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Research Update:

U.K.-Based Paper Packaging Producer DS Smith
Affirmed At 'BBB-/A-3' On Plan To Acquire

Interstate; Outlook Stable

Overview

U K -based paper packagi ng producer DS Smith has entered into a binding
agreement to acquire an 80% share of U. S.-based Interstate Resources
(value of £722 mllion).

« DS Snith plans to finance the acquisition through a conbination of cash
proceeds fromdebt and equity issuance, and its own equity.

W are affirnming our 'BBB-/A-3'" ratings on DS Snith, since we believe DS
Smith's credit nmetrics will remain commensurate with the current ratings
over tine, despite sone worsening in the short term

» The stable outlook reflects our viewthat DS Snmith will successfully
integrate Interstate, resulting in inproving profitability, and that its
credit nmetrics will recover rapidly in fiscal year 2019.

Rating Action

On July 3, 2017, S& dobal Ratings affirmed its 'BBB-' long-termand 'A-3
short-termcorporate credit ratings on U K. -based paper packagi ng producer DS
Smith Plc. The outlook is stable.

Rationale

The affirmation follows DS Snith's announcement that it has entered into a

bi ndi ng agreenent to acquire an 80%equity stake in U S.-based paper and
packagi ng pl ayer Interstate Resources Inc. for a total consideration of $1.15
billion (approximately £900 million) including its financial debt. The
transaction is expected to close over the follow ng three nonths.

DS Smith intends to finance the acquisition with the i ssuance of £386 mllion
of new debt, a £280 nillion equity increase, and £236 nillion of the group's
shares. Interstate's previous owner will retain 20% of the conpany's equity.
But a put option, which we consider in our adjusted debt figure, exercisable
within five years after the closing of the transaction, will allow DS Smith to
acquire 100% of the group. Al though we expect DS Smith's credit netrics will
weaken slightly in fiscal year ending April 30, 2018 (fiscal 2018) as a result
of the transaction, we expect that DS Smith will continue to generate strong
cash flow generation that helps its credit ratios recover quickly in
subsequent years. We expect the group will maintain its prudent financial
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policy, as denonstrated by the significant proportion of equity in the
transaction, and focus on del everagi ng. W therefore do not anticipate any
further material debt-funded acquisitions or higher-than-usual sharehol der
distributions in the short term

We view the acquisition as noderately positive froma business risk
perspective, since Interstate provides DS Smith a route into the attractive
U S. narket, allowing the group to increase its organic growth prospects,

i mprove group EBITDA margins, and realize synergies and opportunities to
further inprove efficiency through working capital management and cost
rationalization. Neverthel ess, we consider that follow ng a successfu
integration of Interstate, DS Smith would remai n somewhat weaker than peers
like Snmurfit Kappa or Mondi, prinmarily due to lower profitability but also
weaker geographic diversification and snaller scale.

In our base case for DS Snith, we assumne:

* Underlying organic revenue growth (excluding foreign-exchange effects and
acquisitions) of high single digits in fiscal 2018, reflecting our
expectations of positive volume growth and materially increased prices.
For the subsequent periods, we forecast organic revenue growh of 2% 3%
per year.

 Acquisition spending will be limted in fiscal 2018, since we expect DS
Smith will focus on the integration of Interstate. Thereafter, we
forecast a gradual increase in acquisitions to historical levels of up to
$200 nillion per year.

o« Slightly inproving EBI TDA margins in fiscal 2018 to 11% 12% (after
exceptional costs). For 2019 and 2020, we expect EBITDA margins will show
further inprovement toward the 13% 14% r ange

* Annual capital expenditure (capex) slightly increasing to around 5% of
sales (or £250 million) in fiscal 2018 and stabilizing at 4% 5% of sales
i n subsequent years.

Based on these assunptions, we arrive at the follow ng adjusted credit

neasur es:

e Funds from operations (FFO to debt of about 27%in fiscal 2018 (about
29% on a pro forma basis), recovering to above 30%thereafter

e Debt to EBITDA increasing to 2.7x in fiscal 2018 (2.6x on a pro forna
basis) from2.3x in fiscal 2017, rapidly inproving thereafter toward
2. 0x- 2. 5x.

Liquidity

The strong liquidity assessnent is supported by our expectation that the
conpany's liquidity sources will exceed its liquidity uses by 1.5x over the
next 24 nonths, supported by healthy cash bal ances and full availability under

its commtted revolving credit facility (RCF), with headroom under its
covenants of over 30%

We estimate DS Snith's principal liquidity sources for the next 12 nonths as:
e £139 nmillion of unrestricted cash as of April 30, 2017,
» Access to a largely undrawn conmtted RCF of £800 million

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT JULY 3, 2017 3

1878274 | 300970925



Research Update: U.K.-Based Paper Packaging Producer DS Smith Affirmed At 'BBB-/A-3' On Plan To Acquire
Interstate; Outlook Stable

e Qur forecast of cash FFO of about £450 nillion-£500 mllion;

* Wrking capital inflows of about £15 nmillion; and

e £280 million fromnew equity and £400 nmillion of new debt facilities to
finance the acquisition of Interstate.

These sources conpare with the following liquidity uses for the sane peri od:

e Seasonal working capital requirements of about £60 mllion;

e Expected dividend distributions of £120 million-£140 mllion;

» Capex of about £300 nillion; and

» The acquisition of 80%of Interstate's equity and all of its existing
debt for a cash consideration of around £666 mllion.

Outlook

The stable outlook reflects our viewthat DS Smith will successfully integrate
Interstate, increasing its organic revenue growh and inproving the group's
profitability, while generating substantial positive free operating cash flow

over the next two years. Although we expect the group's |leverage will increase
in the short term we believe that managenent will maintain prudent financial
policy and credit netrics will rapidly recover over the subsequent periods,

with FFO to debt stabilizing at 30% 40%

Downside scenario

We coul d consider a downgrade if DS Smith enbarked on further |arge

debt - funded sharehol der distributions or acquisitions, wthout suitable
mtigants. We could al so consider a negative rating action if DS Smith failed
to show signs of successful integration of the acquired Interstate,

experi enced severe margin pressure, or generated weaker cash flows than we
anticipate, leading to prolonged weaker credit netrics--for exanple, debt to
EBI TDA of nore than 3x, and FFO to debt bel ow 30% -for nore than 12 nonths.

Upside scenario

We consider ratings upside to be limted in the short term due to the
expected deterioration in credit netrics for fiscal 2018 as a result of the
acqui sition of Interstate. However, we could consider raising the ratings if
we believed that DS Smith could sustain adjusted debt to EBI TDA of about 2x
and FFO to debt exceeding 40% wth a publicly conmuni cated financial policy
t hat supported mai ntenance of such netrics.

Ratings Score Snapshot

Corporate Credit Rating: BBB-/Stable/ A3

Busi ness risk: Satisfactory
e Country risk: Internediate
 Industry risk: Internediate

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT JULY 3, 2017 4

1878274 | 300970925



Research Update: U.K.-Based Paper Packaging Producer DS Smith Affirmed At 'BBB-/A-3' On Plan To Acquire
Interstate; Outlook Stable

e Conpetitive position: Satisfactory

Financial risk: Internedi ate
 Cash flow Leverage: Internediate

Anchor: bbb-

Modi fiers

« Diversification/Portfolio effect: Neutral (no inpact)
e Capital structure: Neutral (no inpact)

e Liquidity: Strong (no inpact)

 Financial policy: Neutral (no inpact)

« Managenent and governance: Satisfactory (no inpact)
 Conparable rating analysis: Neutral (no inpact)

Related Criteria

* CGeneral Criteria: Methodol ogy For Linking Long-Term And Short-Term Rati ngs
, April 7, 2017

e Criteria - Corporates - Ceneral: Mthodol ogy And Assunptions: Liquidity
Descriptors For d obal Corporate |Issuers, Dec. 16, 2014

e Criteria - Corporates - Industrials: Key Credit Factors For The
Cont ai ners And Packagi ng I ndustry, Nov. 19, 2013

e Criteria - Corporates - Ceneral: Corporate Methodol ogy: Ratios And
Adj ust ments, Nov. 19, 2013

e Criteria - Corporates - General: Corporate Mthodol ogy, Nov. 19, 2013

e CGeneral Criteria: Country Ri sk Assessment Methodol ogy And Assunpti ons,
Nov. 19, 2013

e CGeneral Criteria: Methodology: Industry Risk, Nov. 19, 2013

* CGeneral Criteria: Goup Rating Methodol ogy, Nov. 19, 2013

e General Criteria: Methodol ogy: Managenent And Governance Credit Factors
For Corporate Entities And Insurers, Nov. 13, 2012

e Ceneral Criteria: Use OF CreditWatch And Qutl ooks, Sept. 14, 2009

e Criteria - Corporates - Ceneral: 2008 Corporate Criteria: Rating Each
| ssue, April 15, 2008

Ratings List
Rati ngs Affirned

DS Smith Plc
Corporate Credit Rating BBB-/ St abl e/ A-3
Seni or Unsecured BBB-

Additional Contact:

Industrial Ratings Europe; Corporate_Admin_London@spglobal.com
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Certain terms used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific neanings ascribed
to themin our criteria, and should therefore be read in conjunction with such
criteria. Please see Ratings Criteria at ww. st andardandpoors. com for further

i nformati on. Conplete ratings information is available to subscribers of

Rati ngsDi rect at www. gl obal creditportal.comand at spcapitaliqg.com All
ratings affected by this rating action can be found on the S& d obal Ratings'
public website at ww. st andar dandpoors.com Use the Ratings search box | ocated
in the left colum. Alternatively, call one of the follow ng S& G obal

Rati ngs nunbers: Cient Support Europe (44) 20-7176-7176; London Press Ofice
(44) 20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225;

St ockhol m (46) 8-440-5914; or Mscow 7 (495) 783-4009.
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