 
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"igure 24: Deteriorating pallet quality 

Source: CSFB. Source: CSFB. 

Other Risks 
We identify a number of other risks, both positive and negative, which we believe warrant 
separate discussion. These are; 

Positive Risks 

• Management changes the accounting policy for the depreciation of wooden pallets, 
where the assets are written off over 20 years instead of the current 10 years. 

Negative Risks 

• The£e is an increasing_ trend of CHEP outsourcing important functions to assist in its 
daily operation. While this may provide short term benefits, we are cautious on CHEP 

placing a number of intermediaries between itself and its customer, thus foregoing the 

valuable daily intelligence and transferring the relationship to the subcontractor. We 

believe the information and system of CHEP is more important than the wooden 

assets. However, the intelligence and operation of the system has now partly been 

transferred to external parties. 

• According to LPR, the French Pallet Pooler is currently aggressively expanding its 

network into many of CHEP's dominated markets and taking market share from 

CHEP. LPR is now gearing up to expand into CHEP's flagship market, the UK, with 

the endorsement of the four major retailers (Tesco, Sainsbury, Safeway and Asda). 
Larger retailers typically operate a 'two-supplier' policy, and this extends to logistical 

requirements. As the power of the supply chain befalls the retailers, in our view, this is 

the largest risk to CHEP consolidating a global monopolistic position. We believe 
CHEP will need to increase customer switching costs and tighten its customer service/ 

relationships by impregnating their systems further- IT systems/ asset tracking etc 

These Risks are discussed in greater detail below. 
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Positive Risks 

A change in the Depreciation policy? 

There has been some suggestion that CHEP's wooden pallets should be deprecated 

over 20 years instead of the current 10 years. The basis of this argument is that the 

pallets are effectively depreciated tw1ce on the P&L statement, once tnrough the 

depreciation charge, and the other through the repairs charge. Used to support this 

argument, the average loss rate (pallets that are lost/stolen or those that become 

irreparable) of pallets is 5% in markets such as the UK, then a pool is effectively lost (or 

replaced) every 20 years. 

We do not agree with this view, and list below why we believe Brambles management is 
likely to maintain the more conservative. but in our view appropriate accounting policy of 

writing its pallets off over 1 0 years. 

1. There is clear evidence CHEP's pallet loss rates are increasing from the historic 5% 

to levels of 7% and upwards, due in part to: 

• Loss of control of the pallet pool in the US - The US market is significantly more 

difficult to operate given i) it is a one-way trip model; and ii) its geographic size 
and spread differs to the tightly controlled UK market; and 

• Growing black market pools. 

2. Outside of the issues being experienced in the US, we suspect entry into new 
geographical markets such as Asia, Eastern Europe and South America present 

further risk to the intrinsic loss rate of the pallet pool. That is; i) fewer legacy 
systems/ participants to ensure control is administered; ii) in Developing countries, 
wood and I or pallets are a relatively more valuable resource, thus presenting the 

likelihood of pallets being stolen and used as firewood I mulch I sold on the black 

------------------------------1----JOa~e~---------------------------------------------------------

3. Pallet configurations are being superseded -We believe the CHEP USA pool is 

made up of 60% "Block Pallets" and 40% "Stringer Pallets". Recent anecdotal 

evidence* suggests that CHEP is trying to phase Stringer pallets out, which could 

see an accelerated write down of these assets. (*Block pallets are being sent from 

East to West coast, but the growers on the West coast prefer to use Stringers for 

sending produce to the East, hence there is a double freight imbalance created). 

4_ Similarly, new plastic technologies are seeing a rapid fall in the cost to make plastic 

pallets (were over US$1 00, now closer to US$40). Given most manufacturers and 

suppliers would prefer the use of plastic over wooden, providing the economic case 
can be made for plastic, there is a good probability wooden pallets around the world 

will be phased out over the next ten years. 

5. While it is true CHEP both depreciates and repairs the pallets, the repairs (or 

replacements) are only to the top and bottom deck boards, while the "core" is never 

repaired. The core is expected to have a life of 10 years; 

6. Both LPR and GE Loscam depreciate their pallets over 10 years; and 

7_ Brambles has always depreciated its pallets over 10 years. 

CHEP-CA-000230 
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Points 1-4 above imply the asset life of CHEP's pallet pool is shorter1ir1g not extending. 

We believe therefore that now, more than ever, Brambles is likely to maintain its existing 
accounting policy of depreciating the asset life over 10 years 

Conclusion 
• We believe it is premature for Brambles to change it accounting policy for the reasons 

highlighted above. 

Negative Risks 

Outsourcing the Information and System Ownership 

We identify an important strategic risk to CHEP's business template. We consider 
CHEP an information company, not a pallet pooling business. The strategy in recent 

years to outsource a number of functions previously managed internally could put at risk 
the business' competitive advantage and thus reduce the barriers to entry forCHEP. 

The following functions have been outsourced; 

• Asset Tracking Capabilities- The selection of Savi Technology to provide asset 

tracking technology rather than buying/ establishing proprietary software may transfer 
useful insights intq i) differing supply chain dynamics (asset turns/ utilisation); and ii) 

customer and product shipping behaviours. The "Rental ledger" was CHEP's old 
internal system of tracking pallets through the system . 

• Oocksweeping Services - The appointment of Propak (Wai-Mart dock sweeping) 

enables Propak to understand i) which suppliers are using white pallets vs. blue 

pallets; ii) volume of product being shipped; and iii) cycle times of the product etc. 

• Transport and Logistics- Similarly awarding JB Hunt the dedicated contract for the 
transport of pallets between depot and customer (and back) could allow the logistic 

operator to gain intimate knowledge of the logistics side of the US pallet industry ie 
network density, white pallet inbound vs. outbound, fre1ght ombalances and ways t"o _____ _ 

rectify. The contract had previously not been awarded to one sole provider; rather this 

was previously carried out by a number of trucking companies who made bids through 

CHEP's "Electronic load Tendering" system. 

In essence, CHEP has placed a number of intermediaries between itself and its 

customer, thus potentially foregoing the valuable daily intelligence and transferring the 
relationship to the subcontractor. We believe the information and system of CHEP is 

more important than the wooden assets. However, the intelligence and operation of the 

system has now partly been transferred to external parties. 

LPR -a new competitive threat following the endorsement of UK retailers 

CHEP's major competitor in Europe is the French pallet pooling company, le Pallet 

Rouge (LPR)- LPR is a 100% subsidiary of Algeco, which is 67% owned by the 

German diversified company Pressaug (market capitalisation €5.7b/A$9.7b). Preussag's 

gearing level (0/(0+E)) was approx. 70.6% (at 03 result). 

LPR-a potential threat to CHEP Europe 1 UK 
CHEP-CA-000231 

Historically, the equity market (we included) has largely dismissed or at least 

underestimated the competitive threat that LPR posed. A discussion with LPR recently 
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suggested major retailers across the continent and more recently the UK, along with 

many Food Manufacturers, are now actively promoting LPR as a supplier to break 

the CHEP stronghold. As a result of this confidence and support, LPR is targeting Pan

European market share of 20-25%. In September 2001, LPR launched in the UK using 

a one-way pallet pool as a point of differentiation to t~at of CHEP's pallet exchange 

system. 

According to LPR there are a number of issues that have strengthened the retailers' 

perception of LPR as a viable long-term alternat1ve to CHEP in the food and grocery 

distribution industry. These include 

• LPR's strong financial backing through Pressaug's balance sheet. 

• evidence of LPR delivering a proven workable system that is of a similar quality; 

• LPR offering a significantly younger and subsequently, higher quality pallet pool to 
CHEP's. This is particularly important in the food sectors (refer to "LPR's entry into the 
UK" section). Given CHEP's 10 year depreciation policy, in conjunction with the years 

in which CHEP launched the UK (1974) and Western Europe (1978) pools, CHEP's 

average pallet age should be a minimum of 5 years old. 

• LPR suggests CHEP's average pallet pool age is significantly older. LPR's pool is 

currently 2.5 years, and management aims to keep it between 2.5-3.5 years in the 
medium term. Given its growth profile, this appears achievable; 

• LPR is aggressively building a European· network and hence offering network 

coverage; 

• related to such, LPR should be able to offer cross border transfers to the major Pan

European retailers and food companies; 

• LPR operates a centralised European SAP IT system which allows customers in real 
lime to traeR Its paltets:LPFt-state(t-lharbecause-eHEf'-penetrated-each-market----

individually at different times over the last 23 years, CHEP's IT system works like a · 

group of bolt-on systems, and hence does not have the same functionality as its 

system. This may suggest why CHEP is rolling out SAP in Europe; 

• LPR believes its unit cost per trip (similar to cost per ASK in airline terms) is 

equivalent to CHEP's, despite CHEP having a material critical mass competitive 
advantage. Management of LPR attributes this to the fact that it is a young company 

with minimal overheads and no legacies that come with being an older company 

(CHEP UK is 27 years old); and 

• Some industry participants believe CHEP's customer focus has deteriorated. 

After discussions with industry participants, we received confirmation on all but one of 

these points, the remaining being LPR's unit costs being equivalent to CHEP's. 

CHEP's competitive response 
While LPR's market share gains are impressive, we believe CHEP's market dominance 

should remain intact Despite this, and only on the premise Preussag will provide 

adequate and much needed capital to LPR, then there is now an increased probability 
the UK and European pallet pooling industry settles at a rational duopoly, potentially at 

similar levels to that of Australian market shares (80% CHEP:20% LPR). 

CHEP-CA-000232 
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We expect CHEP to defend its markets The move by retailers/ manufacturers to 

promote competition in the form LPR 1s anticipated to prompt CHEP management to 

assess/ improve its own producUservice. We believe CHEP may: 

1. leverage its financial strength and market dominance to launch an aggressive 
pricing campaign; 

2. pursue improvements to its pallet quality thus increasing its capex profile in the near 
term; and 

3. improve its customer service reputation and offering. 

These issues could impair CHEP UK and Europe's earnings in the ST- MT. 

Risks to LPR securing significant CHEP market share:-

• LPR's inferior size of 8.5m (it was 3m in 1999}. relative to CHEP's 160m pallets; 

• Financial strength-will LPR (or parent} be capable of enduring negative cashflows for 

5+ years. LPR stated it is currently cash flow positive and its EBIT margins are 
expanding; 

• Despite retailers/manufacturers preferring to diversify their supplier base, there 
typically are material switching costs involved when changing pallet pool providers 

This is more relevant to manufacturers, as there is logistical inconvenience I cost in 
operating two different pools in their manufacturing process I docks. This can be 

alleviated by switching suppliers entirely, from 100% CHEP to 100% LPR Given the 
scale and volume of pallets this could entail, and hence the operational risk of such a 

conversion, we do not expect large manufacturers to switch all product lines. What 

could occur, however, is that certain product lines or smaller companies switch to LPR 
as a trial measure of the service. 

LPR's European expansion 

According to a recent presentation made by LPR, the company has aggressively 

expanded its operational network beyond France into other Continental countries, and 

according to LPR, is securing market share from CHEP at an accelerated rate. The 

following highlight LPR's market share gains and pallet movements: 
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Figure 26: LPR- Markets share and pallet movements Figure 27: The UK Grocery Retail market is concentrated 

2001 1998 FY01 Pallet Start 

Benelux 8% 001/n 
Spain 18% 0% 
France 22% 10% 
Portugal 25% 0% 
UK N/a N/a 

/laly N/a N/a 

movements 
1.8 

5.1 
12 

1.6 

1.1 
0.1 

date 
1999 
1999 
1990 

1000 
Sepl2001 

2001 

"'' , .. 
NB. UK and Italy market shares were not disclosed. UK pallet movements Source: LPR 
are LPR's 2002 estimates 
Source: LPR. 

In FY01, we estimate CHEP Europe (excluding UK) represented 26% of Global CHEP 

EBIT, or 14% of the Brambles Group. 

Winning market share from CHEP 

We estimate LPR will report 40%+ sales growth in 2001 (CHEP Europe's growth is 
forecast to be approximately 12%, but LPR's growth of 40% is off a significantly lower 

base), partly from penetrating the non-pooled market (non-outsourced), while also 
taking market share from CHEP LPR estimates it took 9m pallet movements from 

CHEP in 2001, and has forecast this to increase 33% to 12m movements in 2002. This 

represents a relatively small proportion of CHEP's total pallet movements, but it is the 
trend that we find concerning. 

---------------------------1__L~nlqUnt~th~~---------------------------------------------------

After considerable due diligence, LPR entered the UK market in September 2001. We 

believe the UK is CHEP's flagship market, where it has ;~pproximately 80%-85% market 
share, and no competition. In FY01, we estimate CHEP UK represented 27% of Global 

CHEP EBIT, or 15% of the Brambles Group. 

Despite the maturity of the UK market, Brambles management expects it can continue 
to grow sales at 10-11% per annum. We assume such growth is partly predicated on 

price increases, but also the expansion of the newer products such as RPCs. The 

endorsement of LPR by the four major retailers, and LPR's resultant market entry is 

likely to reduce CHEP UK's historic growth rates. 

LPR recently stated: 

"All major retailers in the UK grocery retail market that have been contacted by LPR 

agree that a second pallet pool is necessary for competition, and are supportive, in 

principle, of LPR's entrance into the market." 

The following table is the result of discussions held between LPR and the major 

retailers/ potential customers: 
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Figure 28: LPR UK retailer findings 

Retailer name Supports LPR 

Tesco 

Sainsbury's 

Asda 

Safeway 

. somerfield 

Morrisons 

Marks & Spencer 

Waitrose 

Iceland 

Kwik·save 

Aldi 

Netto 

Nisa {today) 

T &S Stores 

Palmer & HafVey 

CO·OP group 
Booker C & Carry 

Alldays stores 

Source: Company data, CSFB estimates. 

.. 
" .. .. 
X 

X 

X 

X 

X 

X 

In conversations 

" 

X 

X 

X 

X 

X .. 
" 
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Refuses to accep! LPR 

The use of lwo pallet providers is not considered a significant issue for retailers in the 

UK as they use roll cages down to the store level, not pallets. Thus the penetration of 
pallets into the Retailer supply chain is not as significant as other markets 

Given the concentration (Figure 27) of the UK Food Retail market. the importance lay 
with gaining acceptance by these parties. With LPR now satisfying the criteria of the 
retailers that its product offering is attractive and LPR may survive, LPR's next 

challenge is to sign manufacturers. Given the UK market has been waiting for 
---------------J---oompetitieA-fee-Gf4@=>-fer-Sgme-time,Lim-expectS-lhis.wiiLbe-easie[_than-WinningJbe ______ _ 

support of-the retailers. 

We expect LPR will be looking to differentiate itself from CHEP in the following area's; 

1. Price; 

2. Quality of the pallet pool; 

3. Track and Trace technologies; 

4. Loss liability (what will the liability rate be for lost pallets}; and 

5. Complexity of the system- CHEP operates an exchange system in the UK, which 

does have some side effects. Generally it is i) difficult to monitor damage rates of 

the pool; and ii) awkward for manufacturers to get pallets at times through the 

workings of the complex Pallet Control Voucher (PCB} system 

The use of the "one-way" system by LPR does create challenges for the company, as 

evidenced by CHEP's difficulties with the one-way system in the US. However, due to 
the concentration of retailers in the UK, we believe there is less likelihood for the NPDs 

problems in the UK 
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Has CHEP UK had competition before? 

Following discussions with industry participants, we have been able to ascertain that 

CHEP UK has had approximately three or four competitors over the past 20 years or so. 

Companies like Dome Glade never made any impact on CHEP or the pallet pooling 

industry, and it was suggested it only reached a pallet pool size of approximately 50,000 

pallets. Importantly, the competitive challenges of the past were unsuccessful in getting 

endorsement from the major retailers. The Retailer's endorsement for LPR, LPR's 

established and successful working model, the number of pallets LPR has, and finally 

the potential capital backing of Preussag is what we believe differentiates the LPR 
threat from the previous challenges CHEP has encountered. 

New geographic markets 

While LPR is currently limited to the UK and Europe, success in those markets and 

continued Retailer endorsement may encourage LPR to extend it geographic reach 
(possibly to the US). We think this is very unlikely to occur for many years, if ever, until 

LPR has the opportunity to consolidate its European/UK presence. 

Conclusion 

The biggest issue we see for CHEP is whether this a permanent structural change 1 
challenge. It appears retailers are now proactively endorsing LPR's competitive pallet 

pool. This trend is not inherent in just the UK/ Europe but also a phenomenon observed 
in the US. Larger retailers typically operate a 't\l';o-supplier' policy, and this extends to 
logistical requirements. As the power of the supply chain befalls the retailers, in our 
view, this is the largest risk to CHEP consolidating a global monopolistic position. We 

believe CHEP will need to increase customer switching costs and tighten its customer 
'service! relationships by impregnating their systems further- IT systems/ asset tracking 
etc. 

Regardless of whether lPR survives, we believe at best case CHEP UK and CHEP 

Europe are likely to see margin pressure as LPR attempts to roll out its pool. We believe 

at worse case, LPR does survive and takes market share from CHEP, leading to margin 
contraction and likely de-rating of Brambles' valuation multiples. 
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Part B: The Brambles core businesses 

49 

CHEP-CA-000237 

CREDIT I FIRST 
SUISSE BOSTON 



Case 2:08-cv-02012-RTD   Document 84-4    Filed 03/30/09   Page 50 of 98 PageID #: 1153

Brambles Industries 27 February 2002 

A snapshot of Brambles' core businesses 

The following appendix is a summary of the core businesses within the Brambles 

portfolio. Given the purpose of this report is to focus on the CHEP USA difficulties. we 

have attempted to" keep this discussion concise and hence have restricted it to the three 
core businesses of CHEP. Cleanaway and Recall. 

Figure 29: Brambles Industries- SWOT analysis 

Existing strengths 

Strong market position for 3 core businesses 

Strong organic growth rates for 3 core businesses 

largely defensive- 3 core businesses 

Opportunities 

Unrealised CHEP growth 

Further geographic expansion 

Rationalise portfolio to core businesses 

Further market penetration 

Source: CSFB estimates. 

Existing weaknesses 

CHEP USA structural issues 

Cyclicatity of lndustriaY Steel Services 

Noll core businesses 

Potential threats 
CHEP USA structural issues are prolonged 

LPR emerges as a significant CHEP compellfor 

Acquisitive growth largely restricted to C!eanaway 

Retailers promote a second pallet pooler 

Figure 30: FYOO EBIT contribution by business Figure 31: FY02f EBIT contribution by business 

Source: Company data, CSFB estimates. Source: Company data, CSFB estimates. 

CHEP-equipment pooling 
CHEP is the pre-eminent pallet pooling system in North America, Europe, South 

America and Australia/NZ. World-wide, CHEP's pallet pools now total more than 162m 

pallets. CHEP also provides a range of specialised rental containers (Reusable Plastic 

Containers {RPCs}. Intermediate Bulk Containers {IBCs} and autocrates). 
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Figure 32: CHEP-EBIT and EBIT margins 
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-GhepUK 

- Chep Americas 

--CHEP margin (RHS) 

CSFB rates the dynamics of the CHEP equipment pooling market as highly attractive 

(9/1 0). 

Outsourcing argument 

Enables the supply chain participant (supplier/manufacturer. retailer) to concentrate on 

its core business. Furthermore, there is an economic and environmental argument for 

---------------t---BquipmenlpoolingJmcking_costs~alone,_arelboughlto_baappr.oximately_t8"/....cheapec _____ _ 

for a pallet pooling system as it avoids the lime required to collecU manage 'white' 

pallets. 

Increasing third party logistic expertise 

IT evolution is generating greater specialisation for third party players (e.g. 'track and 

trace' technologies) thus enabling scope to increase their importance in customer 

operational practices. 

The largest potential IT revolution we see for the logistics market is the introduction of 

Radio Frequency Identification tags (RFID's). The impregnation of a chip into a pallet (or 

other container), should enhance the information transparency of the supply chain:- i) 

realtime tracking of pallets; ii) information on the condition of the product in transit such 

as temperature and treatment (shock) and iii) contents, avoiding excessive handling. 

This information could result in improved asset turns as it minimises i) lost pallets; and 

ii) monitors pallet quality to minimise the often unnecessary depot inspections. 

Equally, there are significant potential benefits for retailers/manufacturers (product 

wastage, reduced lo\<orking capital, etc). Trials continue and we do not anticipate RFID's 

will be introduced on a wide-scale in the immediate future. 
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Extremely High Barriers to Entry 

• Capital. 

Critical mass (economies of scale); 

• IT systems providing supplier information; 

Product differentiation -superior pallet quality and IT offering. and 

• Inefficiencies of running two pools- lowest cost supply chain is one pool. That said, 

increasingly retailers and manufacturers appear to be advocating a second player, as 
recently evidenced by LPR's initiative of entering the UK market. Three players 

offering pallet-pooling services is considered highly unlikely 

Limited number of large players 

CHEP has few competitors {due largely to the barriers to entry). There is currently no 

competitor with a comparable product range or geographic presence to CHEP. Le Pallet 
Rouge (LPR- a subsidiary of Algeco/Pressaug), in our view, is CHEP's largest threat. 

particularly in Europe and the UK, and dependent on its success, potentially in the US. 

LPR has an established market presence in France, Spain, Portugal and the Benelux 
countries (Belgium, Holland) but is reported to be entering the UK market. Recent 
market share gains have been to CHEP's detriment. 

While LPR's pallet pool is significantly smaller than CHEP's (approx. 6m vs 162m), we 
recognise: i) the demand-from retailers (Tesco. Sainsbury, VVal-~.l!art etc) for another 
pool; ii) LPR's suggested lower unit costs; iii) LPR's eagerness to develop and foster 

new relationship; iv) LPR's low penetration encourages the ability to avoid any legacy 
issues that may otherwise promote difficulty; and v) LPR's financial backing from its 
parent, Algeco/Prussaug. Please refer to main body of report under the section Other 

Risks. 

IF CO is another sizeable player in the equipment pooling market with a larger RPC pool 
(71m vs approx. 34m). based only in Europe and the US, with a very limited pallet 

presence (Canada only). 

IFCO is experiencing financial constraints (relatively minimal cash-flows and restrictive 
balance sheet). This is reflected in IFCO not growing its RPC pool since January 2001 

(coinciding with new man;~gement}, instead concentrating on better asset turns/ 

utilisation of its existing pool. Furthermore, IFCO's credit ratings continue to be 

downgraded by the ratings agencies (Standard & Poor's, Moody's) and its US-listed 

share price (also listed on the Frankfurt exchange) has been below US$1 lor 
approximately 60 trading days, presenting risk for a de-listing under the old NASDAQ 

rules. Post the events of 11 September, the NASDAQ has extended this period to 180 

trading days for smaller capitalised companies such as IFCO. 

We believe CHEP is gaining market share from IFCO. During CSFB's 'Brambles 
Unbundled' Conference, Wai-Mart suggested the winners of the RPC market will be 

those who can leverage from a first mover advantage. We believe CHEP is better 

positioned. 

There is some discussion (albeit very preliminary) amongst the US pallet community 

(many white pallet players) of forming an alliance to combat their market share loss to 
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·cHEP. In our view, this would be a monumental task given the fragmentation of the US 

pallet market and the number of players with their own vested interest. We believe this 

is an unlikely scenario. Pallet Exchange Company (PECO) is a US pallet pooling 

company established by ex-CHEP employees to compete against CHEP. CHEP's 

market dominance has, to date, restricted PECO's growth. 

GE has experience in the pallet/equipment pooling industry through its Australian 

subsidiary, Loscam (acquired in 1997). Loscam has never been a serious competitive 
threat to CHEP- maintaining approx. 20% market share in Australia with a small Asian 

presence. 

While large retailers typically prefer a 'two-supplier' policy, as recently evidenced with 
Wai-Mart's adoption of Hay's RPC, we suggest a competitive pallet pool to CHEP is a 

low probability in the short term. Nevertheless, we believe CHEP will need to foster and 

repair customer relationships to ensure retailers in the medium to long-term do not 
revert either to a competitor pool, an 'in-house' system, or back to 'white pallets'. 

With all competitors, their ultimate success or failure is likely to be a function of the 

commitment to material capex and cash-flow drain for many years, without guaranteed 
rewards. 

Higher returns (ROIC/ margins) 

When mature, CHEP generates the highest returns of the Brambles businesses. 

Demand and price inelasticity I weak power of customers 

From a Manufacturers' perspective the CHEP pallet pooling system is a very low-cost 
proposition in terms of overall distribution costs, and therefore demand and price is 

relatively inelastic. Small price increases should not upset Manufacturers as much as i) 
handling multiple pallet types; and ii) production delays due to inferior pallet quality 

(conveyor bel 

That said, certain markets should be difficult for CHEP to penetrate as to the !rip cost 
economics of the CHEP pallet may not be advantageous. ·This could be where the 

product is of low margin, such as Private Label, Home Brand, (etc.); where the channels 
are small and controlled (closed loops); or where the product weight doesn't require a 

heavy robust pallet, rather other materials handling equipment is used, such as slip 

sheets (boxes of crisps), racks (clothes) etc. 

Some consider that once CHEP has established substantial market penetration, it will 

increase pricing. It is one industry expert's opinion that the market (customers) will 

continue to control pricing. Most large retailers (such as Wai-Mart) are conscious of 

avoiding power shifting to the supplier and thus typically diversify their supplier base. 

Relatively defensive characteristics 

Until the inventory de-stocking phenomena was recently highlighted at Brambles' AGM. 

(15 November2001), management has rarely highlighted cyclicality in the CHEP 

business (excluding autocrates and the beverage channel). We maintain that CHEP is 

still a considerably more defensive business due to its exposure to the FMCG market. 

While CHEP's economic sensitivity may increase as it enters other channels that are 

more susceptible to discretionary consumer spend, such as DIY, Food Service etc, its 
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Effective pricing structure 

We believe CHEP achieves its strong market penetration due to its effective pncing 

structure. ie, there is substantial incentive for each supplier to get its own supplier to 

adopt the system, i.e. signing on upstream participants. Incentives include i) avoids 

double handling; and ii) avoids the issue I delivery fee. Referring to Figure 3 The "CHEP 

Supply Chain Circuits". S1 is rewarded if S2 signs to the CHEP program, by avoiding 

the delivery fee etc. Similarly, S2 advocates S3 to sign. 

Importance to Brambles 

We forecast that CHEP USA's contribution to Group EBIT should grow from approx. 

10% (FY02) to approx. 30% in FY15. 

Growth drivers 

Organic growth 

We estimate CHEP's organic sales growth rate is approximately 15% globally. This 

comprises US- 20%, UK-10% and Europe- 13%. 

Figure 33: CHEP-end user channels 

Main Channels Cyclicality Comment 

FMCG- 40% Low Large predictable volumes, fast turns, minimal delivery poinll 

Homeware/Hardware/OYI- 20% Medium As above. but slower inventory turns 
Food Service- 20% Low-medium Very fast turns, but fragmented deiivery points 

Other/Industrial- 20% High Fragmented, difficult to control and greater damage 

Source: CSFB estimates. 

Further market penetration- Penetration of the food industry is estimated as 85% in the 

UK while it is approximately 30%-40% penetrated in Europe and the US. Assuming 
CHEP can achieve similar penetration rates to the UK, then CHEP could effectively 

double its US food industry pallet pool. Combined with the opportunity to expand into 

other end user markets, one industry commentator believes CHEP could increase its 

size by five times in the US. 

Brambles has entered new geographic markets by entering the Fast Moving Consumer 
Goods (FMCG) market (mostly food products) as it offers four key criteria for a 

successful pallet pool: 

• quick asset turns; 

high volumes; 

• predictable volume flow; and 

• consolidated delivery points (major retailers). 

Furthermore, another critical success factor for CHEP is aligning itself with a key 

Retailer. We expect CHEP will pursue this strategy as it expands into new geographical 

and end user markets. 

• New geographical markets- (Latin America, Asia {incl. India & China}) 
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Figure 34: CHEP-Geographic maturity ranking 

Palret RPC Overall 
maturity maturity ranking 

UK 9 5 
Austrar;a 9 5 
NZ 9 4 

.Africa- south 7 3 

Europe- western 5 4 

Canada 6 2 

us 5 3 

Latin America 3 

Europe- eastern 1 1 

Asia (Non-Japan) 1 0 

Africa - north 0 0 

Japan 0 0 

Ranking system -10- Maximum penetration I 0- No penetration 

Source: CSFB estimates. 

• New products- (Plastic pallets, RPCs {Returnable/ Reusable Plastic Containers} 

(replacing cardboard boxes), Autocrates, IBCs (Intermediate Bulk Containers) 

{Federal Container Corp}). 

• Greater advocacy for RPCs. 

Figure 35: CHEP- RPC vs pallet growth 

60.0% 

43.0% 

1HOO 2HOO 1H01 2H01 CAGR (1HOO - 2H01) 

Jii!i PaRe~ 0 RPGs J 

Source: Company data, CSFB estimates. 

• Consulting services- greater supply chain visibility from technological developments. 

• Major contract win -while the announcement of a major Retailer has historically 

resulted in favourable sentiment, we believe a US contract win may exacerbate 

existing problems in the short term. Thus, we expect management to rectify the 

template before growing the business quickly. 
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Shortening of the supply chain 

The Global trend is that the supply chain for FMCGs is shOrtening. Through 

improvements in Efficient Consumer Response (ECR), less product is being 

warehoused as smaller consignments are shipped direct to the store (or even to the 

customer). To illustrate the point, Tesco's volumes are growing at a rate near 30%, but 

warehousing is only up 10%. The pricing structure of CHEP should make this shift a 

positive in revenue and EBIT contribution terms. While 26% of a pallet's trip revenue is 
the (shortening) transfer fee (the Manufacturer payment for the time the pallets sits in 

Retailer's OCs), some 41% is from a delivery/issue fee, which is not calculated on a 

daily use basis, rather a one off payment. The shortening of the supply chain should 

allow CHEP to increase asset turns, thus receiving a greater number of delivery/issue 
fees per annum (Figure 36). 

Further, we believe CHEP's horizontal expansion into RPCs has it well positioned for 
the market shift of shortening supply chains, particularly in the case of home deliveries 

e.g. GreenGrocer.com. That said, it is unknown at this stage how the margins in RPCs 
compare to those attractive ones in wooden pallets. 

Figure 36: Impact of a shortening supply chain 

In$ millions 

Normal 
Supj:!ly: Chain 

Trading Revenue 
· Issue and delivery fee {@ $1. 70} $7.22 
-Daily rental fee(@ $0.035) 5.20 
-Transfer fee (@ $1.07) 4.55 
-Admin fee(@ $0.10) 0.42 
Total Revenue $17.40 
Assumptions for cycle times (days) 
Manufacturing cy:cle 35 
Dislribulor eycle 30 
Repair cycle 3 
Storage 7 O&po-t cycle 17 
Transport cvcle 1 
Total Cycle 86 
Asset turns I annum 4.2 
Expenses 
· Direct costs 
Transport $4.25 
Storage I Depot Fees 0.72 
Retrievai·Handling-Jnspection Fees 1.70 
Repairs and Maintenance 2.97 
Depreciation 2.00 
Other 0.42 
-Total direct costs $12.07 
- Gross Margin 30.8% 
Selling and Marketing 0.38 
HO OVerheads 1.51 
Provision for doubtful debts 0.17 
- Indirect costs $2.06 
Total ExEenses $14.13 
~BITDA $5.27 
Margin% 30.3% 
EBIT $3.27 
Margin% 18.8% 

Source: CSFB estimates. 
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Faster 
Supely: Chain 

$9.40 
6.17 
5.92 
0.55 

$22.65. 

35 
0 
3 

17 
1 

66 
5.5 

$5.53 
0.94 
2.21 
3.87 
2.00 
0.55 

$15.11 
33.3% 

0.29 
1.16 
0.20 

$1.67 
$16.76 

$7.87 
34.7% 
$5.87 

25.9% 
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Acquisitions unlikely and 

unnecessary 

27 February 2002 

Acquisition growth 

Given the large demands on management to monitor CHEP's strong organic growth we 

do believe an acquisitive strategy IS unlikely. Furthermore, as previously highlighted, 

there are considered to be few acquisition targets. 

While an acquisition buy CHEP of IFCO could provide CHEP With immediate market 

share gains in the RPC market, particularly in markets difficult to enter IFCO's German 

monopoly) we do not believe it likely for the following reasons. 

• We believe CHEP USA's current structural issues need management time/ cost to 
resolve; 

• CHEP's strong organic growth and existing market potential is considered sufficient to 
exploit dominated markets (Japan/ Germany) by piggybacking global Manufacturers 

(Procter & Gamble) and retailers (Wai-Mart); 

• RPC business is the only attraction in our view (Canadian pool & pallet seNicing 
appears unattractive); 

• IFCO's difficult financial position (would CHEP want to assume the US$313m net 
debt?); 

• Problematic contracts (IF CO adopted an aggressive strategy upon US entry and 
offered lucrative contracts); 

• Different RPC configuration may cannibalise standardised product range; and 

• Other inherent acquisition factors such as: 

• Business risk- jeopardising existing CHEP brand; 

• Other legacy issues; and 

---------------1~-RegulatGF)'-al'l'"'val-botl+-in-tlle-!ill-and-tJS-(Aotitrustjl-. -------------

In our view, fFCO's European customer base would appeal to CHEP, but only for 

Endorsement by retailers 

for a competitive pool 

presents risk 

minimal payment for IF CO's tangible assets. 

Risks 

CHEP USA structural issues 

Discussed in the main body of this report 

Withdrawal of a major retailer I manufacturer 

Considered unlikely given no substitute at present. 

As previously highlighted, We believe retailer endorsement of a competitor pool to 

CHEP raises concern. 

Adoption of a major retailer in the US 

Likely to exacerbate current problems and may require similar benefits. 
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The launch of a plastic pool 

CHEP has been using a number of suppliers to develop a plastic pallet. CHEP plastic 

pallets are currently in circulation, but only in limited numbers given the expensive cost 

(were over US$100, now closer to US$40 versus a wooden pallet for US$20) and the 

poor economic argument for such (at this stage). That said, most retailers and 

Manufacturers would prefer plastic pallets due to them being less prone to breakage 

and hence causing conveyor belt breakdowns and I or general product damage. 
Further, retailers like plastic over wooden pallets as they are more presentable on their 

shop floors. In our view, a launch of a plastic pool prevents two risks to CHEP; 

1. The potentia/levelling of the playing field for a competitor to enter the market. First, 
one of the competitive advantages CHEP has, particularly with a mature pool, is 

that the wooden pallets' book value is largely writlen down, providing CHEP with a 

(non-cash) cost advantage. The launch of a plastic pool would remove this cost 
advantage. Secondly, a new competitor that developed a superior but cheaper 

plastic pallet may have the opportunity to leapfrog CHEP's technology and rollout a 

plastic pallet pool with a product quality I capital cost advantage. That said, we 
believe there are only eight or so plastics companies with the likely technologies to 

develop such, and CHEP has exclusive agreements wilh a number of these. GE 
has a plastic's division. Further, while the asset quality I cost is important, CHEP's 

systems, intellectual capital, network, infrastructure etc are the key barriers to entry 

we see for CHEP; 

2. CHEP should encounter a considerable capex cycle again, as it replaces its 
wooden pallets with plastic in bolh mature and infant markets (refer to section on 

"What is the right depreciation policy for wooden pallets")_ This will likely be Retailer 
led as they become more demanding of the superior plastic pallet. However, given 

the key reason of using CHEP was to lower the costs of the supply chain, we 
----------------1---aassume-retailer-s-and-manufaeturers-will-<>nsure-lher-e-is-an-eeonomie-argument:----

before doing such. 

Freight imbalance 

A freight imbalance (loaded pallets are sent to a market but return empty) exists in 

several of CHEP's regional markets. This is largely inherent in the geographical 

displacement of manufacturers/ produce growers to retailers. thus a characteristic of the 
market, not specifically CHEP's business. Freight imbalance occurs between the West 

to East coast of US, UK to mainland Europe, and from North England/ Midlands to 

London. Poorer asset turns/ utilisation and lost revenues are the result We are unaware 

of CHEP differentiating prices between these markets but CHEP charges differential 

rates between the East and West coasts of Canada. 

Cannot satisfy demand 

CHEP is considered uniquely positioned in a market that is exhibiting strong growth 

rates. This is particularly applicable to the RPC market where most competitors are 

capital/ capacity constrained, thus unable to fully accommodate new customer demand_ 
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Further inventory de-stocking by retailers 

One-off shocks are likely to instil some cyclicality into the business. However. this is 

likely to be less of an issue once CHEP closes the gap on Inbound proportion versus 

DC proportion (refer to the discussion on "Inventory De-stocking" in main body of the 
report). 

Depot consolidation 

CHEP has pursued a strategy to consolidate it US-based depots from over 200 depots 

to approx. 30 mega depots. ptus some satellite depots. While this may result in 

synergistic benefits (i.e. economies of scale) we are cautious about the pallet-carrying 

trucks now forced to travel longer distances. Given transport costs are the highest 
variable cost and revenue is maximised by assetturns (not transport dwell time) we are 
sure management has reviewed this initiative. 

Concern of antitrust issues 

CHEP's increasing dominance in the US could prompt regulatory intervention. That 

said, retailers could curtail CHEP's market stronghold by advocating a second player or 
even an industry pool. 

Management changes 

CHEP USA CFO announced his resignation in November 2001. Additional changes, 

which could potentially be a positive in the medium term, may create some volatility in 
the short term. 

Figure 37: CHEP- SWOT analysis 
Edsling strengths 

Market leader with extremely high barriers to entry 

Typically high ROIC/ margins 

Global potential 

Strong growth 

Outsourcing benefits entice customers 

Cash cow once mature 

Pallet system - quality and efficiency 

Oppartunitres 

Monopolistic position - few competitors 

IFCO's financial instability 

Further market penetration/density 

New end user market (e.g. Beverage, Health care) 

New geographical markets (e.g. Asia) 

New products {e.g. RPCs, autocrates) 

Supply chain consulting 

IT benefits -asset tracking/ better utilisation 

Revenue enhancements (IT) 

Wider Retailer advocacy (RPCs in the US) 

Improved pallet pool control & benefits 

Source: CSFB estimates. 
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Existing weaknesses 

Relatively poorer management practices in some 
-region 
M_is~J_$_8 by_ large retailers 

Some customer focus issues 

Freight imba1ances 

Issues discussed in main body of report 

Potential threats 

Power of the Retailer-to adopt '2 -supplier' policy 

Industry relations 

US Legal Issues (incl. business template) 

Concern of antitrust issues 

Black market pool 

Management changes (e.g. CHEP USA CFO) 

Ability to satisfy demand 

Freight imbalances 

SWitch to plastic 

Outsourcing Intellectual Intelligence or the "System" 
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Figure 38: •five forces' analysi;s_-_:C_:H~E=-P~---,--,---c-----, 
Barriers to entry 

Power of suppliers --+ 

PalleV RPC Manufacturers (low 
largely restrictive exclusive 
contracts with CHEP. 

IT suppliers (Jow)-similar 

Transportation (low) :...CHEP is 
one of the world's largest 
trans ort users. Uses "Electronic 
Load Tendering System~ ELT-a 
carrier auction system. 

Capital (high)- {160m pallets@ 
A$20 = A$3.2b). as well as the 
negative cash flow CHEP reports 
for 7-10 years from a new pool, 
even without any substantive 
competition. 

Critical mass (economies of scale) 
(high)-ability to implement a 
standardised national/international 
pallet/RPC pooling service. 

IT systems {med) - Provides cost 
advantages (maximise asset 
control- ulilisation, palret losses, 
dwell times) and an added 
customer benefit. Becoming 
increasingly important 

Product differentiation {med) -
CHEP pallets are an industry 
standard and renowned for quality. 
Can be replicated in our view. 

Industry rivalry 

Monopolistic position (low) - few 
serious competitors (IFCO 
experiencing financial constraints 
while LPR is yet to prove how 
financially backed it is, but appears 
to have the support of the 
retailers). Intense competition in 
the lower end of the market
'white' pallets. 

Risk of substitutes 

Emergence of plastic pallets 
(med)-wide scale adoption is 
hindered by the US$40+/ pallet 
additional cost for plastic. A lower 
cost pallet may see it an increased 
threat. 

White pallets (tow) - economical 
and environmental Issues suggest 
this is unlikely. Large hldustry but 
we believe co-ordinated move 
away from CHEP required for this 
to occur. 

t- Power of customers 

Retailers (high}-hold the balance 
of power in the retail suppiy chai(] 
(e.g. Wai-Mart). 

Suppliers/ Manufacturers (med)
Suppliers are encouraged to adopt 
CHEP by the retailers. This factor 
combined with IT systems and 
CHEP-friendly pallets in production 
systems (eg. conveyor belts) helps 
result In high batrters to exit. 
Running dual pallet pools costs. 

Source: CSFB estimates. 
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Legislative changes - a 

key driver 

Controlling the waste ftow 

is crucial 

27 February 2002 

Cleanaway-waste management 
Cleanaway is a major waste management operator in Australia, the UK and Europe Its 
services include the collection of municipal and industnal waste. the treatment and 

disposal of all types of waste, including hazardous waste, recycling and landfill 
management. Cleanaway has also established a presence in Asia. 

Figure 39: Cleanaway- EBIT and EBIT margins 
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Source: Brambles Industries Ltd, CSFB estimates. 

Industry drivers/ quality 
CSFB rates the dynamics of the Waste Management market as above average (6/1 0). 

Legislative changes 

Governments are pursuing legislative changes tailored towariJ stricter policies to 

'encourage' waste producers 1o adopt greater accountability. The UK Government's UK 
Waste Strategy 2000 is noted for addressing some aggressive targets (please contact 

the writer for a copy of this report). One such positive legislative change has been from 

a Compulsive Competitive Tendering (CCT) regime that was based solely on cost, to 

"Best Value· encompassing quality and environmental sustainability. The larger capital 

backed and highly sophisticated operators should succeed. 

Environmental accountability 

Greater environmental consciousness is forcing authoritative bodies and waste 
producers to ensure their waste management is attune to environmental sustainability. 

Ownership of waste-a critical success factor 

We believe collection of waste is arguably the most important stage of the waste 

management supply chain. Collection provides waste management players with 

ownership of the waste volume/ stream to then re-direct that waste flow to the most 

profitable treatment/ disposal method. 
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Growing technical 

demand .. 

2 7 February 2002 

Growing technical expertise 

Environmental concerns and government intervention are encouraging new treatment/ 
disposal methods. For example. increasing landfill taxes (£10 UK landfill tax) are 

encouraging greater recycling and waste-to-energy practises. 

The increase in complexity of waste collection and treatment results in increasing costs 

per capita (Figure 40).The Netherlands and Germany are the most sophisticated waste 

countries in the world. 

Figure 40: Complexity 'of geographic waste management markets 

VBRY IMPORTANT DIFFERENCES IN TERMS 
OF MARKET STRUC'l'URBS 

Structure of the main non hazardous waste markets (1998) 
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Estimated share oftfle private sector in the total solid waste market {co11eclion -+ post collection} 

Source: DSD 

Low barriers to entry (but increasing) 

Historically, waste management companies grew from trucking companies with minimal 

differentiation separating the core product offertng. Greater industry specialisation is 
enabling competitive advantage and thus strengthening the barriers to entry. 

Growth industry 

Increasing industry specialisation should result in greater growth than the historical 
industry gauge of GOP growth or waste volume growth. Value-added services (on-site 

consulting/ management) and more complex treatment of the waste should generate 

higher pricing margins. 

ExceJient returns {in some segments) 

While margins are low and pricing for contracts very competitive, the collection segment 

of waste can yield attractive ROIC, largely due to minimaiiC (waste trucks). In contrast, 

recycling generally does not generate similar attractive returns given the economics of 

expensive recycling plants and the end markets for the recycled products often compete 

with cheaper newly manufactured products e.g. paper. 
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... increasing consolidation 

Strong market presence ... 

... particularly in Collections 

27 February 2002 

Industry consolidation 

The waste management industry is entering a phase of dramatic change. Increasing 

legislative demands and technical development should ultimately force smaller, less 

capitalised players from the market. At the other end of the spectrum, the emergence of 
alternative disposal companies is likely to continue 

Large sunken invesbnent with strong future cash·flow 

Particularly in the treatment I disposal segment of waste-i.e. landfill or incinerators. 

Brambles' position 
CSFB regards Cleanaway's positioning as very good (7-8/10). 

Strong market positioning in key markets 

Cleanaway is Australia's largest waste management player It commands a top 3 

position in the UK and top 4/5 in Germany. 

Cleanaway has strong position in Collections 

Cleanaway's focus is Collections, and while low margin (especially municipal residential 
collections), the stable seven-year-average contracts are increasingly providing the 

ability to re-direct the waste to the highest margin disposal/ treatment method. Following 
the Serviceteam acquisition (January 2001), Cleanaway is the leading player in the UK 

municipal collections market and has acquired relationships with councils yet to 

outsource their waste. 

Importance of regional density strength 

The improvement in density of the "Collection Runs" provides waste managernent 

players the abilityJo reduce unit costs (cost per bin pick up), providing greater leverage 
in protecbng ccntracls and importantly;-secming-the-eentraets-ef--additienal-neigtlbouring----

Councils. 

As an example, Cleanaway recently secured the contract" of the West Wiltshire Council 

(previously in-hOuse). Cleanaway has been contracted to neighbouring Mendip District 
Council since 1983. This may have assisted Cleanaway's success given the importance 

of route density in reducing marginal cost/ increasing marginal returns (Cieanaway's 

East London Waste Authority contract loss may have additionally contributed to 

aggressive pricing). The nearby North Wiltshire Council may similarly seek to outsource 

its waste management requirements, but not necessarily in the short term. Cleanaway's 
growing Collections coverage/ route density in the region should ensure a competitive 

tender and strengthen the barriers to entry. 

Global or even country critical mass is not considered important in waste collection (i.e. 

inefficiencies through transporting waste long distances- greater than 100km). and 
therefore focus again is on regional saturation. Similarly, in the treatment/disposal 

ccmponent of waste, regional penetration helps ensure high utilisation of waste disposal 

assets (landfills, incinerators, recycling plants). 
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Technological 

developments 

Increasing outsourcing and 
need for on-site consulting 

27 February 2002 

Emerging technology presence 

Cleanaway is pursuing exposure to alternative forms of disposal (particularly waste-to

energy) through joint ventures/ alliances (e.g. Energy Developments [Australia}. Kang 

lien Enterprises {Taiwan}) We believe this is an appropriate strategy as it leverages its 

market position (controller of the waste) without the capital commitment to a technology 

that may be superseded. 

Furthermore, it may enable Cleanaway to direct more waste volumes to its own 

facilities. Currently, Cleanaway UK disposes most of its waste in competitor sites, and 

hence at times is a price taker. 

Batance sheet strength 

Growth drivers 

Organic growth 

We estimate Cleanaway's organic growth is approx. 6%-8%. Key drivers include: 

• Legislation 

Product stewardship/ accountability of manufacturers post sale is becoming more 

prevalent. For example, RWE envisages the emergence of greater accountability for 
those products that are typically not easily disposable, such as lyres. cars, electronic 

products, and while goods. According to Shanks the Internet has enhanced the 
distribution network of secondary products (particularly in India). 

• Emerging technologies-new disposal/ treatment methods 

Waste-to-energy facilities generate sufficient electricity, thus either enabling i) the facility 

to run from internally generated energy or ii) an additional revenue stream should the 

electricii¥-Jle-lransfer+ed-tO-tile-gjeGtrjGity-!Jfjd~hanks-is-ene-el-the-largest-supplier~f---

secondary electricity in the UK. Increasingly government-bodies may subsidise such 

facilities and initiate long term contracts to ensure their viability. 

• Outsourcing trend, particularly municipals, but also corporations. 

• Greater specialisation 

Legislative changes and the associated penalties of non-compliance is encouraging 

industry to seek 'on-site' presence from waste management experts. The 'on-site' 
consulting proposition represents the adage of outsourcing. Businesses should focus on 

their core operations that can generate attractive returns, rather than such peripheral 

activities as waste management. Companies that outsource their waste management 
function want their waste stream to be handled; i) effectively; ii) efficiently; iii) 

economically; and iv) environmentally sensibly. This is an extension of outsourcing 

currently undertaken mostly by municipal councils. 

This trend should progressively move waste management away from an easily 

duplicated, commodity service. Furthermore, an industry expert (Wright Corporate 
Strategy) believes innovative solutions will be a greater critical success factor than 

technological evolution. 
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A fight for Collections 
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• Further penetration of exist1ng markets- particularly UK, Germany and parts of Asia. 

That said, it is evident Cleanaway is losing market share in Australia. 

• Geographic expans1on 

Cleanaway has potential to expand its geographical presence. Asia, Western and 

Eastern Europe (France is tightly held by the French Utilities) and Latin America are the 

more likely markets. We do not believe the US is a pnority for Clean away's expansion, 
due in part to experience with its entry to (and subsequent withdrawal from) the US 

market (ENSCO). 

• Product bundling 

Complete waste management solution 

Acquisition growth 

• We believe Cleanaway represents the core business (of three) with the greatest 

acquisition potential. Waste acquisition should be a driver of EPS growth by virtue of 
BIL buying low-rated earnings with its more expensive currency (28x + PE). This, 

however, would create group multiple dilution (refer to Risks). 

Industry consolidation will likely be driven by compliance to increasing legislative restrictions 

and complexity. On a global scale, we believe capital (balance sheet strength) will be a key 
determinant. There may be scope for smaller regional players, provided their network is 

concentrated (with strong customer relationships). allowing sufficient scale. 

Risks 
• On a Group level, should Cleanaway's proportionate contribution to Group EBIT 

increase, we expect this will dilute Brambles' overall value given waste companies 
typically command lower"valuation multiples than both equipment pooling (CHEP) and 

reeor<Js-maAagemeRt-{R<!Gall)~-----------------------

Legislative changes 

The EU is currently seeking modifications to the DSO system. proposing the German 

DSD contacts should be open for tender to all EU, not just German, waste companies. 

Any dismantling of the DSD system is anticipated to impair its members (incl. 
Cleanaway) in the short/medium term, either via Joss of contracts and/or contract margin 

erosion. We believe Cleanaway Germany generates approximately 30%-40% of 

revenue from the DSD system. In the longer term, we believe the proposed changes 

should accelerate consolidation, thus potentially benefiting the larger capitalised waste 

players such as Cleanaway. 

While higher landfill prices are driving industry change and the scope for product 

differentiation, alternative disposal methods are currently not widely available or at times 

can be uneconomical (recycling) and thus may impair the margins for companies with 

high Collection exposure. 

CHEP-CA-000253 
Aggressive price competition 

Given the increasing importance of Collections, there are signs of aggressive pricing as 

players chase greater waste volumes. The Collection business already offers thin 
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margins due to the inherent competitive tendering process Bidding has been 

particularly difficult in the UK and select Australian regions (e.g. Darwin and Tasmania). 

Superior technologies 

Certain competitors may develop superior alternative disposal methods. Ideally, 

Cleanaway's "arm's length" approach (JV) minimises potential losses and enables it to 

switch to more commercial operations. Regardless, we believe Cleanaway's Collection 

strength should overcome any potential risk. 

Multi-service offering from European Utilities (RWE, Suez de Lyonnals. Vivendi} 

At this stage, RWE is not noticing any discernible benefits from its suite of urban services, 
but anticipates ij may create opportunities in the medium term if excellence is achieved in all 

business streams, thus a compelling service (as well as economical) proposition. 

We believe Cleanaway will need to aggressively defend its Collection strength, 

especially from the large European utilily companies. Cleanaway has potential to 

combat the increasing attractiveness of the Utilities' multi-service offering by extending 
the Serviceteam-like council services (grounds maintenance/landscaping, painting etc). 

Capital required to comply with legislation (new treatmenU disposal methods) 

Meeting the demands of new legislative changes could be costly. 

Acquisition risk 

Inherent with any purchase. 

Weak secondary product prices 

Prices for recycled products remain benign due to disequilibrium in the market's 
----------------1--dynamics-(i:e:-excess-supply):-This-price-weakness is attributed to an unattractive casu----

benefit argument for producers, but heightened legislation (such as the UK's Packaging 

Directive) should, in time, make recycled product a mo~e economically compelling 
alternative. 

Brambles' SKP (one of the largest paper recycling/ trading businesses in Europe) has 

particular exposure to globally traded paper prices. Shanks is actively tailoring contracts 
to offset susceptibility to commodity price movements with ceilings and floors. This 

practise is expected to be widely adopted. 

UK management 

We believe Clean away changed it's UK management early in CY01. It is believed the 

replacements were new to the waste management industry. 
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Figure 41: Cleanaway- SWOT analysis 

Existing strengths 

Strong Collections presence 

Regional concentration and dominance 

Residential waste volumes are defensive 

Balance sheet strength 

JV strategy for new technologies 

Expertise 

Opportunities 

Technological evolution (treatrrtentt disposal) 

Industry consolidation 

Increasing environmental accountability 

Legislative changes 

Geographic expansion 

Greater geographic density of Collections 

New services (e.g. consulting/ on-site presence) 

Increasing scope for product differentiation 

Increasing barriers to entry 

Penetration of other Council services (e.g. 
Seruiceteam 

Source: CSFB estimates. 
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Existing weaknesses 

Cyclicality of Industrial/ Commercial waste collections 

j Benign secondary product prices 

Aggressive pricing 

Contract losses _{e.g. East london) 

Low barriers to entry in collections 

Potential threats 

Technological evolution (tfeatmenV disposal) 

Aggressive pricing 

Higher landfill prices 

legislative changes 

DSD modifications (Germany) 

Multi -service offering of European ulilities 

JV strategy for new technologies 

UK management changes 

Increasing supply of secondary products (e.g_ paper) 
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Figure 42: 'Five forces' analys·;.:••:__-_:C_:I_:_ea_:_n_:a~w~a~y--c:----:-----, 
Barriers IG entry 

Power of suppliers ~ 

Disposal sites (med)- Landfill 
prices are largely set by Govt 
legislation and enforced by sites, 
thus waste management providers 
have little influence except to 
manipulate capacity availability. 

Treatment (med}- mutual 
necessity, but may be capacity 
constrained. 

Source: CSFB estimates. 
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Critical mass (economies of scale) 
{med)- i) network or route density, 
reflecting that it is inefficient to 
transport waste long distances: ii) 
ability to offer the full waste supply 
chain 

Product Differentiation {med) -
Technical/expertise that allow 
more efficlenV effective collection 
and disposal methods of waste is 
becoming an ever important 
consideration for awarding 
contracts. 

Industry rivalry t- Power of customers 

Competition {high}- Pricing for 
Collections is aggressive depicting 
the growing importance of 
controlling the waste flow. 

European Utilities (high)
leverage to provide multi-service 
(Energy, Water, Waste) to govt 
bodies. 

Legislative changes and industry 
specialisation should encourage 
consolidation. 

i 
Risk of substitutes 

In-house waste management (low) 
- economies of scale and 
increasinq soeciallsation. 

local councils (high} -tendering 
process ensures Councils are in 
the position of power. Increasing 
tegislalion/ specialisation may shift 
some of this power back to the 
providers. 

Private sector (med) -more 
influenced by selection of players 
and their respective route density. 
Some companies are less price 
competitive due to inferior network. 

Recycled products (high)- Due to 
excessiv~ supply of secondary 
oroducts fe.o. paoerl. 
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Recall-records management 
Brambles' records management business, Recall, has established major records 

management operations in Australia, UK, Europe and North America. Services include 

the secure storage of paper records, magnetic media and film, and the secure 

destruction of unwanted material predominantly for financial institutions and other major 

companies. The company has also established a records management business in 

Asia. 

Figure 43: Recall-EBIT and EBIT margins 

400 - 18% 

350 

300 

-----------,.'~ 116% 

~------=-----=======__/==- . - J 14% 

~---:, o~--"E 250 
<( 

"' 200 ,_ 
"' 150 w 

100 

50 

, Recall 

Recall- US 

h·"-<£¥15<1 RecaR -UK 

c::J Recall Asia 

Source_· Brambles Industries Ltd, CSFB estimates. 

Quality I drivers of industry 

~Recall- Fr.mce 

-CISCO-JV 

- Recall • Ita~ 
--Recall margin (RHS) 

CSFB rates the dynamics of the Records Management market as highly attractive (8-

9/10). 

High barriers to entry 

Minimum sizeable or global players - eventually 2/3 global players envisaged. 

Customer accounts, IT systems, expertise and Capital intensity (warehouse space/ 

facilities) 

High barriers to exit (customer switching costs} 

For a customer to retrieve a box (change providers), the cost is typically equivalent to 1-

2 years storage rental. As a consequence of such high switching costs, customer churn 

rates are low for the industry leaders (approximately 2%) in the US where there are only 

two national players. Corporate activity (mergers/ acquisilions) is the dominant reason 

for switching. Data storage appears to be increasing the barriers to exit. as the 

customers' systen'Js (document creation involvement email archival, server back up) 

are penetrated further. 
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Attractive annuity revenue 

stream 

Defensive business 

Paper usage continues to 

grow 

Strong market presence 

27 February 2002 

A.nnuity revenue stream 

Paper storage (boxes on shelves) generates recurring revenue providing records 

management companies with relatively predictable and sustainable cashflows. 

Additionally, customers are charged for retrieval and other services. Increasing costs 

(transportation etc) are transferred to the customer. 

Defensive characteristics 

Companies continue generating information that needs to be archived, stored and 

retrieved in a benign economic environment. Furthermore, difficult economic times 

prompt companies to address potential cost savings such as space/ real estate, thus 
raising the likelihood of outsourcing. 

Excellent returns 

In addition to relatively predictable cash-flow generation, the records management 

industry typically generates high margins. IC historically has been a (leased) 

warehouse, racking and some box picking equipment. In recent times, IC has increased 
through investment into sophisticated racking, picking and compactus equipment. as 

well as the move into data. Margins should be additionally enhanced by i) technological 

advancement; ii) increasing demand for value-added services (e.g. consulting); and iii) a 
rational environment resulting from continued industry consolidation. 

Outsourcing trend 

Many companies are increasingly realising the economic benefits of outsourcing their 
records management needs. Higher property. costs, increasing storage specialisation 
and greater demand to focus on core business streams are encouraging companies to 

outsource. 

Iron Mountain estimates approximately 40% of the US market is currently outsourced 

(US$2b). Less than 10% of the European market is outsourced while the UK market is 
more advanced along the outsourcing curve with approximately 25%. 

Information Age 

The belief that technology would reduce paper consumption has not yet been realised. 

Paper usage is growing faster than GDP growth levels (approx. 7% p.a.). Instead the 
burgeoning information age has prompted companies to seek both electronic and paper 

storage and an increasing range of storage media (optical, film and magnetic media). 

Brambles' position 
CSFB regards Recall's positioning as excellent (8-9/10). 

Strong market positioning in key markets 

Recall is Australia's largest records management player, holds third position in the UK, 

commands the leading position in Europe and is the second largest player in the US 
(behind Iron Mountain). Globally, Recall is number two to Iron Mountain. 
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13% organic growth rate 

27 February 2002 

Global footprint vs regional dominance 

Historically a strong regional presence was important to maximise asset utilisation (truck 

runs and warehouse space). While this rema1ns. a global offering should increasingly 

become important to accommodate the needs of multinationals. Hays has not been 

disadvantaged due to its inferior geographical coverage to Recall and Iron Mountain, but 
concedes this could change. 

Does not appear to pay recent industry multiples 

Recall has typically acquired assets at below average valuations (1x revenue). The 

French acquisition of Eco Arc is the only exception we are aware of. 

Respected management 

Competitors acknowledge the strength of Recall's management, particularly the global 

focus of Recall MD, Mr Victor Mendes. Like most of Brambles' divisions, competitors 

regard Brambles management as rational. 

Growth drivers 

Organic growth 

We estimate Recall's organic growth is approx. 13%. Key drivers include: 

• Low geographic penetration rates; 

• Continued outsourcing: and 

• Product range bundling. 

The records management product portfolio (document imaging, data and paper storage, 

and secure data destruction) is fast mirroring a document's life cycle ('cradle to death'). 

---------------J--'1'-;n;:o=u"-r~v;ie..,w;'.,..,th.;;e;-.r:e;is~po::t--;e;;n:_tia-;-l~s~c::ope for records management players to become more 
intimately involved In a document'Sblrtn.TiliSCmJidiakeiheiorm-of·a-standard-industryr-----

. Application Fonn for the medical industry. 

Legislation aiding growth 

• Strong paper storage growth 

IRM describes its paper storage business as "rock solid", as it has generated consistent 

11% revenue growth. 

• Data storage growth (technological evolution) 

Data storage accounts for approximately 50% of the average company IT budget but is 

expected to grow to 75% of the budget in 5 years time. 

• Legislative changes 

Government intervention is promoting greater risk management of information. For 

example, the Healthcare Insurance Portability and Accountability Act (HI PM) and 

changes to the Privacy Amendment (Private Sector) Act in Australia (encouraged by EU 
developments) should prompt businesses to assess (and improve) their information 

management. 

Significant growth in the secure data destruction market can also be attributed to 

legislative changes. 
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IT players a risk in data 

storage? 

27 February 2002 

• New industry demand 

The key Industries are Finance, Insurance, Legal, Health and Government. Other 

potential end user markets may emerge. 

• Risk management 

Following the tragic events of 11 September both Recall and Iron Mountain have 

acknowledged the increased demand for data recovery services. According to Iron 

Mountain, industry experts believe data recovery will to grow to 10% from 2% of data 

processing spend. 

• Geographic expansion 

Acquisition growth 

Given recent acquisitive activity, few large targets remain. It is suggested there are no 

US storage players with revenue > $20m. Thus pricing tension may pervade. We 
believe Asia, Latin America and Eastern Europe present the best opportunity for larger 

acquisitions. Outside those countries, the markets are highly fragmented with smaller 

players. Contracts are typically the appeal of the smaller competitors as the real estate 
of regional players is generally inferior and costly to convert. For that reason, in markets 

where a presence is already established, Recall may prefer to grow organically by 
offering a superior product I service. 

The rationale for acquisitions include i) acceptable returns in the short term, which 

improve over time; ii) predictable cash-flow stream which can be used for further capex; 
and iii) the strategic benefit of a market presence given paper documents cannot viably 

be stored vast distances away. 

Risks 

IT players dominating the data storage market 

The data storage market is very competitive with record management players 

competing against the major IT players (e.g. IBM, Hewlett Packard etc) as well as 

others like EMC (more than 35% of the global data storage systems market). We 

believe the threat to traditional records management players is not as severe whilst 
companies continue generating information on paper. Furthermore, this should be 

emphasised as the complexity of storing information on multiple media increases. 

Iron Mountain also believes the following factors will assist in protecting its market 

presence; i) experience of not only storing information, but archiving and retrieval in 

many cases, tailored to individual client needs; ii) customer relationships (natural 
extension for companies to select the same company that oversees their paper-based 

storage requirements); and iii) focussing on 'inactive' data (much like its paper business) 

rather than the highly compelitive 'hot live' storage (like most IT players). 

No significant acquisition targets in our view 

Hence we expect a slowdown in Recall's previous growth rates. 
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Property costs 

Given the heavy reliance on warehouse space, records management players are highly 

exposed to increasing property costs and appropriate locations (closer to business 

centres). Switching costs and demand inelasticity should ensure customers are likely to 

accommodate industry wide increases in costs. 

Figure 44: Recall- SWOT analysis 

Existing strengths 

Strong market position 

Annuity income 

Counter cyclical 

High barriers to entry 

High customer switching costs 

Excellent ROtC 

Outsourcing solution 

Customer relationships/ infrastructure/ footsoldiers 

Advanced IT systems 

Global footprint 

Paper growth remains strong (~7% p.a.) 

Respected management 

Increasing importance ·cradle to death' 

Opportunities 

Low market penetration 

Geographic expansion 

Product range expansion 

Emerging data storage technologies 

Consolidation- ralionat~rtcing 
11 Sept spurred demand for data recovery 

Some synergies with Cleanaway 

Existing weaknesses 

Increasing IT requirements 

Limited no. of meaningful acquisitions available 

Potential threats 

IT players (data storage capabilities} 

Property costs 

Many regions slow to outsource 

Emerging data technologies 

Source~SEaEsuautl•~----------------------------------------------------------------
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figure 45: 'Five forces' analysis-Recall 
.---~~~~----· Barriers to entry 

Power of suppliers 

Property/ warehouse space (low} 
- Industrial located property is 
available. 

IT providers (low)- number of 
players to provide IT expertise. 

Sou1YA3: CSFB estimates. 
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Critical mass {High}-economies 
of scale through i) standardised 
product: ii) full global offering to 
international accounts. 

Product Differentiation (med)
Completa product offering enablin 
'cradle to death' competency. 
Players need ability to manage the 
evolution, maintenance and then 
secure destcuction of records, on a 
local, national and international 
basis. 

IT (high)- significant 'expensive' 
IT capabilities driving further 
industry expertise and 
consolidation. 

Capital (high)- Property/ and IT 
development costs. 

Industry rivalry t- Power of customers 

Few large players with global Barriers to Exit (high) Changing 
offering (low)- consolidation and a suppliers equivalent to 1-2 years 
rational pricing environment should storage rental. 
continue to deliver margin Critical in our view to a RM player 
expansion. is to become entrenched into a 

customer's work practices /IT 
systems etc resulting in high 
switching costs. 

1' 
isk.of-$Ubstitutes 

Oata Storage_pfayers.(med) -IT 
players (IBM, EMC etc) are all 
competing In the data storage 
malket. Relationship demand for 
both paper & data storage should 
support traditional RM players. 

ln~house provision (low) - strong 
argument for company to 
outsource (i.e. expertise, 
management time, proper!ycosts). 
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Cycli 

CHEP 

• Historically thought to be defensive (albeit in mature markets-UK, Australia, NZ, 

southern Africa it has greater cyclicality due to penetratmg the secondary circuits of 

DIY, Homeware, Industrial etc.). 

• De-stocking in the US has changed this view for some. However, we remain of the 
view it is more defensive than not 

Recall 

• Almost counter cyclical (part. Paper storage). 

• Propensity to cost cut in difficult times. 

Cleanaway 

• Residential waste volumes largely unaffected by economic conditions. 

• Industrial/ Commercial Waste volumes affected. 

• Customers demanding collection fees based on weight rather than bin. 

Industrial Services 

• Steel market enduring excess capacity issues. 

Figure 46: Brambles lndustries-cyclicality rankings 

7.0 
6.0 
5.0 
4.0 
3.0 

·~ 2.0 

~ 1.0 
0 0.0 

Recall CHEP Cleanaway Olher lndusbial To8e Ovem/1 Gp 
Services Divested weighting by 

Weighted on an EBIT con!Jibution basis 

Scoting scheme= Total cyclical business rated 10/ Tolal defensive business rated 0 

Source: CSFB estimates. 
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Valuation 

We prefer to value Brambles using (in order) DCF, CSFBEdge (EVA), Free Cash Flow 

or EV/EBITDA valuation methodology. That said, in the seven years of coverage of the 

company, we have consistently been reminded the markers seeming tendency to use 

PE Relative, or Price/Earnings Growth (PEG) as the preferred valuation methodology 

for Brambles. Brambles has consistently traded in a band of 14% and 31% PE Relative 

premium to the market. at a time when it was delivering an average of 15% NPAT 
growth. The average premium was 22.6%. 

We cannot identify a catalyst that will see the market move away from its historical PEG 

methodology to what we regard a more appropriate cash now or ROIC methodology. 
Hence we continue to base our 12-month price target on the targeted average premium 

of22.6%. 

In our view, Brambles has appeared expensive relative to its i) historical trading range; ii) lhe 

Australian market; and iii) both its UK and European support seNices/logistics peers. 

Valuation Directory 

Historical trading/valuation ranges- see Figure 47 to 48 

Consensus earnings comparison - see Figure 49 to 52 

UK Compco relative valuations- see Figure 53 to 56 

Historic PE prem1um matrix- see Figure 57 

Brambles Sum-of-the-Parts Valuation- see Figure 58 

Brambles OCF Valuation - see Figure 59 

_______________ ,_flgure 47: PE relative and EPS growlll_spreacbBIL'!s.S&l'/ASX-200-(ex-BII>j 
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Source: /BES. 
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Figure 48: PE relative-BIL vs S&P/ASX200 All Industrials (using consensus forecasts) 
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Figure 49: Consensus mean EPS growth-XAI 200 (ex BIP) 

FYOOo/oChg FY01 %Chg 
1-0ct-OO 0.2 12.1 
1-Nov-00 0.2 9.0 
1-0ec-00 0.0 7.2 
1-Jan-01 0.0 4.7 
1-Feb-01 -0.1 3.9 
~ar~1 c2 

1-Apr-01 -0.1 1.3 
1-May-01 -0.1 1.4 
1-Jun-01 -0.1 1.4 
1-Jul-01 -0.1 --3.9 
1-Aug-01 -0.1 -6.5 
1-Sep-01 ·0.1 ·7.6 
1-0ct-01 -0.1 -6.5 
1-Nov-01 ·0.1 -6.8 

1-Dec-01 -0.1 -5.4 
1.Jan-02 ·5.4 

1-Feb.02 -12.5 

Source: IBE$. 

., 
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FY02 F% ChQ fYOJ F%Ch!J 
14.6 10.3 
14.2 13.9 
14.2 14.0 
15.4 12.0 
15.2 11.1 
H6 1'lcl 
13.4 13.2 
13.7 10.6 
13.7 9.8 
14.4 16.0 
15.0 16.2 
13.0 15.4 
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Figure 50: Consensus mean EPS growth-Brambles 

FYOO% Chg FY01 %Chg FY02 Fo/, Chg FY03F% Chg 
1-0ct-00 10.0 10.1 12.6 13.9 
1-Nov-00 100 7.5 12.7 13.1 
1-Dec-OO 10.0 4.3 11.9 14.6 
1-Jan-01 10.0 3.7 12.0 14.2 
1-Feb-01 10.0 3.0 11.5 13.2 
1-Mar-01 10.0 ·1.5 5.4 14 6 
1-Apr-01 10.0 -2.5 10.4 14.6 
1-May-01 10.0 ·1.5 10.7 13.5 
1-Jun-01 100 -6.0 10.6 14. 1 
1-Jul-01 10.0 -6.0 352 14.9 
1-Aug-01 10.0 -6.0 31.9 15.1 
1-Sep-01 10.0 -6.0 26.4 14.7 
1-0ct-01 10.0 -6.0 20.8 15.6 
1-Nov-01 10.0 ·6.0 15.6 15.5 
1-0ec-01 10.0 -6.0 14.7 14.2 
1-Jan-02 10.0 -6.0 10.4 12.7 
1-Feb-02 10.0 ·6.0 10.4 11.8 

CSFB Estimates -4.7 11.7 

Source: fBES, CSFB estimates. 

Figure 51 depicts the absolute change between the markets' (IBES} anticipated 
Brambles' earnings growth and that of the ASX200 Industrials (ex BIP}. As seen, the 

market was downgraded steeper than Brambles in January 2002 for the first time since 
July 2001. Is this a turning point or are analysts yet to downgrade Brambles' earnings. 

Figure 51: IBES consensus mean-absolute change {FY02F) 
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figure 52: IBES consensus mean-absolute change {FY03F) 
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Figure 53: UK Compco-FY02F EV/EBITDA vs EBITDA growth 

+---- Mictlae1 

-15% ·10% 

UK Logistics I Support Services companies -
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Source: Company data, CSFB estimates. 
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Figure 54: UK Compco-FY03F EV/EBITDA vs EBITDA growth 
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Source: Company data, CSFB estimates. 

Figure 55: UK FY02F PE vs EPS growth 
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Source: Company data, CSFB estimates. 
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Figure 56: UK compco FY03F PE vs EPS 
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Since January 1996, Brambles has traded alan average 22.6% PE premium to the 

ASX/S&P200 All Industrials (ex BIP). Applying this premium, to CSFB FY02F earnings 
translates loa $8.16 share price whilst using FY02F market earnings translates to a 

$9.29 share price. 

Figure 57: PE premium calculator (CSFB vs IBES) 
FY02EDa11 
Mafl(Q!Pf 22.8 

CSFB FY02f EPS 29.Jc 
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Figure 58: Brambles sum·of-parts valuation-_2002F 

EBIT 2002 EBIT 

CHEP 
Cleanaway 
Recall 
Industrial Services 
Other 
To Be Divested 
Unallocated 
Total 
less: FY02F Net Debt 
Equity valuation 
FY02F no. Shares (m) 
SOP valuation ($A) 
SOP valuation (GBP) 
FX rate (AUDGBP) 

Source: CSFB esrimates. 
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multiple {x) 

605.7 35 
223.4 12 
80.6 20 
37.8 8 
96.4 7 

35.8 7 
-20.0 10 

1052.0 28.0 

Value 
(!m) 

21200.2 
2680 9 
1611.6 
302.5 
674.9 
250.4 

-200.0 
26520.5 

5288.3 
21232.2 

17202 
$12.341 
£4.44 
0.360 

27 February 2002 

Yo of total 
Valuation 

79.9% 
10.1% 
6.1% 
1.1% 
2.5% 
0.9% 

·0.7% 
100% 
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Figure 59: Brambles lndustries-OCF valu~tion 

In AUD millions 

WACCmodel 
Australian Corporate Tax Rate 
Current Market Gearing; 
Market Capitalisation 
Net Debt 
Current Market Gearing 
Cost of equity: 

30.0% 

17,339.5 
5,288.3 
23.4% -SENSITIVITY TABLE BETA VERSUS MARKET RISK PREMIUM 

$12.54 0.80 0.90 1.00 1.10 1.2 
Madel: CAPM adjusted for franking 3.5% $ 16.73 $15.52 $14.44 $ 13.45 $12.5 
Risk free rate 5.98% 4.5% $14.14 $12.92 $11.84 $10.87 $10.0( 
Beta 0.91 6.0% $11.18 $10.00 $8.97 $8.06 $7<E 
Equity risk premium 
Franking percentage 
Market payment of franking 
Cost of equity before tax 
Cost of equity adj for franking 
Cost of debt: 
Debt spread 
Cost of debt before tax 
Cost of debt after tax 
WACC 
Long Term Growth Rate 
DCF 1 2 
Cash-flows 2002F 2003F 
EBIT 1,059.7 1,145.6 
Good'MH 110.9 116.8 
Oeprecialion 1,159.3 1.364.8 
Walking cap~al 1.7 (7.4) 
Capex·main (1,043.3) (1,228.4) 

Capex·growth (613.4) (555.7) 

TaxonEBff (317.9) (343.7) 
Cash-flows to 

i 

4.60% 
90.0% 

0% 
10.17% 
10.17% 

0.50% 
6.48% 
4.54% 
8.85% 

2.5% 

SENSITIVITY TABLE-LONG TERM GROWTH RATE VERSUS MARKET RISK PREMIUM 
$12.54 2.5% 3.0% 4.0% 5,0% 

3.5% $15.41 $16.65 $20.05 $25.65 
4.5% $12.81 $13.70 $16.05 $19.64 
6.0% $9.89 $10.46 $11.90 $13.94 

6.0% 
$36.6 
$25.8 
$17.0 

3 4 56 7 8 910111213 14Tetmil8/ 
2Q04F 2005F 2006F 2007F 2008F 2009F 2010F 2011F 2012F 2013F 2014F 2015F 

1.224.6 1.286.2 1,396.5 1,569.8 1.m.6 1,9905 2,216.6 2.466.5 2,689.9 2.961.1 3.3089 3.599.5 3.68a5 
116.8 116.8 116.8 116.8 116.8 116.8 116.8 116.8 116.8 116.8 116.8 116.8 116.8 

1,563.2 1,n9.6 2.010.3 2,265.1 2,546.0 2,855.0 3,194.5 3,566.8 3,974.3 4.419.5 4,905.2 5,434.0 5,569.8 
(1.8) (16.0) (35.2) (47.6) (52.1) (56.8) (61.8) (65.5) (69.4) (742) (79.0) (88.6) (90.8) 

1,4069) (1,601.6) (1,779.6) (1,970.6) (2,189.5) (2,426.8) (2,683.4) (2,960.4) (3.258.9) (3,579.8) (3,924.1) (4,347.2) (4,464.9) 

(462.6) (296.3) (255.0) (264.4) (274.2) (284.3) (294.6) (305.0) (315.5) (325.9) (336.0) (291.4) (289.6) 

(367.4) (385.9) (418.9) (470.9) (533.3) (597.2) (665.0) (739.9) (807.0) (888.3) (992.7) (1,079.8) (1.106.8) 

cash-flows 327.94 
Discountad-cash,.flow 

415.26 516.10 628.49 683.60 719.68 767.58 809.52 848.73 889.05 915.23 948.55 993.87 1,017.72 

PV of forecast cash-flows 
PVofterminat·ea:sn:flows 
Total PV of cash-flows 
less Debt 

credits) 
Franking credits value 

10,481.33 
16,370.04 
26,851.37 
5,288.27 

S1.27 

· Source~ Company data, CSFB estimates. 
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Brambles Industries 27 February 2002 

Comparison between the markets-Ltd vs Pic 

Figure 60: Brambles relative share price spread-ltd vs Pic 
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Sourca: Bloomberg, CSFB e:;timates. 

The share price spread between the Ltd (Australian) and Pic (UK) listings has been 

diminishing. We believe the disparity could continue to be reduced due to the following: 
i) FX (GBP is regarded as a less volatile currency than AUD): ii) better time zone for 

European/ US investors; iii) increasing liquidity in the UK market (potentially assisted by 

scrip issuance for acquisitions); and iv) UK investors increasing their knowledge. 
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Brambles Industries 

Figure 61: Brambles PE spread-Ltd vs Pic 
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Source: Bloomberg, IBES, CSFB estimates. 

Figure 62: Brambles IBES consensus EPS mean-spread {Ltd vs Pic) 
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Source: JBES, CSFB estimates. 
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Brambles Industries 

Financials 

Figure 63: Brambles Industries Ltd-Profit and loss statement 

In AUD miflions. unfess otherwise stated 

FYOOA FY01A FY02F 
Total Revenue 7,167.0 8,646.0 8,639.0 
Operating Costs (5,168.4) 16,480.7) (6,309.2) 
EBITDA 1,998.6 2,165.3 2,329.9 
Depreciation (881.6) (968.3) (1,159.2) 
Amortisation (74.0) (96.0) (110.9) 
Depreciation & Amortisation (955.6) (1,064.3) (1,270.1) 
EBIT 1,043.0 1,101.0 1,059.7 
Interest Expense (204.0) (308.0) (269.6) 
Interest Income 17.0 22.0 5.9 

Net Interest (167.0) (286.D) (263.6) 
Pre-Tax Profit 656.0 815.0 795.9 
Income Tax Expense (326.0) (297.0) (290.7) 
Tax Rate 38.1% 36.4% 36.5% 
Minorities (2.0) (2.0) (2.0) 
Net Profit After Tax (Pre Abnormals) 528.0 516.0 503.2 
Abnormal Items 36.0 -201.0 162.0 
Abnormal Tax -26.0 -30.0 0.0 
Abnonnalltems (Net of Tax} 64.0 •171.0 162.0 
Reported Profit 592.0 345.0 665.2 
Normalised Profit (add back amortisation) 602.0 612.0 614.2 
EPS (c) 31.4 30.7 29.3 
EPS Growth (%) n/a -2.3% -4.7% 
EPS (c)-Normalised (adjusted for g'will) 35.8 36.4 35.7 
EPS Grow1h (%) n/a 1.7% ·2.0% 
Sflares (incl. options) 1.680.3 1,680.3 1,720.2 
Options 40.0 
DPS (c) 20.6 20.0 19.5 
Franking (%) 63% 63% 90% 
Pa~out Ratio(%) 66% 65% 67% 

Source: Brambles Industries Ltd, CSFB estimates. 
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FY03F FY04F 
8,738.8 8,768.3 

(6,111.2) (5,863.6) 
2,627.3 2,904.6 

(1,3648) (1.563.2) 
(116.8) (116.8) 

(1,481.7) (1,680.0) 
1,145.6 1,224.6 
(263.6) (260.7) 

5.9 5.9 
(257.7) (254.6) 

887.9 969.8 
(322.5) (350.2) 
36.3% 36.1% 

(2.2) (2.4) 
563.2 617.2 

0.0 0.0 
0.0 0.0 
0.0 0.0 

563.2 617.2 
680.1 734.0 

32.7 35.7 
11.7% 9.3% 

39.4 42.5 
10.5% 7.7% 

1,724.3 1,728.3 
4.0 4.0 

21c8 23.9 
90% 80% 
67% 67% 
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Brambles Industries 

Figute 64: Brambles Industries Ltd-balance sheet 

In AUD milfions, unless otherwise stared 

FVOOA FV01A 
CURRENT ASSETS 
Cash 172.0 195.0 
Trade Receivables 1.843.0 2.060.0 
Inventories 175.0 1350 
Other 52.0 50.0 
Total 2 242.0 2 440.0 
NON CURRENT ASSETS 
Receivables 27.0 25.0 
Investments 110.0 1520 
Property Plant & Eauipmeflt 6.174.8 6.807.0 
lntan!libles 1,287.0 1,385.0 
OUter 73.0 45.0 
Total 7,§71.8 8,414.0 
TOTAL ASSETS 9 913.8 10 354.0 
CURRENT LIABILITIES 
Trade Creditors 1,495.0 1.661.0 
Borrowlnas 1,206.0 1,687.0 
Provision for Dividends 100.0 150.0 
Provision tor emplovee benefils 100.0 302.0 
Provision for tax 98.0 150.0 
Lllal 2 999-0 a ssa.n 
NON CURRENT LIABIL TIES 
Accounts Pavable 5.0 1.0 
Borrowinus 3,380.0 3.687 0 
Provision for Tax 173.0 177.0 
Provision For ~mgtoy:ee b~oefit::i: 300.Q 100.0 
Total 3 858 Q 3 965.0 
TQIAL Lll\§ILIIIES 6 8§Z,Q 19:150 
St:IABI;I:IQLDE;BS' EQUIIr 
Share Caoital 1.059.0 1.059.0 
ReseNes 0.0 0.0 
Retained Profit 1.997.8 1.880.0 
MinQri~ Interests 0.0 0.0 
TOTAl SHAREHOLDERS EQUITY 3 OSS.l) 2.939 Q 

~EIASSEIS 3 056 8 2939 !l 
Source: Brambles Industries Ud, CSFB estimates. 
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FYii2F 

195.0 
2.058.3 

135_0 
52.5 

2 440.8 

25.0 
152.0 

7.304.4 
1.274.1 

45.0 
8,800.5 

11 241 4 

1.661.0 
1.687.0 

145.8 
317.1 

Z2.7 
3 883-2 

1.0 
3,796.3 

117.0 
105.0 

4 ozg 3 
1 S6Z a 
1.059.0 

0.0 
2,217.5 

2.0 
3 278.4 
J 2Z!l ~ 

27 February 2002 

FY03E FY04F 

1950 195.0 
2.082.1 2.089.1 

136.4 136.9 
55.1 579 

2 468.6 2 478.9 

25.0 25.0 
152.0 152.0 

7.723.7 8.030 0 
1.157.2 1,040.4 

45.0 45.0 
9,102.9 9,292.4 

11 571 5 11 771.3 

1.678.8 1.684.5 
1.687.0 1.687.0 

165.4 182.9 
333.0 349.6 
§0§ 87.6 

J 94~ !3 3 991 !i 

1.0 1.0 
3.861.5 3.791.3 

177.0 177.0 
110.3 115.8 

4 149.8 4 0851 
8 094.5 81.1161 

1.059.0 1.059.0 
0.0 00 

2.413.9 2.629.1 
4.1 6.5 

3 4710 3 694.6 
J ~HZ !l 3 694.6 
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Brambles lndustnes 

Figure 65: Brambles Industries Ltd-cash-flow statement 

In AUD millions, unless otherwise stated 

FYQOA FY01A 
Cash·flows from Ooeratina Activities 
EBIT 1.043.0 1.101.0 
Interest paid (191.0) (330.0) 
Interest received 17.0 22.0 

Net interest expense (174.0) (306.0) 
Tax Paid (200.0) (236.0) 
Depreciation 661.6 966.3 
Amortisation 74.0 96.0 
Depreciation & Amortisation 955.6 1.064 3 
+1- Chao gas in Wg(!s:iog Qsmit~l (3j 5.0) {107.0) 
Net; Cash Flow from Opgratjng Actlvlties 1 309 6 1 514 3 

Cash Flows from lnvestina Activities 
Maintenance Capital Exoenditure (1.330.6) (1.344.4) 
Expansion Capital E;<oendilure (164.5) (515.6) 
Capital Expenditure 11.495.0) 11.960.0) 
Investments 172.0) 123.0) 
Aca1,1isitiqns (506.0) 1465.0) 
Disoosal 316.0 379.0 
Other lnl£esting !;:ash EIQW (Outflow} (56.01 (80) 
Net cash Flow from Investing Activities ~1 613 -2 077 
Cash Flaw from Financina Activities 
Ordinarv Capital Raisin!l 177.0 65.0 
Dividends Paid-Total 1346.0\ 1190.0\ 
Otber Financi!]g Ca~h Flow (Inflow) 
Net Gasb fl.Qw: tram Ei[)aaciaa Acthlitl§:s !16.9 Q) UQ5 Dl 
Net lncrease/lDecrease) jo Cash Held I Dgbt Chanae (672 41 {667.7) 

Source: Brambles Industries Ud, CSFB estimates. 
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FY02F EY03E FY04F 

1.059 7 1.145 6 1.224.6 
(269.6) (263 6) (260.7) 

5.9 5.9 5.9 
(2636) (2577) (254.6) 
(366.1) (314.6) (343.3) 
1.159.2 1.3646 1.563.2 

110 9 116.6 116.6 
1.270.1 1.481_7 1,660.0 

1£P 111 17.6 
1717 3 2 0661 ? 3241 

(1,043.3) (1.226.4) (1406.9) 
(613.4) 1555.7) 1462.6) 

11.656.7) {1.784.1) 11.669.5) 

16~.0 
-1 4g5 -1184 -1 870 

1331.9) 1347.3) 1384.4) 

lJJ1 !U tJ!IZ ;u lJB!I4l 
1109 31 {65 21 70 2 
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Brambles Industries 

Figure 66: Brambles Industries Ltd-Segmentals 

In AUD millions, unless otheTWise stated 

FYOOA FY01A 

Ra11enue 
CHEP 2,342.0 2,69~.0 

Waste Management (Cieanaway) 1,714.0 2,318.0 

Records Management {Recall) 327 0 516.0 

Industrial Services 771.0 900.0 

Other 784.0 903.0 

To be Divested 1,229.0 1,111.0 

Total 7,167.0 8,646.0 

EBIT 
CHEP 565.0 606.0 

Waste Management {Cteanaway) 178.0 206.0 

Records Management (Recall) 32.0 63.0 

Industrial Se£Vices 58.0 51.0 

Other 107.0 97.0 

To be Divested 138.0 97.0 

(Unallocatedl -35.0 -19.0 

Total 1,043.0 1,101.0 

EBIT Margin 
CHEP 24.1% 20.9% 

Waste Management (Cieanaway) 10.4% 8.9% 

Records Management (Recall} 9.8% 12.2% 

Industrial Services 7.5% 5.7% 

Other 13.6% 10.7% 

To be Divested 11.2% 8.1% 

Revenue Growth 
CHEP 23.7% 

Wasta Man~gement (Cieanaway) 35.2% 

Records Management {Recall} 57.8% 

Industrial Services 16.7% 

Other 15.2% 

To be Divested ·9.6% 

EBIT Growth 
CHEP 7.3% 

Waste Management (Cleanaway) 15.7% 

Records-M~ul-aQtfmenr (Re-call) 96:9% 

lndustmu Services -12.1% 

Other ·9.3% 

To be Divested ·29.7% 

Soufce: Btamb/es tndtJstties Ltd, OSFB estimates. 
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FY02F 

3,221.4 
2,765.2 

646.9 
758.5 
866.3 
380.8 

8,639.0 

6057 
223.4 

80.6 
37.8 
96.4 
35.8 

-20.0 
1,059.7 

18.8% 
8.1% 

12.5% 
5.0% 

11.1°/o 
9.4% 

11.2% 
19.3% 
25.4% 

·15.7% 
·4.1% 

-65.7% 

0.0% 
8.5'% 

21'-.-9% 
·25.9% 
~0.6% 

-63.1% . 

27 February 2002 

FYOJF FY04F 

3,439.6 3,516.5 
2.851.9 2,748.6 

737.2 792.1 
778.1 789.4 
885.9 878.5 

45.7 43.1 
8,738.6 6,768.3 

687.0 743.7 
226.8 233.0 

96.6 106.5 
43.7 49.1 

107.1 107.6 
4.6 4.7 

-20.0 -20.0 
1,145.6 1,224.6 

20.0% 21.1% 
8.0% 8.5% 

13.1% 13.4% 
5.6% 6.2% 

12.1% 12.2% 
10.0% 11.0% 

6.8% 2.2% 
3.1% ·3.6% 

14.0% 7.4% 
2.6% 1.5% 
2.3% -0.8% 

-88.0% -'5,6% 

13.4% 8.3% 

l:S% 2.8% 

19.9% 10.2% 
15.5% 12.5% 

11.0% O.S% 
·87.2% 3.8% 
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Brambles Industries 
27 February 2002 

Figure 67: Brambles Industries ltd-key ratios 

Key Ratios FYOOA FY01A FY02f FY03F FY04F 

NPAT(A$m) 528.0 516.0 503.2 563.2 6172 

Adjusted NPAT (Amort.) ($m) 602.0 612.0 614.2 680.1 734.0 

Reported NPAT ($m) 592.0 345.0 665.2 563.2 617.2 

EPS (c)- Basic 31.4 30.7 29.3 32.7 35.7 

EPS (pre goodwill) {c) 35.8 36.4 35.7 39.4 42.5 

DPS (c) 20.6 20.0 19.5 21.8 23.9 

Dividend Yield (%} 2.0% 2.0% 1.9% 2.2% 2.4% 

Payout Ratio{%) 66% 65% 67% 67% 67% 

Franking(%) 63% 63% 90% 90% 80% 

Tax Rate{%) 38.1% 36.4% 36.5% 36.3% 36.1% 

Growth 
Sales Growth(%) 20.6% -0.1% 1.2% 0.3% 

EBITDA Growth 6.3% 7.6% 12.8% 10.6% 

EBITA Growth 7.2% -2.2% 7.8% 6.3% 

EBIT Growth (%) 5.6% -3.6% 8.1% 6.9% 

EPS Growth -2.3% -2.5% 11.9% 9.6% 

Margin Analysis 
EBITDA Margin(%) 27.9% 25.0% 27.0% 30.1% 33.1% 

EBITA Margin{%) 15.6% 13.8% 13.6% 14.4% 15.3% 

EBIT Margin{%) 14.6% 12.7% 12.3% 13.1% 14.0% 

Pfe-tax Margin (%) 11.9% 9.4% 9.2% 10.2% 11.1% 

NPAT Margin(%) 7.4% 6.0% 5.6% 6.4% 7.0% 

Valuation Multiples 
EV/Sares (x) 2.8 2.4 2.4 2.4 2.4 

EV/EBITDA (x) 9.9 9.5 9.0 8.1 7.3 

EVIEBITA (x) 17.7 17.2 18.0 16.8 15.8 

EV/EBIT(x) 19,0 18.7 19.9 18.5 173 

CFPS(c) -1.0 -19.9 15.4 29.1 39.7 

P/CFPS(x) n/m -50.7 65.5 34.7 25.4 

EPS (c) - adjusted for g/will 35.8 36.4 35.7 39.4 42.5 

PIE (x) • adjusted for glwill 25.6 25.2 25.7 23.3 21.6 

S&P/ASX200 AU Ind. (ex BIP) PE (x) nlm 27.3 22.8 19.4 19.4 

PE Ret Premium/ (Discount) (%) n/m -7.9% 12.8% 20.0% 11.4% 

NTA($m) 1769.8 1366.0 1594.5 1676.3 1777.0 

NTA I Share($) 105.3 81.3 949 99.8 105.8 

Price/ Book ($) 1'2o<l G.6 --1<U 9.5 

ROA(x) 10.1% t0"3o/o 9.6% 10.1% 10.6% 

ROE (x) 17.3% 17.6% 15.4°/o 16.2% 16.7% 

Debt Analysis 
Net Interest Cover {x) 5.6 3.8 40 4.4 4.8 

Interest rate 5.5% 5.0% 4.8% 4.8% 4.9% 

Total Interest Bearing Debt ($m) 4586.0 5374.0 5483.3 5548.5 5478.3 

Net Interest Bearing Debt ($m) 4414.0 5179.0 5288.3 5353.5 5283.3 

NIBO 1 Total Assets(%) 44.5% 47.7% 47.0% 46.3% 44.9% 

NIBO I Equity (%) 144.4% 176.2% 161.3% 154.0% 143.0% 

NIBD I NIBD + Equity(%) 59.1% 63.6% 61.7% 60.6% 58.8% 

NtBO I NTA (%) 249.4% 379.1% 331.7% 319.4% 297.3% 

capital Efficiency 
Trade Receivables Turnover (Days) 93.9 82.4 87.0 865 868 

Inventory Turnover {Days) 9.0 5.7 5.7 5.7 5.7 

Trade Creditors Turnover (D_ays) 76.1 66.6 70.2 69.7 70.0 

Working Capital (Days) 26.7 21.5 22.5 22.4 22.5 

Wol1<ing Capital ($m) 523.0 534.0 532.3 539.7 541.6 

Working Capital I Sales (x) 7.3 6.2 6.2 6.2 6.2 

Change in Working Capital {$m) n/a 11.0 -1.7 7.4 1.8 

Capax/ Sales 20.9% 22.7% 19.2% 20.4% 21.3'% 

Capex/ Depreciation (x} 1.7 2.0 1.4 1.3 1.2 

Current share price- 21 February 2002-$9.17 

Source: Company data, CSFB estimates. 
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Brambles Industries 

Figure 68: Brambles Industries Pic-profit & loss statement 

In GBP millions, unless otherwise stated 

FYOOA FY01A 

Total Revenue 2807.1 3181.0 

Operating Costs (2,009.81 (2,380.8~ 

EBITDA 797.3 800.2 

Depreciation (345 3) (356.2) 

Amortisation (17.0) (24.0) 

Depreciation & Amortisation (362.3) (380.2) 

EBIT 435.0 420.0 

Interest Expense (799) (113.3) 

Interest Income 67 7 1 

Net Interest (73.2) (106.2) 

Pre~Tax Profit 361.8 313.8 

Income Tax Expense (106.1) (106.0) 

Tax Rate 29.3% 33.8% 

Minorities (0.8) (0.7) 

Net Profit After Tax (Pre Abnormals) 254.9 207.0 

Abnormal Items 7.0 ·66.0 

Abnormal Tax 1.0 0.0 

Abnormal Items (Net ofT ax} 6.0 -66.0 

Reported Profit 260.9 141.0 

EPS (c) 15.2 12.3 

EPS Growth(%) nla -18.8% 

EPS (c)- Normalised (adjusted for g'will) 162 13.7 

EPS Growth (%) n/a -15.0% 

DPS (c) 9.9 8.0 

Franking (%) 63% 63% 

Payout Ratio(%) 66% 65% 

Source: Company data, CSFB estimates. 
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FY02F 

3127.3 

(2,296.3~ 

831.0 

(419.6) 

(27.7) 

(447.4) 

383.6 

(97.6) 

2.1 

(95.5) 

288.1 

(102.7) 

35.6% 

185.5 

586 

0.0 

58.6 

244.1 

10.9 

-1L9% 

12.2 

-10.9% 

7.2 

90% 

67% 

27 February 2002 

FY03F FY04F 

3364.3 3814.2 

(2,368.6~ (2,572.3) 

995.7 1241.9 

(525.5) (680.0) 

(29.2) (292) 

(554.7) (709.2) 

441.1 532.7 

(1 01.5) (113.4) 

2.3 2.5 

(99.2) (110.9) 

341.9 421.9 

(124.3) (155.6) 

36.4% 36.9% 

217.6 266.2 

0.0 0.0 

0.0 0.0 

0.0 0.0 
217.6 266.2 

12.7 15.5 

17.2% 21.9% 

14.1 16 9 

15.2% 19.8% 

8.5 10.4 

90% 80% 

67% 67% 
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Brambles Industries 

Figure 66: Brambles Industries Plc-Segmentals 

In GBP milfions, unless otherwise stated 

Revenues 
CHEP 
Waste Management {Cieanaway) 
Records Management (Recall) 
Industrial Services 
Other 
To be Divested 
Total 
EBIT 
CHEP 
Waste Management (Cieanaway) 
Records Management (Recall) 
Industrial Services 

Other 
To be Divested 
(Unallocated) 
Total 
EBIT f!/largin 
CHEP 
Waste Management (Cieanaway) 
Records Management (Recall} 
Industrial Services 
Other 
I o be Divested 
Revenue Growth 
CHEP 
Waste Management (Cieanaway) 
Records Management (Recall) 
Industrial Services 
Ottler 

FYOOA 

917.4 
671.4 
128.1 
302.0 
307 0 
4813 

2,807.1 

224.0 
75.2 
12.4 
19.9 
39.4 
64.1 

0.0 
435.0 

24.4% 
11.2% 
9.7% 
6.6% 

12.8% 
13.3% 

FY01A 

1,066.0 
853.0 
331 0 
190.0 
332.0 
409.0 

3,181.0 

231.2 
813 
24.5 
18.0 
37.2 
36.7 
-9.0 

420.0 

21.7% 
9.5% 
7.4% 
9.5% 

11.2% 
9.0% 

16.2% 
27.1% 

158.3% 
-37.1% 

8.1% 
-15.0% 

27 February 2002 

FY02F FY03F FY04F 

1,166.1 1.3243 1,529. 7 
1,001.0 . 1,098.0 1,195.7 

234.2 283.8 344.6 
274.6 299.6 343.4 
313.6 341.1 382.1 
137.8 17.6 18.8 

3,127.3 3,364.3 3,814.2 

219.3 2645 3235 
80.9 87.3 101.4 
29.2 37.2 46.3 
13.7 16.8 21.4 
34.9 41.2 46.8 
12.9 1.8 2.1 
·72 -7 7 -8.7 

383.6 441.1 532.7 

18.8% 20.0% 21.1% 
·a.1% 8.0% 8.5% 
12.5% 13.1% 13.4% 
5.0% 5.6% 6.2% 

11.1% 12.1% 12.2% 
9.4% 10.0% 11.0% 

9.4% 13.6% 15.5% 
17.4% 9.7% 8.9% 

-29.3% 21.2% 21.4% 
44.5% 9.1% 14.6% 
-5.5% 8.8% 12.0% 

-66.3% ·87.2% 6.6% To be Oive5t€!d 
EBrt Growth 
q-UiP· 3.2% ·5.2% 20.6% 22.3% 
WaSte-Management-{Gieanaway}·----------~.2-%---·0.6%-- 8.Q%___jfLi%~--
_Rec~udli.MJI_n_<;!.g~l]1enl {Recajl) 97.5% 18.9% 27.5% 24.6% 
lndtisftial ServiCes .. 9.4% -24.1% 22.8% 27.t% 
Other -5.7% -6.2% 18.1% 13.5% 

-42.i% ·64.1% -86.4% 17.3% To t~e Divested 

source: Company data, CSFB estimates. 
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Brambles Industries 27 February 2002 

Figure 69: Divisional growth rates (constant FY01 FX terms) 

40.0% 

20.:)% 

0.0% 

~ 
-20.0'!'. 

~ .40.0% 

-60.0!, 

·80.0% 

-100.0% 
-81% 

FYOOF FYO:W FY04F 

.C~P OCLEANAWAY ffiRECAU OHOCISTRIALSERVICES [;]Oll-ER (DTOBECWESTEO .GROUP 

Source: Brambles Industries Ltd, CSFB estimates. 

Figure 70: Group EBIT divisional splits 

100% 

80% 

60% 

40% 

gJCHEP &Cieanaway •Recall OlndusiJiaJServices BOther 8ToBeOivested 

Source; Brambles industries l.td, CSFB estimates. 
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Brambles Industries 27 February 2002 

Figure 71: Core businesses EBIT and EBIT margin 

1,000 
25% 

800 

E 
<( 600 

"' r 

20% 
~ 

·" 15% "' ~ E 
ffi 
w 400 

r 

10% ffi 
w 

100 5% 

0% 

-CHEP c::::JC!eanaway -Recall 

--><- CHEP margin (RHS) · --4 ·- C\eanaw ay margin (RHS) -~Recall margin {RHS) 

Source: Brambles Industries Ltd, CSFB estimates. 
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