UNCOVERING VALUE: DDHI Led.

Drilling Down

Investing in drilling-services companies, let alone newly public, small-cap Australian ones, could be considered a
potentially barrowing experience. Matthew Haynes explains wiy be expects that not to be the case with DDHI1.

Oversimplifying, there are three big
questions a value mvestor has to answer
when investing in a commodity-related
business like Auvstralia™s DDHI Lid. Are
we at an attractive point in the relevant
commaodity cycle? How resilient are the f-
nancials if the cvele rurns the wrong way?
How cheap is the stock relative to conser-
vatively estimated prospects?

Sprott Asset Managements Matthew
Haynes believes DDHI passes that sim-
ple test with flying colors. The company
provides third-party drilling services, spe-
cializing . mulet-disectional directional
drilling, used to reach deeper and harder-
to-access deposits of gold and other met-
als. In its larest fiscal year, 680% of revenues
came from gold, 18% from iron ore and
maost of the rest from copper and nickel.
The company was founded in 2006, took
on Qaktree Capital as a then-50% owner
in 2017, and sold shares to the public in
March of this vear

While commodity prices almost across
the board have been rising, Haynes argues
the outlook remains positive for many of
the metals for which DDH1 equipment
drills. Gold companies have struggled to
replace reserves net of production for the
past decade, implying heavy pent-up de-
mand for gold drilling that 15 already evi-
dent. He expects demand for copper and
so-called platinum group metals o out-
strip supply for years to come, driven by
broadly increasing electrification and digs-
tization, prominently evidenced in elec-
tric vehicles. Capital markets of late have
been generous to exploration-stage mining
companies, raising money that he expects
to go almost “directly into the drill rg.”

He sees many factors setting DDH1
apart when it comes to resilience. Its cus-
tomer base consists primanly of large-
scale, low-cost miners with an ongoing
need to replenish reserves at mature mines
regardless of the cyele stage. Its deep-
drilling programs are often longer-term
in nature and require a higher degree of
expertise, enhancing profitability through
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the eyele. Its equipment is flexible and
all in Australia, minimizing mobilization
costs and underutilizanon of ngs. Man-
agement also has an excellent record in
managing costs and runs a net-cash bal-
ance sheet, ensuring sufficient capital even
for reinvestment through down eyecles. The
proof so far is in the pudding: since 2006
the company has never had an unprofit-
able vear.

How cheap are the shares, now at
AST.157 Assuming 15% revenue growth,
stable EBITDA marging of 25% and $26

million in depreciation expense, Haynes
estimates DDH1% operanng income for
the year ending next June at A$55 million.
That resules in a forward EV/EBIT mul-
tiple today of just 7.2x, half the valuation
accorded Canadian peer Major Drilling
[Toronta: MDI]. At what he considers a
fair 12x multiple, the stock would trade
at around A%2. “We actually own Major
Drilling as well, but DDH1 is a materially
superior company,” he says. “We don't be-
lieve that valvanon discrepancy will per-
sist as the drilling upeyele progresses.” M
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THE BOTTOM LINE

With cyclical tailwinds and a highly resilient business model, the company's prospects
are far brighter than the market appears to recognize, says Matthew Haynes. Applying a
12x EVFEBIT multiple to his FY2022 estimates, the shares would trade at around A%$2.

Sowces: Gompany reparts, other publicly avaiable information
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