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Danger Zone: Briggs and Stratton (BGG)

Check out this week’s Danger Zone interview with Chuck Jaffe of Money Life and MarketWatch.com.

Briggs and Stratton (BGQG) is the world’s largest producer of air-cooled engines for outdoor equipment. The
company’s subsidiary, Briggs and Stratton Power Group, also manufactures Briggs and Stratton branded power
equipment such as generators. While investors have been busy paying attention to the company’s EPS, they
have been ignoring two realities: that Briggs has become significantly less profitable as its stock price has risen,
and that the company’s management team has failed consistently on several counts.

BGG shares are up 2% so far this year, but we think that the stock has significant downside potential at its
current price.

Why is Briggs’ Profitability Flat Lining?

The first thing you'll notice when looking at Briggs and Stratton is the fact that the company’s profits have gone
nowhere for over a decade. Brigg’s after-tax operating profit (NOPAT) has fallen by 1% compounded annually
over the past 16 years. This decline has occurred despite the fact that Briggs’ revenue has grown by 40% and its
invested capital has grown by 271% over this timeframe.

While Briggs’ revenue is up 1% on trailing 12-month (TTM) basis, this is not surprising due to the company’s
acquisition of Allmand Brothers in the second half of 2014.

As a result of this steady increase in investment and decline in profits, Briggs’ return on invested capital (ROIC)
has fallen from 19% in 1998 to 5% on a TTM basis. Figure 1 plots this decline:

Figure 1: Return on Invested Capital Over Time

Profitability Declining Over Time

18%
16%
14%
12%

10%

8%
6%
4%
2%
0%
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014
e ROIC

Sources: New Constructs, LLC and company filings.

As Briggs’ ROIC has declined, it has failed to earn a return on capital above its cost of capital and earned
negative economic earnings for each of the past nine years.

What’s Behind the Sluggishness?

Briggs has two business segments: Engines, which produces Briggs and Stratton branded small engines; and
Products, which produces Briggs and Stratton branded products, which also uses Briggs’ engines.

Page 1 of 6

Important Disclosure Information is contained on the last page of this report.
The recipient of this report is directed to read these disclosures.


http://blog.newconstructs.com/�
http://www.moneylifeshow.com/SaveFiles1/Upload_Files/150427%20-%20Danger%20Zone.mp3�
http://www.moneylifeshow.com/�
https://www.newconstructs.com/education-net-operating-profit/�
https://www.newconstructs.com/education-invested-capital/�
https://www.newconstructs.com/education-return-on-invested-capital/�
https://www.newconstructs.com/education-economic-earnings/�

-~

R

¢ New Constructs®

STOCK PICKS AND PANS a/27/2015

In the six months preceding the most recent quarter, Engines sales were down over 5% over the previous
period, while Product sales were up almost 13%. Engine sales make up 57% of total sales, with Products making
up the remaining 43%. All told, on a TTM basis, sales were up less than 1%.

So over the short term, poor results can be blamed on struggling sales — over the long term however, sales
have grown. So what’s behind the long-term decline in profits? The answer is slow and steady margin
compression. Pretax margins have fallen from 12% in 2004 to 5% on a TTM basis. In an industry where the
brand of an engine isn’t driving lawnmower or snow blower sales for the majority of consumers, commoditization
across manufacturers has taken its toll.

Not to Mention These Disastrous Acquisitions...

In 2011 Briggs’ CEO Todd Teske stated that he would embark on an aggressive plan to dramatically improve the
size of the company in three to five years by getting into higher margin businesses. Since then, the company has
acquired Branco, a Brazilian power equipment manufacturer, for $57 million in 2012, and Allmand Brothers, a
towable tower and heater maker, for $62 million in fiscal 2015.

Margins and ROIC, however, have declined since 2012, the year of the Branco acquisition.

Briggs has a history of missteps with acquisitions dating back all the way to 1979. In an effort to stem declining
sales in 1979, Briggs wanted to expand internationally. The company acquired a Farymann Diesel GMBH with
the promise of earnings growth, product diversification, and so forth. The acquired business was sold just five
years later.

What has the company learned over the next 30 years?

To do more of the same, apparently. In 2005, Briggs acquired Simplicity Manufacturing for $227 million. Briggs
expected the acquisition to be accretive to earnings per share by $0.45 in fiscal 2005. In the end, Briggs’ EPS
actually declined for the year from $2.69 in to $2.63 in 2005.

This track record of value destruction can be shown in the company’s large amount of accumulated asset write-
downs over time. Write-downs now make up around 17% of BGG’s reported net assets. In other words, BGG
has written off 17 cents for every dollar on its balance sheet:

Figure 2: Write Downs as a Percent of Invested Capital
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Sources: New Constructs, LLC and company filings.

Such large write-downs indicate a consistent pattern of management failure.
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These Adjustments Are Why BGG Earns Our Very Dangerous Rating

One of the reasons that many are seeing a “turnaround” in Briggs’ this year is the company’s solid growth in
reported net income for 2014. However, this growth is based on the company’s artificially depressed 2013
earnings.

In 2013, the company took $19 billion in restructuring charges and $90 billion in write down expenses to lower its
net income to a loss of -$34 million. This ends up providing great looking growth numbers when considering that
Briggs’ $29 million in net income in 2014.

However, our NOPAT calculation shows that Briggs actually earned $74 million in profit last year after the impact
of these restructuring, write down, and other unusual charges are removed. In 2014, we also added back $45
million in non-operating expenses to raise Briggs’ net income of $28 million to its NOPAT of $66 million. As a
result, Briggs’ profits actually declined last year to a tune of 11%, which looks worse than the company’s sudden
return to profitability.

Briggs also has $196 million in accumulated asset write-downs (17% of net assets) as noted earlier, and $195
million in accumulated other comprehensive income (17% of net assets) that we add to the company’s invested
capital.

Finally you should also be aware of Briggs’ $388 million in total debt (42% of market cap), which includes $49
million in off-balance sheet debt from operating leases (13% of debt), and the company’s $226 million in owed
pension obligations (24% of BGG’s market value).

Weak Competitor in a Tough Industry

Briggs and Stratton competes with other companies making small power engines and outdoor equipment such
as the venerable Deere & Co. (DE), Generac Holdings (GNRC), and Toro (TTC). Figure 3 plots Briggs against
this competition in terms of ROIC and price to economic book value (PEBV).

Figure 3: Competition

Company Ticker ROIC PEBV
Deere & Co. DE 16% 0.6
Generac Holdings GNRC 13% 2.2
Toro Co. TTC 21% 2.0
Briggs and Stratton BGG 5% 2.9

Sources: New Constructs, LLC and company filings.

Despite the commaoditized nature of this industry, it's really unclear why Briggs has been unable to achieve
similar margins to its competitors, who also produce engines and power equipment. This looks like another sign
of Briggs’ poor management.

Valuation Ignores Current State of the Business

Despite the company’s flat lining profits and ineffective management, shares of BGG are trading at a significant
growth premium. To justify its current valuation of $20/share, Briggs and Stratton would need to grow NOPAT by
10% compounded annually for the next 17 years.

We think 10% annual growth for almost the next two decades is optimistic for a company that has not grown
profits at all over the course of 16 years. If Briggs can grow profits by a still-optimistic 6% compounded annually
for the next 18 years, the stock is worth less than $13/share, a 36% downside from current levels.

Dividend and Buyback is a Poor Use of Capital

Briggs has used $60 million of the $100 million that has been authorized for its share buyback plan. We think
that this strategy might be keeping the company’s inflated share prices afloat — all while destroying shareholder
value at these inflated prices. In addition, the company’s dividend has declined in recent years. Some investors
may just be sticking around for these regular payouts, but we thing that both the dividend and the buyback are
poor uses of capital for Briggs and its management, which has a lot of catching up to do relative to its
competition as seen in Figure 3 above.
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These Catalysts Make BGG Far Too Dangerous

Another cut to the dividend — which has been cut in half since 2007 — is not unlikely going forward, which
would send shares lower despite being a solid management decision. Cash flow is even weaker now than it was
in 2007, and debt is just as high, so the dividend or the buyback could certainly be reduced in the near future.

As noted in management’s recent conference call, Briggs expects that its OEM (Original Equipment
Manufacturer) customers will start their seasonal production at a later period this year, as inventories of
residential lawn and garden equipment are higher than expected. This will result in lower demand in the second
half of this year. These higher inventories also indicate sluggish demand in the outdoor power equipment
industry overall.

Home sales were weaker than expected in March, and prices fell around the country. If these slow sales
continue, less people will be buying new outdoor power equipment using Briggs engines to use at their new
homes.

Follow the Insiders’ Lead

In the past six months, insiders have bought no shares and sold 186,598 shares, equal to 15% of insider’s total
holdings. Given the facts above, you might want to follow this example.

Short Interest
Short interest stands at 10 million shares, or over 23% of float. Shorting remains a slightly risky proposition.
Dangerous Funds That Hold BGG

The following ETFs and mutual funds allocate significantly to BGG and earn our Dangerous or Very Dangerous
ratings:

1. Heartland Value Plus Fund (HRVIX) — 2.0% allocation to BGG and Dangerous Rating
Allen Jackson contributed to this report.

Disclosure: David Trainer, André Rouillard and Allen Jackson receive no compensation to write about any
specific stock, sector, or theme.
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New Constructs® — Profile

How New Constructs Creates Value for Clients

1. Superior Recommendations — Our stock picks consistently outperform. See our track record
in our stock-picking accolades and Proof Is In Performance reports.

2. More Accurate Research — Our patented Research Platform for reversing accounting
distortions and discounted cash flow analysis leverages better data to deliver smarter research.

3. Time Savings — We check the fine print in thousands of corporate filings so you don't have to.
As reported by Barron’s, our expertise in analyzing SEC filings delivers Hidden Gems and Red
Flags that drive long-term stock-picking success.

4. Transparency — We are proud to share the results of our analysis of over 50,000 10Ks. See
the Corporate Disclosure Transgressions report we provided the SEC. Our reports detail all
data and assumptions. Company Models enable users to change them.

5. Obijectivity — New Constructs is an independent research firm, not tied to Wall Street or
investment banking services. Our models are driven by comprehensive high-quality data not
stories. See our presentation to the Senate Banking Committee, the SEC and many others in
DC.

Our Philosophy About Research

Accounting data is not designed for equity investors, but for debt investors. Accounting data must be
translated into economic earnings to understand the profitability and valuation relevant to equity
investors. Respected investors (e.g. Adam Smith, Warren Buffett and Ben Graham) have repeatedly
emphasized that accounting results should not be used to value stocks. Economic earnings are what
matter because they are:

1. Based on the complete set of financial information available.
2. Standard for all companies.
3. A more accurate representation of the true underlying cash flows of the business.

Additional Information

Incorporated in July 2002, New Constructs is an independent publisher of investment research that
provides clients with consulting and research services. We specialize in quality-of-earnings, forensic
accounting and discounted cash flow valuation analyses for all U.S. public companies. We translate
accounting data from 10Ks into economic financial statements, i.e. NOPAT, Invested Capital, and
WACC, to create economic earnings models, which are necessary to understand the true profitability
and valuation of companies. Visit the Free Archive to download samples of our research. New
Constructs is a BBB accredited business and a member of the Investorside Research Association.
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DISCLOSURES

New Constructs®, LLC (together with any subsidiaries and/or affiliates, “New Constructs”) is an independent organization with no
management ties to the companies it covers. None of the members of New Constructs’ management team or the management team of any
New Constructs’ affiliate holds a seat on the Board of Directors of any of the companies New Constructs covers. New Constructs does not
perform any investment or merchant banking functions and does not operate a trading desk.

New Constructs’ Stock Ownership Policy prevents any of its employees or managers from engaging in Insider Trading and restricts any
trading whereby an employee may exploit inside information regarding our stock research. In addition, employees and managers of the
company are bound by a code of ethics that restricts them from purchasing or selling a security that they know or should have known was
under consideration for inclusion in a New Constructs report nor may they purchase or sell a security for the first 15 days after New
Constructs issues a report on that security.

New Constructs is affiliated with Novo Capital Management, LLC, the general partner of a hedge fund. At any particular time, New
Constructs’ research recommendations may not coincide with the hedge fund’s holdings. However, in no event will the hedge fund receive
any research information or recommendations in advance of the information that New Constructs provides to its other clients.

DISCLAIMERS

The information and opinions presented in this report are provided to you for information purposes only and are not to be used or considered
as an offer or solicitation of an offer to buy or sell securities or other financial instruments. New Constructs has not taken any steps to ensure
that the securities referred to in this report are suitable for any particular investor and nothing in this report constitutes investment, legal,
accounting or tax advice. This report includes general information that does not take into account your individual circumstance, financial
situation or needs, nor does it represent a personal recommendation to you. The investments or services contained or referred to in this
report may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about any
such investments or investment services.

Information and opinions presented in this report have been obtained or derived from sources believed by New Constructs to be reliable, but
New Constructs makes no representation as to their accuracy, authority, usefulness, reliability, timeliness or completeness. New Constructs
accepts no liability for loss arising from the use of the information presented in this report, and New Constructs makes no warranty as to
results that may be obtained from the information presented in this report. Past performance should not be taken as an indication or
guarantee of future performance, and no representation or warranty, express or implied, is made regarding future performance. Information
and opinions contained in this report reflect a judgment at its original date of publication by New Constructs and are subject to change
without notice. New Constructs may have issued, and may in the future issue, other reports that are inconsistent with, and reach different
conclusions from, the information presented in this report. Those reports reflect the different assumptions, views and analytical methods of
the analysts who prepared them and New Constructs is under no obligation to insure that such other reports are brought to the attention of
any recipient of this report.

New Constructs’ reports are intended for distribution to its professional and institutional investor customers. Recipients who are not
professionals or institutional investor customers of New Constructs should seek the advice of their independent financial advisor prior to
making any investment decision or for any necessary explanation of its contents.

This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any
locality, state, country or jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or which
would be subject New Constructs to any registration or licensing requirement within such jurisdiction.

This report may provide the addresses of websites. Except to the extent to which the report refers to New Constructs own website material,
New Constructs has not reviewed the linked site and takes no responsibility for the content therein. Such address or hyperlink (including
addresses or hyperlinks to New Constructs own website material) is provided solely for your convenience and the information and content of
the linked site do not in any way form part of this report. Accessing such websites or following such hyperlink through this report shall be at
your own risk.

All material in this report is the property of, and under copyright, of New Constructs. None of the contents, nor any copy of it, may be altered
in any way, copied, or distributed or transmitted to any other party without the prior express written consent of New Constructs. All
trademarks, service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of New
Constructs.

Copyright New Constructs, LLC 2003 through the present date. All rights reserved.

Page 6 of 6


http://blog.newconstructs.com/�

