BUHLER INDUSTRIES

(BUI-T, $7.16)

Disappointing F4Q04 Results Prompt Target Price Reduction

December 13, 2004

Stock Rating:
MARKET PERFORM 3

6-12 Month
Target Price: $7.05

Financial Summary

09/04A

09/05E

09/06E

EPS (normalized) $0.42 $0.47 $0.53
P/E 17.0x 15.2x 13.5x
Revenue (min) $206.1 $220.0 $234.8
EBITDA (min) $20.0 $20.2 $22.4
EBITDA margin 9.7% 9.2% 9.6%
EV/EBITDA 10.2x 10.1x 9.1x
Market Capitalization (mlin) $179.0
Total Net Debt (mrg, min) $25.3
Enterprise Value (mrg, min) $204.3
Debt/Equity (mrq) 0.3x
Debt/Trailing EBITDA (mrq) 1.5x
Book Value Per Share (mrq) $3.68
Annual Dividend per share $0.14
Diluted Shares Outstanding (min) 25.0

All figures in C$ unless otherwise noted.

Company Description:

Winnipeg-based Buhler Industries manufactures a wide
range of farm equipment for the agricultural industry.
Operating mainly in the North American market, the
company owns nine fully equipped plants totaling over 1.5
million square feet of manufacturing, and provides work for
800 employees. The company markets its products under
five major brand names and uses a network of over 1200
dealers to promote and sell its farm equipment.
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INVESTMENT PERSPECTIVE

Last Friday, Buhler reported disappointing F4Q04 results (see Appendix A).
Specifically, the company earned $0.06 per share for the quarter, compared to
$0.10 for the prior year quarter and our $0.08 forecast. While revenue
increased 7% and matched our top-line estimate of $43.5 min, gross margin of
14% came in well below last year’s reported margin of 24%, F3Q04's margin
of 18.7%, and our 18.0% estimate. Much of the margin pressure in the quarter
was related to the sharp increase in steel costs year-over-year and, to a lesser
extent, foreign exchange. On a more positive note SG&A fell to $3.5 min,
representing an impressive drop of $1 min (or 320 bps) over F4Q03 levels.
Management also kept R&D costs in check during the quarter, reducing them
to $397,000 from $746,000 for FQ403. Finally, Buhler was granted a higher-
than-expected Scientific Research and Experimental Development Program
tax credit by CCRA for fiscal 2004, which effected an income tax recovery in
the quarter. In spite of this mix of F4Q04 challenges, cash flow remained
strong for the company. In total, Buhler generated $34 min of free cash flow
last fiscal year.

OUTLOOK

Although the magnitude with which the rising steel costs impacted Buhler’s
FA4Q04 results tempers our optimism for the company in the near-term, a
number of positive considerations keep us from turning outright bearish on
the stock. First, the company has implemented additional steel surcharges at
the beginning of October, on top of the ones introduced in the spring. As of
2005, permanent price increases are set to replace these steel surcharges. We
expect this to help mitigate any further erosion in the company’s bottom-line.
Furthermore, we do not anticipate that Buhler’s ability to undercut larger
manufacturers will be compromised, as most OEMs have already
implemented or announced material price increases going forward.

Second, we take comfort in the strength of the current agricultural industry
up-cycle. Specifically, we point to the robust industry sales of row crop and
4WD tractor in November—particularly in the United States (see Table 1).
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This, in our view, will enable manufacturers to pass on higher tag prices
without stifling end-market demand. And while we remain cautious on the
outlook of Canadian farm equipment sales, they appear to have finally
rebounded from the summer lows (see Figure 1).

Table 1: North American Tractor and Combine Unit Sales Growth

NOVEMBER YEAR TO DATE
United States Canada North America | United States Canada North America
Compact tractors (2WD under 40hp) 23% -16% 20% 7% 24% 7%
Utility tractors (2WD 40hp-100hp) 43% 11% 38% 17% -1% 16%
Row crop tractors (2WD over 100hp) 58% 3% 45% 40% 10% 29% } Heavy tractor
4WD tractors 52% 9% 44% 21% 3% 22% categories in which
Combines % 16% 8% 49% 27% 44% Buhler competes

Source: AEM

Figure 1: TTM Unit Sales of Row Crop Tractors and 4WD Tractors
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Finally, we believe Buhler does a tremendous job of managing what is under
its control. Notably, the company has: (i) grown its revenue 14% for F2003—
in spite of the significant currency headwinds it faced; (ii) successfully grown
its dealer-direct tractor network to critical mass; (iii) increased inventory turns
to 2.14x for F4Q04 from 1.36x for F4Q03, and more importantly; (iv)
significantly improved its financial position—debt-to-equity and net debt-to-
EBITDA now stand at 0.3x and 1.3X, respectively, from 1.1x and 3.5x last
year. In our view, this positions Buhler to capitalize on future acquisition
opportunities.
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FINANCIAL FORECASTS

In light of the disappointing quarterly results, we are reducing our F2005 EPS
estimate to $0.47 from $0.55. We are now expecting gross margin to come in
at 18% for the year, which is 200 bps lower than we were previously
forecasting. We are also slightly reducing our SG&A and R&D expenses
assumptions while increasing our interest income line item to account for
healthy cash balances going forward. As noted above, we would not be
surprised to see Buhler fund an acquisition with its cash reserves; however,
we are not building this into our current financial forecasts. With F2004 now
in the books, we are introducing our first official EPS forecast of $0.53 for
F2006. This earnings estimate is primarily based on a top-line forecast of
$235 min and a gross margin assumption of 18.5%. While the company is
targeting to revive its gross margins back to the 20% range by next fiscal year,
we prefer to wait and see how successful management is through F2005 at
implementing price increases and improving productivity before baking this
recovery into our numbers. Moreover, we believe our top-line growth
forecasts of 7% for each of F2005 and F2006 (versus management’s guidance
of flat or small revenue increase for this year) balances our conservative
approach to future margins.

VALUATION AND RECOMMENDATION

We are maintaining our MARKET PERFORM rating on Buhler while
reducing our 6-12 month target price to $7.05 from $7.40. Our new target is
based on a P/E multiple of 15.0x our revised F2005 EPS estimate of $0.47.
This is arguably towards the upper end of our comfort zone for Buhler's
valuation at this point in time, and we believe there could be a short-term
pullback in the stock price as the market responds to the soft F4Q04 results.
However, we believe that strong end market demand for Ag products,
management's impressive track record for creating value, and the company's
strong balance sheet will limit the long-term downside to this stock.
Moreover, we note that our 6-12 month target P/E multiple appears
reasonable in light of current peer group valuation metrics (see Table 2).
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Appendix A: Buhler Quarterly Income Statement Summary

Year End September 30; $ thousands

Revenue

Cost of goods sold

Gross profit

Selling and administration expenses
Income from operations

Loss (gain) on disposal of assets
Interest expense

Amortization

Research and development costs
Non-controlling interest

Net earnings before taxes
Income taxes

Net earnings

EPS (diluted)
Normalized EPS (diluted)

Shares outstanding (avg. in millions)
Fully diluted

Ratios (%):

Gross margin

Selling, general and administrative/revenue
Interest expense/revenue
Amortization/revenue

R&D/Revenue

Pretax margin

Income tax rate

Net profit margin

EBIT

EBIT margin (%)
EBITDA

EBITDA margin (%)

4Q04 4Q03
43451 40,456
37,262 30,891
6,189 9,565
3,446 4,499
2,743 5,066
(57) (132)
(339) 62
1,799 1,966
397 746
117 176
826 2,248
(854) (279)
1,680 2,527
0.07 0.11
0.06 0.10
25.0 23.0
14.2 236
7.9 11.1
-0.8 0.2
4.1 4.9
0.9 18
1.9 5.6
-103.4 -12.4
3.9 6.2

487 2,310
1.1 5.7
2,286 4,276
5.3 10.6

%Chg

7.4
20.6
(35.3)
(23.4)
(45.9)

nm
nm
(8.5)
(46.8)
nm
(63.3)
206.1
(33.5)

(38.8)
(39.5)

(78.9)

(46.5)

2004 2003
206,130 181,162
168,529 139,929
37,601 41,233
16,290 16,135
21,311 25,098
(2,010) (726)
(328) 703
6,812 6,894
2,903 3,683
378 267
13,556 14,277
1,507 2,647
12,049 11,630
0.50 0.51
0.42 0.48
24.3 23.0
18.2 22.8

7.9 8.9

-0.2 0.4

33 38

14 2.0

6.6 7.9

11.1 185

5.8 6.4
13,228 14,980
6.4 8.3
20,040 21,874
9.7 12.1

%Chg

138
20.4
(8.8)

1.0
(15.1)
176.9

(146.7)

(1.2)
(21.2)
416

(5.1)
(43.1)
36

(2.1)
(12.1)

(11.7)

(8.4)

Source: Company documents, RJ Research estimates and analysis
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Specific Investment Risks Related to the Industry or Issuer:

Some of the specific risk factors that pertain to the projected 6-12 month stock price
target for Buhler Industries are as follows: a) Buhler’s future growth is sensitive to the
general level of economic activity and the company’s ability to identify suitable
acquisition candidates and/or appropriate markets in which to expand; b) production
capacity constraints and working capital fluctuations could adversely affect the
company’s operating results; ¢) currency exchange rate fluctuations may also
influence Buhler’s financial performance; d) the company could face increased
pressure from direct competitors with greater financial resources; e) Buhler operates
in a highly cyclical industry, which could adversely affect the company’s growth and
operating results; f) labour agreements could subject the company to greater risks of
work interruption and impair Buhler’s ability to achieve cost savings; and g) interest
rate fluctuations may adversely or favourably affect the company’s ability to raise
capital in the form of fixed or floating rate debt. Interest rate increases could lead to a
drop in economic activity, which could have negative repercussions on Buhler’s
operating results.

Research Analyst Certification:

Ben Cherniavsky and Frederic Bastien agree that the following statement is true: The
views expressed in this report (which includes the actual rating assigned to the
company or companies as well as the analytical substance and tone of the report)
accurately reflect the personal views of the analysts covering the subject securities.
No part of said persons' compensation was, is, or will be directly or indirectly related
to the specific recommendations or views contained in this research report.
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