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Appen (APX)

Potential for positives at AGM

Expecting a reasonable if not positive update at AGM

Appen has its AGM next month and we expect the company will provide a reasonable
if not positive trading update for the year thus far. Appen has upgraded its guidance at
or around the AGM in each of the last two years and, while we do not rule out an
upgrade to the guidance this year, we more expect the company to reiterate the
already strong forecast growth it provided at the release of the 2017 result in February.
This, in our view, would still be well received by the market given there may be some
concern that purchase orders from its largest customer, Facebook, have been
negatively impacted by the recent data scandal but we do not believe this to be the
case. There is, however, the potential for a “soft upgrade” in our view where the
company may narrow the guidance range towards the top end given the currency is
working in its favour. That is, the current 2018 EBITDA guidance range of $50-55m
assumes an AUD/USD exchange rate of 0.80 which is above the ytd average of
around 0.78 and we estimate the sensitivity of a one cent move is around +/- $1m.

No change in forecasts

There is no change in our forecasts. Our 2018 forecasts are consistent with the
company’s guidance range albeit we are already towards the upper end. We note,
however, that we forecast particularly strong EPS growth in both 1H2018 and 2018 of
80% and 125% which should be well received by the market. We also forecast strong
double digit EPS growth in 2019 and 2020 of 20% and 15%.

Investment view: Maintain BUY, PT $11.00

We maintain our BUY recommendation and $11.00 price target on Appen. We only
recently updated out PT on Appen and, with no change in our forecasts, there is no
subsequent change. Our $11.00 PT equates to a 2019 PE ratio of c.28x which is
within the 25-30x range we believe is appropriate for the company. We acknowledge
Appen is not a software company but believe a software-like PE ratio is appropriate for
the company given its exposure to the Al market, the strong customer relationships
and the concentration of suppliers in the market in which it operates.

Earnings Forecast

Year end 31 December 2017 2018e 2019e 2020e
$12.50
Total revenue (A$m) 166.6 274.6 306.7 335.0
$10.00 EBITDA (A$m) 222 54.6 64.5 73.4
NPAT (A$m) 14.3 34.9 421 48.6
$7.50 EPS (diluted) (cps) 14.4 324 38.8 445
$5.00 EPS growth (%) 36% 125% 20% 15%
PER (x) 66.8 29.7 24.8 216
$2.50 |4 Price/CF (x) 71.3 25.0 21.3 185
EV/EBITDA (x) 47.9 18.9 15.5 13.2
$0.00 T T T T -
Dividend (¢ps) 6.0 11.0 15.0 17.0
Apr 16 Oct 16 Apr 17 Oct 17 Apr 18 .
Yield (%) 0.6% 1.1% 1.6% 1.8%
e— APX S&P 300 Rebased ROE (%) 15.3% 28.3% 27.1% 25.5%
Franking (%) 100.0% 100.0% 100.0% 100.0%
SOURCE: IRESS SOURCE: BELL POTTER SECURITIES ESTIMATES
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Upcoming AGM

Expecting a Reasonable if not Positive Update

Appen has its AGM next month and we expect the company will provide a reasonable if not
positive trading update for the year thus far. Appen has upgraded its guidance at or
around the AGM in each of the last two years and, while we do not rule out an upgrade to
the guidance this year, we more expect the company to reiterate the already strong
forecast growth it provided at the release of the 2017 result in February. This, in our view,
would still be well received by the market given there may be some concern that purchase
orders from its largest customer, Facebook, have been negatively impacted by the recent
data scandal but we do not believe this to be the case.

The upgrades in guidance at or around the AGM in each of the last two years are
highlighted below. The key reason why we do not necessarily expect an upgrade this year
is, in our view, the company is getting better at forecasting given the CEO and CFO have
now both been in their respective roles for more than a couple of years. Also, the annual
renewal for Facebook occurs at the end of the calendar year so, when the company
provides its initial guidance in February, it already has a good idea of the purchase orders
from this customer for the year ahead.

Figure 1 - Guidance track record over past two years

Guidance provided in February

Upgrade provided at or around AGM

Any subsequent upgrade

Low double digit revenue and earnings growth EBITDA growth at mid-to-high teen percentages
Earnings growth trending to high teen % and above EBITDA to be 40-50% above prior year's result
Earnings growth to exceed 20% NA

Revenue growth 34% and EBITDA growth 24% Underlying EBITDA up 62%*

Actual result

SOURCE: COMPANY DATA

*INCLUDES ACQUISITION OF LEAPFORCE WHICH CONTRIBUTED FOR AROUND THREE-AND-A-HALF WEEKS IN 2017

Potential for Narrowing of Guidance Range

In our view there is potential for a “soft upgrade” of the 2018 guidance where the company
may narrow the guidance range towards the top end given the currency is working in its
favour. That is, the current 2018 EBITDA guidance range of $50-55m assumes an
AUD/USD exchange rate of 0.80 which is above the ytd average of around 0.78 and we
estimate the sensitivity of a one cent move is around +/- $1m. If the current average of
0.78 is maintained for the rest of the year it would therefore add around $2m to EBITDA.
We note the current exchange rate is below the ytd average of 0.78 and so if this continues
for the next several months then this will further lower the average exchange rate and
provide further upside to EBITDA.

Another factor which supports a soft upgrade is the current EBITDA guidance range of
$50-55m is reasonably wide and, given we are now in the second quarter of the calendar
year, Appen may be in a position to narrow the range. There is also some precedent for
the company doing a soft upgrade when in 2016 it moved from the initial guidance of “low
double digit revenue and earnings growth” to “earnings growth trending to high teen
percentages and above” at the AGM.

Note one factor we do not expect to be an obstacle for a soft upgrade or narrowing of the
guidance range is the required renewal of the Microsoft contract. This still occurs every
year around the end of June but now is not of a sufficient relative size to be the key driver
of the guidance. Microsoft is still a top five customer of Appen but is now much less
significant than the top two key customers (Facebook and Google).
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2018 Outlook

Forecasting Strong EPS Growth in both 1H2018 and 2018

Our 2018 forecasts are consistent with the company’s guidance range albeit we are
already towards the upper end. We note, however, that we forecast particularly strong
EPS growth in both 1H2018 and 2018 of 80% and 125% which should be well received by
the market. A key driver of the forecast strong results is obviously the full six and twelve
month contributions from Leapforce but it is notable how strong the forecast EPS growth is
which includes the dilution impact of both the equity raising and shares issued to the
vendor as part of the funding of the acquisition.

Our forecasts for the 1H2018 and 2018 results are shown below. Note our 2018 forecasts
do not include any further transaction costs from the acquisition of Leapforce which may or
may not be the case. The company flagged in February there may be some additional
transaction costs in 2018 — and hence why the guidance is for underlying EBITDA — and
we would expect some update on these — if there are any — at the AGM. For now,
however, we assume no further transaction costs and so our 2018 forecasts are both

reported and underlying.

Figure 2 - Forecast 1H2018 and 2018 results

Year end 31 December 1H2017 2H2017 2017 1H2018e 2H2018e 2018e
Sales revenue (ASm) 74.1 925 166.6 1293 1453 274.6
Growth 39% 61% 50% 75% 57% 65%
Cost of sales -43.6 -56.2 -99.8 -76.3 -85.8 -162.0
Gross profit 304 36.3 66.7 53.0 59.6 112.6
Gross margin 41.1% 39.2% 40.1% 41.0% 41.0% 41.0%
Other income (e.g. rent) 0.0 0.0 0.0 0.0 0.0 0.0
Total expenses (excl. D&A and int.) -18.2 -27.2 -45.5 -27.9 -30.1 -58.0
Expenses as % of revenue -24.6% -29.5% -27.3% -21.5% -20.7% -21.1%
EBITDA 12.8 9.5 22.2 25.1 29.5 54.6
Depreciation -0.2 -0.2 -0.4 -0.2 -0.2 -0.5
Amortisation -0.9 -0.5 -1.5 -0.9 -0.9 -1.8
EBIT 11.6 8.7 204 24.0 283 523
Net interest expense 0.0 0.0 0.0 -1.2 -1.2 -2.5
Pre-tax profit 11.6 8.7 204 22.7 27.1 49.8
Income tax expense -35 -2.6 -6.1 -6.8 -8.1 -14.9
NPAT 8.1 6.2 14.3 15.9 18.9 34.9
Growth 50% 21% 36% 96% 207% 144%
EBITDA margin 17.2% 10.2% 13.4% 19.5% 20.3% 19.9%
EBIT margin 15.7% 9.4% 12.2% 18.6% 19.5% 19.0%
Effective tax rate -30.3% -29.3% -29.9% -30.0% -30.0% -30.0%
Diluted EPS 8.2¢c 6.2c 14.4c 14.8c 17.6¢ 32.4c
Growth 48% 23% 36% 80% 186% 125%
Dividend 3.0c 3.0c 6.0c 5.0c 6.0c 11.0c
Franking 100% 100% 100% 100% 100% 100%
Payout ratio 37% 49% 42% 34% 34% 34%
SOURCE: COMPANY DATA AND BELL POTTER SECURITIES ESTIMATES
—V
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Appen

Company Description

Appen Ltd (Appen) is a leading global provider of language technology data and services
to enterprise and government customers. The company has a unique combination of
proprietary technology, experienced management and an extensive network of native
language evaluators.

The company has two operating divisions:

e Content Relevance: Provides smart data to increase online discovery and search
relevance of global search engines and e-commerce and social media platforms; and

e Language Resources: Provides training data for speech-recognition technologies in
devices such as mobile phones, computer games and TV consoles.

Appen was established in 1996 and has a long track record of revenue growth and strong
margins. The company currently has circa 375 staff across offices in Australia, the US, the
UK and the Philippines.

Investment Thesis
We maintain our BUY recommendation on Appen. Our investment thesis is based on:

e Valuation: Our 12 month price target on Appen is $11.00. The price target is
generated from a blend of three valuation methodologies we apply to the company: PE
ratio, EV/IEBITDA and DCF. The price target is a 15% premium to the current share
price and the total expected return (which includes the forecast dividend yield) is 16%.

e Long track record: Appen was established in 1996 and has a long track record of
revenue growth and strong margins. In 2017 the company recorded underlying
revenue and EBITDA growth of 50% and 62% respectively.

e Strong customer relationships: The key competitive advantage of Appen is the long-
standing relationships it has with many of its customers. For instance, Appen has been
working with Microsoft Research for over 22 consecutive years. Further, the majority of
revenue is from repeat customers as they update and upgrade their products.

Key Risks
Key downside risks to our estimates and valuation include (but are not limited to):

e Concentration of customer base: The customer base of Appen is relatively
concentrated with the largest five clients representing >80% of revenue. The loss of
one of these large clients or a meaningful shortfall in the forecast level of revenue from
one or more would negatively impact the financial performance of the company.

e Unpredictability of revenue model: Appen generates most of its revenue from
individual projects rather than long term contracts. The award of these projects can be
lumpy and unpredictable and there is also no guarantee a customer will re-engage with
Appen on future projects.

e Level of competition: Appen competes in the global Language Services industry
which is competitive but fragmented with around 18,000 service providers. An increase
in the level of competition through consolidation or vertical integration could negatively
impact the financial performance of the company.

BELL POTTER
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Appen

as at 24 April 2018

Table 1 - Financial summary

Appen (APX) Share price: $9.60 Target price: $11.00
No. of issued shares: 106.3m Market cap: $1,021m

Valuation data

Profit & Loss (A$m)

Year end 31 Dec 2016 2017 2018e 2019 2020e Year end 31 Dec 2016 2017 2018e 2019 2020e
Sales revenue 111.0 166.6 2746 306.7 335.0 NPAT (A$m) 10.5 143 349 421 48.6
Change 34% 50% 65% 12% 9% Diluted EPS (Ac) 10.5 144 324 388 445
Gross profit 48.7 66.7 112.6 127.3 140.7 Change 23% 36% 125% 20% 15%
Gross margin 43.9% 40.1% 41.0% 415% 42.0% P/Eratio (x) 912 66.8 29.7 248 216
Other income (e.g. rent) 0.1 0.0 0.0 0.0 0.0 CFPS (Ac) 127 135 384 45.0 52.0
Other gains/losses (e.g. forex) 0.0 0.0 0.0 0.0 0.0 Price/CF (x) 754 713 25.0 213 185
Expenses (excl. D&A, int.) -31.2 -45.5 -58.0 -62.8 -67.3 DPS (Ac) 5.0 6.0 11.0 15.0 17.0
% of sales -281%  -273%  -211%  -205%  -20.1% Yield 0.5% 0.6% 11% 1.6% 1.8%
EBITDA 17.2 222 54.6 64.5 734 Franking 100% 100% 100% 100% 100%
Depreciation 0.4 0.4 05 0.6 0.6 EV/EBITDA (x) 58.4 479 18.9 155 13.2
Amortisation 08 -15 -18 -1.9 -1.9 EVIEBIT (x) 62.6 522 19.8 16.2 13.6
EBIT 16.0 204 52.3 62.1 709 NTAper share (Ac) 215 216 6.7 36.8 701
Netinterest expense 0.0 0.0 25 20 -15 Price/NTA (x) 44.7 -445 144.0 26.1 137
Pre-tax profit 16.0 204 49.8 60.1 69.4
Income tax expense 55 61 149 180 208
NPAT 10.5 14.3 349 421 48.6 Year end 31 Dec 2016 2017 2018e 2019e 2020e
EBITDA margin 15.5% 13.4% 19.9% 21.0% 21.9%
EBIT margin 144%  122%  190%  202%  21.2%
Year end 31 Dec 2016 2017 2018e 2019e 2020e Return on assets 19.4% 7.6% 16.5% 18.5% 19.7%
EBITDA 172 22.2 54.6 64.5 734 Return on equity 29.6% 15.3% 28.3% 27.1% 25.5%
Change in working capital 04 -13 11 0.7 15 ROIC 91.9% 26.1% 38.2% 45.4% 52.0%
Gross operating cash flow 16.7 20.9 55.8 65.2 74.9 Payout ratio 47.5% 41.8% 34.0% 38.7% 38.2%
Interest received 0.0 0.0 0.0 0.0 0.0 Effective tax rate -346%  -299%  -30.0%  -30.0%  -30.0%
Interest paid 0.0 0.0 25 20 -15
Taxpaid 41 5 120 144 167
Operating cash flow 127 134 413 48.8 56.8 Year end 31 Dec 2016 2017 2018e 2019e 2020e
Payments for PPE 0.7 32 -15 -15 -15 Net debt/(cash) (A$m) -16.5 439 13.8 -18.3 -55.2
Payments for intangibles -18 2.6 -15 -15 -15 Net debt/equity NM 47% 11% -12% NM
Payment for acquisitions 2.1 918 0.0 0.0 0.0 Gearing NM 32% 10% -13% NM
Investing cash flow -4.6 -97.6 -3.0 -3.0 -3.0 Net debt/EBITDA (X) NM 2.0x 0.3x -0.3x NM
Proceeds from issue of shares 04 294 0.3 0.3 0.3 Netinterest cover (X) >100 >100 21.0x 31.4x 48.3x
Proceeds from borrowings 0.0 69.2 0.0 0.0 0.0
Repayment of borrowings 0.0 0.0 -20.0 -20.0 -20.0 Segmentals (A$m)
Dividends paid -4.9 5.9 -85 -13.9 -17.2 Year end 31 Dec 2016 2017 2018e 2019 2020e
Financing cash flows 4.4 928 -28.2 -33.6 -37.0 Sales revenue
Net change in cash 3.7 8.6 10.1 121 16.8 Content Relevance 73.2 120.2 1442 162.2 1784
Cash at start of period 12.7 16.5 240 341 46.2 Language Resources 37.7 404 454 49.8 53.5
Exchange rate impact 0.1 11 0.0 0.0 0.0 Leapforce 0.0 6.0 85.0 94.8 103.1
Cash at end of period 16.5 240 341 46.2 63.0 Total sales revenue 1109 166.6 274.6 306.7 335.0
Balance Sheet (A$m) EBITDA
Year end 31 Dec 2016 2017 2018e 2019e 2020e Content Relevance 105 20.6 26.7 333 393
Cash 16.5 240 341 46.2 63.0 Language Resources 148 122 155 172 18.7
Receivables 219 429 54.9 58.3 60.3 Leapforce 0.0 15 221 25.1 27.8
Other current assets 0.4 12 12 12 12 Corporate overheads -8.2 -12.1 -9.6 -11.0 -12.4
PPE 0.7 18 2.8 37 46 Total EBITDA 17.2 222 54.6 64.5 734
Intangibles - Goodwill 115 1119 1119 1119 1119
Intangibles - Other 31 44 4.0 3.7 3.2 EBITDA margin
Deferred taxassets 0.0 19 19 19 19 Content Relevance 14.4% 17.2% 18.5% 20.5% 22.0%
Total assets 54.0 188.0 210.8 226.8 246.2 Language Resources 39.4% 30.1% 34.0% 34.5% 35.0%
Payables 122 21.2 343 38.3 419 Leapforce 0.0% 25.5% 26.0% 26.5% 27.0%
Current borrowings 0.0 0.0 0.0 0.0 0.0 Overheads as % of sales -7.4% -7.3% -3.5% -3.6% -3.7%
Current provisions 0.9 12 12 12 12 Total EBITDA margin 15.5% 13.4% 19.9% 21.0% 21.9%
Current other 24 26 26 26 26
Non-current borrowings 0.0 67.9 479 279 79 Interims (A$m)
Non-current provisions 04 05 05 05 05 Year end 31 Dec 1H2017  2H2017 1H2018e 2H2018e
Deferred tax liabilities 2.8 14 14 14 14 Revenue 741 925 129.3 145.3
Total liabilities 18.6 94.6 87.8 71.8 55.3 Gross profit 304 36.3 53.0 59.6
Contributed equity 195 69.6 69.8 70.1 704 Gross margin 41.1% 39.2% 41.0% 41.0%
Reserves 19.8 27.7 30.7 343 385 Expenses (excl. D&A, int.) -18.2 272 =279 -30.1
Retained earnings/(losses) -39 -39 225 50.6 82.0 % of sales -24.6% -29.5% -21.5% -20.7%
Total shareholders' equity 354 934 123.0 155.0 190.8 EBITDA 12.8 95 251 295

SOURCE: BELL POTTER SECURITIES ESTIMATES
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Research Team

Staff Member Title/Sector Phone @bellpotter.com.au
Expect >15% total return on a TS Lim Head of Research 61282242810  tslim
12 month view. For stocks regarded Industrials
as ‘Speculative’ a return of >30% is Sam Haddad Industrials 61282242819  shaddad
expected. Chris Savage Industrials 612 8224 2835 csavage
Expect total return between -5% Jonathan Snape Industrials 613 9235 1601 jsnape
and 15% on a 12 month view Tim Piper Industrials 612 8224 2825 tpiper
John Hester Healthcare 612 8224 2871 jhester
Expect <-5% total return on a Tanushree Jain Healthcare/Biotech 61282242849  tnjain
12 month view Financials
Speculative Investments are either start-up TS Lim Banks/Regionals 612 8224 2810 tslim
enterprises with nil or only prospective Lafitani Sotiriou Diversified Financials/Fintech 613 9235 1668 Isotiriou
operations or recently commenced Resources
operations with only forecast cash flows, or Peter Arden Resources 61392351833  parden
companies that have commenced David Coates Resources 612 8224 2887 dcoates
operations or have been in operation for Analysts
some time but have only forecast cash James Filius Analyst 613 9235 1612 ffilius
Alexander McLean Analyst 612 8224 2886 amclean

flows and/or a stressed balance sheet.

Such investments may carry an
exceptionally high level of capital risk and

volatility of returns.

Bell Potter Securities Limited
ACN 25006 390 7721

Level 38, Aurora Place

88 Phillip Street, Sydney 2000
Telephone +61 2 9255 7200
www.bellpotter.com.au

The following may affect your legal rights. Important Disclaimer:

This document is a private communication to clients and is not intended for public circulation or for the use of any third party, without the prior approval of Bell Potter Securities
Limited. In the USA and the UK this research is only for institutional investors. It is not for release, publication or distribution in whole or in part to any persons in the two specified
countries. In Hong Kong this research is being distributed by Bell Potter Securities (HK) Limited which is licensed and regulated by the Securities and Futures Commission,
Hong Kong. This is general investment advice only and does not constitute personal advice to any person. Because this document has been prepared without consideration of
any specific client’s financial situation, particular needs and investment objectives (‘relevant personal circumstances’), a Bell Potter Securities Limited investment adviser (or the
financial services licensee, or the representative of such licensee, who has provided you with this report by arrangement with Bell Potter Securities Limited) should be made
aware of your relevant personal circumstances and consulted before any investment decision is made on the basis of this document.

While this document is based on information from sources which are considered reliable, Bell Potter Securities Limited has not verified independently the information contained
in the document and Bell Potter Securities Limited and its directors, employees and consultants do not represent, warrant or guarantee, expressly or impliedly, that the
information contained in this document is complete or accurate. Nor does Bell Potter Securities Limited accept any responsibility for updating any advice, views opinions, or
recommendations contained in this document or for correcting any error or omission which may become apparent after the document has been issued.

Except insofar as liability under any statute cannot be excluded. Bell Potter Securities Limited and its directors, employees and consultants do not accept any liability (whether
arising in contract, in tort or negligence or otherwise) for any error or omission in this document or for any resulting loss or damage (whether direct, indirect, consequential or
otherwise) suffered by the recipient of this document or any other person.

Disclosure of interest:

Bell Potter Securities Limited, its employees, consultants and its associates within the meaning of Chapter 7 of the Corporations Law may receive commissions, underwriting
and management fees from transactions involving securities referred to in this document (which its representatives may directly share) and may from time to time hold interests
in the securities referred to in this document.

Disclosure: Bell Potter Securities acted as lead manager and underwriter of APX's capital raising in November 2017 and received fees for that service.

ANALYST CERTIFICATION

Each research analyst primarily responsible for the content of this research report, in whole or in part, certifies that with respect to each security or issuer that the analyst
covered in this report: (1) all of the views expressed accurately reflect his or her personal views about those securities or issuers and were prepared in an independent manner
and (2) no part of his or her compensation was, is, or will be, directly or indirectly, related to the specific recommendations or views expressed by that research analyst in the
research report.
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