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Keppel Corp (SGX:BN4) SGD8.76 March 2015

Keppel Corp is one of the leading rig builders for the energy industry and a timely short. The company
currently trades off of peak earnings, while free cash flow has been non-existent for the past four years.
The rapid build-up in the offshore oil rig industry has forced Keppel to compete with Chinese ship-yards
that offer very lenient payment terms. Keppel is about to enter a period of under-utilization and asset
impairments as rig owners delay deliveries of rigs and Chinese shipyards continue to gain market share.

Ticker: BN4 Current Price: SGD 8.76
Action: Short Market Cap (MM) SGD 15,864
Expected Timeframe: 1-3 years Enterprise Value(MM) SGD 17,511
Asset Class: Common Equity Target Price: SGD 4.63
Target Allocation: 0.5-1.5%

Catalysts: Delivery Delays, Customer Restructurings

*all figures are taken from 2/27/2015 closing prices. All figures in Singapore Dollars(SS$) unless otherwise noted.
Investment Overview

Keppel Corp represents the next attractive short in the energy space. At current prices (558.76) Keppel
trades at a price to NAV ratio of 1.54X, a healthy premium that assumes Keppel will be capable of
generating market-beating returns for several years. However, the market is overlooking the risks
involved with doing business with offshore rig companies, many of which have stretched balance sheets
and will have trouble meeting their capital expenditure plans over the next few years. As a result, rig
owners are delaying the delivery of rigs and Keppel will be left holding the rigs on their balance sheet
and in their shipyards.

To make matters worse, Keppel is caught in a financing war with other shipyards. Where rig building
used to be cash flow positive throughout the build, rig owners can go to some yards and demand
payment terms that would make Angelo Mozilo blush. The shift in payment terms means Keppel fails to
generate any free cash flow during a rig build making the company much more susceptible to industry
downturns and customer defaults. All of this developed during an unprecedented building boom that
took place in the energy markets.

Given the high likelihood that rig owners walk away from their contracts, either due to restructurings or
a lack of work, Keppel will be left holding assets on their books that generate no cash flows. When
coupled with the lenient payment terms, Keppel’s NAV is a mirage. | believe that shares of Keppel
should trade no higher than NAV and in a bearish scenario, should trade decidedly lower. Currently, |
believe Keppel is worth no more than 85% of my adjusted NAV calculation, which implies a price target
of $4.63, or roughly 50% downside from current prices.

Looking further out, Chinese shipyards have several advantages over Keppel and currently are taking
market share. As these yards improve their quality, rig operators will continue to shift purchases away
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from the Singapore yards towards the Chinese yards. Rig construction will become a pure commodity
and excess returns will erode. Keppel will be left with under-utilized yards and will be forced to compete
on like terms with the lower cost Chinese yards. Longer-term, this poses a significant threat to Keppel.

While an exact downside target is tough to quantify with precision, | believe there is 45-65% downside
for shares, with a low probability of upside risk given the highly capital intensive nature of Keppel,
abnormally high book value, and low likelihood of another offshore energy building boom.

Overview of Keppel Corp

Keppel Corp is a Singapore based industrial company with four operating arms: Offshore & Marine,
Infrastructure, Property, and Investments. On the surface Keppel is profitable and the segments are

doing well. The table below shows segment revenue and profitability for 2014.

Table 1. FY 2014 Keppel Corp Segment Revenue and Profitability Source: Q4 2014 Keppel Presentation

In Millions Offshore Infrastructure Property Investments Consolidated
Revenue 558,556 552,936 $$1,729 SS64 $513,283
EBITDA 551,366 SS570 SS686 SS17 $$2,639
Operating Profit $$1,224 SS466 SS667 SS16 $$2,373
Net Profit $51,040 $$320 SS482 SS43 $51,885
EPS $$1.04
\ ROE 18.80%

Based on the chart above, it should be clear that Offshore & Marine (O&M) is the tail that wags the dog.
While the company is diversified into other divisions, more than 51% of the company’s EBITDA is
generated within the O&M division. Therefore | will split the analysis of the company into two segments
one (comparatively small) segment on the rest of Keppel, and an analysis on the O&M division.

Infrastructure, Property and Investment Segments

As can be seen in Table 1, Keppel’s Infrastructure and Property divisions generated $S$570 and S$686
million of EBITDA in 2014. Outside of the Offshore division, these two segments were the two biggest
divisions. The Investment segment is quite small in comparison (S$17 million EBITDA, 2% of Keppel’s
profits) and will be ignored in this report.

The Infrastructure segment is diversified with assets that include data centers, EPC projects, and logistics
businesses. The Infrastructure segment generated 17% of Keppel’s profits in 2014. A significant portion
of the operating profit from this division in 2014 was due to the divestment of their data center assets.
The divestment added $5$243 million to this segments profit, without the divestment the Infrastructure
segment would have contributed only S$77 million to Keppel Corp. Keppel also benefited from the drop-
down of assets into separately listed subsidiary, Keppel REIT. Heading into 2015 the Infrastructure
division plans to divest a 51% stake they own in a power generation plant. This will generate (no pun
intended) cash that can be used to invest in other infrastructure projects.
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A fair value for the Infrastructure segment is tough to determine precisely due to the number of
transactions and drop-down potentials. However, if we take segment profit of S$77 million and apply a
10-12X multiple (a reasonable range for a cyclical, capex intensive business), a fair value for the
Infrastructure division is between $$770-5$924 million. That works out to a per share value of $50.42-
0.51 for the Infrastructure division. Future drop-downs could enhance value.

The Property division owns and develops properties around the world. The Property division generated
26% of Keppel’s profits in 2014, or S$482 million. Keppel is chasing after some of the hottest properties
markets, purchasing property in New York City, China, and Singapore. | believe the property division
could experience issues down the road given that several markets that Keppel operates in are
experiencing sky-high valuations and/or systemic problems. If we capitalize the net income of Keppel’s
property division at an 8% cap rate, the property division is worth $$6.02 billion. This works out to
$$3.32 per share.

The big Kahuna earnings wise and valuation wise, resides in the Offshore and Marine division.
Offshore and Marine Analysis

The Offshore division is the tail that wags the dog. About half of the EBITDA Keppel generates is
produced in this division. Keppel operates in shipyards around the world, with main hubs in Brazil and
Singapore. The division has a current order balance of $512.49 billion. The backlog can be seen in the
graphic on the next page.

The bulk of the backlog is for new build jackups and semi-submersibles. Currently there are 28 jackups
on the order book with an average value north of USD $200 million, leading to an estimated value of
more than USD $5.8 billion. Semi-submersible orders account for 9 units and with an average estimated
price of more than USD $650 million per unit, these rigs account for another USD $5.8 billion of
cumulative revenue. It is clear that semi-subs and jackups are the largest two segments of the O&M
orderbook.

Contracts like these are a two-way street though. Having a large backlog is only worthwhile if the
counterparty can pay on time. There is considerable evidence that Keppel’s counterparties are under
financial distress and will need to make tough decisions about their future orders.
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Graphic 1. Keppel O&M Backlog Source: Q4 2014 Presentation
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Offshore Counterparties

Keppel currently has a number of counterparties who have contracts for delivery of rigs. While many of
these parties are solvent and will pay their contracts on time, | have significant doubts about many of
the largest counterparties at Keppel. Transocean, Petrobras, Sete Brasil, Hercules, and Paragon all are
experiencing significant financial difficulty and will continue to experience difficulty going forward. As
examples, this report will examine the two largest counterparties, Transocean and Sete Brasil.

Overall, the offshore drilling industry is entering a supply glut. Every class of offshore rigs has a massive
delivery schedule over the next few years. The industry will make it through the glut, but some of its
players will not. A short thesis on Transocean was published by Dichotomy Capital back in November
2014. Since that time, oil prices have drifted lower and the thesis strengthened significantly. Transocean
is facing enormous headwinds with a fleet of older rigs and a balance sheet burdened with $10.35 billion
of debt. Transocean may not generate any free cash flow in 2016 and, EBITDA is declining at a rapid rate.

Relating to Keppel, Transocean ordered 5 jackups at for a total cost of USD $1.1 billion. According to
September 23, 2014 Morgan Stanley research note, Transocean will have only paid USD $324 million of
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that consideration to-date as of the end of 2014. This leaves $776 million remaining to be paid, which
will be paid upon delivery. While this is going on, Transocean will also be paying for their new 7"
generation drillships. Originally, Transocean had planned on using Transocean Partners LLC, their
deepwater financing vehicle that mimics an MLP, to help pay for the drillships. Transocean Partners
would issue equity to help pay for a portion of the rig delivery costs. The carnage inflicted upon the
offshore drilling industry has decimated shares. Transocean would either need to aggressively dilute
current Transocean Partners shareholders (of which Transocean is the biggest one), or pay for more of
the delivered rig with their own balance sheet.

Transocean knows that paying for all of their newbuilds will prove difficult. On February 19, 2015 Keppel
and Transocean announced that they would be delaying the delivery of all the jackups by six months.
Keppel spun the news as a positive, saying it helps them spread the workload out. However, as explored
in future sections, it creates an interesting dynamic of lower revenues and profits. While seemingly
small, these Transocean rigs were supposed to be delivered in early 2016. Given the relatively long lead
time, it seems clear that Transocean is anticipating significant liquidity concerns. Debt holders of
Transocean are taking notice as can be seen in the chart below.

Graphic 2. Credit Default Swaps of Transocean Pulled February 26, 2015
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Transocean has slashed their dividend, fired their CEO, and will need to address their substantial debt
load over the next few years. With offshore rigs seeing their rates slashed and contracts cancelled,
Transocean will have considerable difficulty addressing their entire newbuild program, which amounts
to more than $4.5 billion of spend. Tough decisions will likely need to be made and Keppel will suffer as
a result. While Transocean is having plenty of difficulty and preparing for financial troubles, Sete Brasil is
confronting matters far worse and in greater magnitude right now.
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Sete Brasil

Sete Brasil is an oil-rig provider created by Petrobras to meet local supplier restrictions. Sete ordered
more than 21 platforms from various shipyards around the world and Petrobras ordered more rigs on
top of that (rigs to be operated by other operators like Seadrill). The two companies were intertwined
from the start, with Petrobras owning a significant portion of Sete Brasil. While the order book was
huge, it was seemingly manageable. Manageable that is, until Petrobras and Sete Brasil began
experiencing financial troubles and corruption charges.

Following a long probe into Petrobras, there have been numerous arrests for money laundering, bribery,
and contract inflation. A slew of employees, public officials, and foreign companies are in the crosshairs
of prosecutors. Given the close relationship between Sete and Petrobras, the allegations cross both
companies. The allegations have created more problems for Sete though. Embedded in the loan
documents that were drafted to fund Sete is a “no-corruption clause.” Given the clear fact that there
is/was corruption, this clause is complicating the disbursement of funds that Sete needs to pay for rig
orders. Sete needs this loan to avoid default. Given the highly complicated capital structure, default
seems likely.

The financial impact is already being seen by several rig owners and builders, a few of which are outlined
below.

-On February 13, 2015, Seadrill announced that $1.1 billion worth of Petrobras contracts were no longer
viable.

-Pacific Drilling decided to move their drillship, the Mistral, out of Brazil after it was unable to secure
work in Brazil. The Mistral had previously been working under a 3-year contract with Petrobras. This is
not new news, as there was intense competition a year ago and Pacific Drilling noted “Petrobras is
certainly pushing hard on rates.”

-Most alarming for Keppel is the massive contract cancellation of Brazilian Shipyard EAS, who opted to
sever a $6 billion contract after Sete supposedly missed payments. This is quite extreme given that as
recently as December, EAS was in the process of manufacturing four drillships and had completed more
than 33,000 tons of steelwork. Some commentators speculate that Sete could be shut down.

These financial troubles show a group of companies without direction and desperately in need of
financing. Given Petrobras’ size relative to the Brazilian economy, Petrobras’ financial health can
positively or negatively impact a significant portion of Brazil’s economy and their currency, the Brazilian
Real. The exchange rate between the Brazilian Real and Singapore dollar can be seen in the graphic
below. Over the past year the Real has depreciated more than 12% relative to the Singapore Dollar.
Given the amount of work that must be accomplished in Brazil, this is not good for Keppel nor is it good
for the massive facility Keppel built in Brazil solely to comply with local work requirements.
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Graphic 3. Chart of Brazilian Real to Singapore Dollar Exchange Rate Source: barchart.com
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Besides the high cancellation risk and eroding currency (with no real hedges by Keppel), there is very
real legal risk here. Keppel is accused by Pedro Barusco, a former director of Sete Brasil, of participating
in the contracting scheme. Whether or not the contracts will be cancelled or adjusted is anyone’s guess.
Regardless, Keppel has USD $4.1 billion of exposure to Sete, a company perilously close to defaulting on
their obligations. As expected, Keppel has denied the allegations but this exposure cannot be
overlooked.

| believe that Sete needs an emergency government backstop to continue functioning as an ongoing
entity. While there may be support from the Guarantee Fund for Naval Construction, this is not 100%
clear given the corruption allegations. Prior to the corruption scandal, Sete was aiming for a capital
structure that was only 25% equity and 75% debt, a figure that was far higher than over-levered players
like Transocean. Part of this capital structure was predicated on Petrobras’ investment grade rating, a
rating that has since disappeared.

Finally, the cancellation of EAS’ contract eliminates more than S6 billion worth of assets, assets that are
necessary to produce cash flow. With such a levered capital structure, Sete will need to take significant
actions to avoid defaulting on their commitments. Luckily for Sete, they received very favorable
financing terms from rig builders.
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Sub-prime Financing for Energy Corporations

The construction of offshore energy platforms has typically been a profitable endeavor. Shipyards would
construct the platforms and they would get paid by hitting certain milestones. In the mid-2000’s orders
for new rigs begin to take off, especially those of jackups. The increase in orders was due, in part, to a
large number of speculative orders, or rigs that had no firm contract lined up. While this large buildup
was seen as a good thing, lurking in the shadows were several Chinese shipyards that offered lower
prices and loose financing terms to undercut rivals.

While Keppel may not have been dancing at the same pace — the music was playing and they had to
dance. This loosening of terms has been going on for years. For example, oin July 2, 2011 Asia Offshore
drilling executed an order that paid Keppel 20% down and 80% at the time of delivery. A down payment
like this would barely pay for the cost of the steel , which normally accounts for 10-20% of the cost of a
jackup, shown in the picture below.

Graphic 2. Costs for Jackups and Drillships. Source: Offshore Mag

Construction cost distribution for jackups and floaters.

Floaters Jackups
Cost Proportion Cost Proportion
(million $) (%) (million $) (%)
Steel 2560 <10 15-40 10-20
Labor 50-120 10-15 15-55 10-30
Driling equipment 100-200 20-30 20-70 10-30
All othar equipmeant 100200 20-30 35-50 20-30
Profits 5075 <10 10-25 <10
Total 500-700 100 175-225 100

Delivering an oil rig and receiving 80% of the payment at that time requires a company to operate in a
deficit and the rig builder is dependent on the solvency of their counterparties. Sometimes, down
payments are excluded altogether. Keppel ultimately needs to compete more aggressively with Chinese
shipyards, who “do not appear concerned with near-term profitability or returns on capital.” The
financing tactic has worked and by 2017, Chinese shipyards will have capacity that rivals Singapore’s. As
a result, Singapore shipyards have lost market share over the past decade and will likely continue to do
so as quality and price improve in Chinese shipyards. The financing certainly cannot be beat.

The loose financing and rise of Chinese shipyards has impacted construction of equipment other than oil
rigs. Recently, Keppel announced a plan to convert liquefied natural gas carriers (LNG), to floating
liquefied natural gasification facilities (FLNGV) for Golar LNG. The conversion is a massive undertaking
requiring billions of dollars of capital expenditures spaced out over several years.
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Graphic 3. Shipyard Market Share Source: Vincent Fernando Marine Money Conference Sept 2013
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The technical considerations for these vessels are massive, and largely unknown. Right now, it appears
that Keppel is simply saying that they can do it. | have no way of confirming they can or cannot, it is
simply a massive engineering feat. If Keppel cannot complete the design, Golar can cancel and will be
refunded their down payment and milestone payments, less a set cancellation fee. Golar has
tremendous flexibility with the vessel build and stated during their Q2 2014 conference call “It’s in the
best interest of Keppel to have the vessel delivered on time.” It appears that Keppel is taking on the
majority of the risk and payments are being pushed out further and further.

As these rigs are built Keppel books the build on their balance sheet and cash flow statement. Keppel
recognizes revenue and profit via percentage of completion accounting. In their Q4 2014 prepared
remarks, Keppel’s Chairman stated “Offshore & Marine’s 15% increase in revenue was largely attributed
to higher revenue recognition from on-going projects.”

Thus, revenue and profit increase in expectation of being paid, while actual cash is not collected until
the end of the contract. As mentioned earlier in this report, Transocean has delayed the delivery of
jackups. In this instance, Keppel has already booked some of the revenue as a percentage of completion.
With the delay though, this revenue has clearly been overstated. While the income statement looks
clean, the cash flow statement tells another story. The table below shows historical free cash flow.
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Table 2. Free Cash Flow Generation for Keppel Source: Company Financials

In Millions 2014 2013 2012 2011 2010
Operating Profit SGD 2,373 SGD 2,134 SGD 2,621 SGD 1,897 SGD 1,556
Operational Cash Flow before WC SGD 2,112 SGD 1,918 SGD 2,639 SGD 2,130 SGD 1,789
Stocks & Work-in-progress SGD (2,134) SGD (2) SGD (855) SGD (1,856) SGD (594)
Net Cash from Operating Activities SGD 21 SGD 624 SGD 1,006 SGD 242 SGD 450
CapEx SGD (993) SGD (936) SGD (836) SGD (875) SGD (873)
Free Cash Flow SGD (971) SGD (311) SGD 170.6 SGD (633) SGD (422)
NAV Per Share SGD 5.73 SGD 5.37 SGD 5.14 SGD 4.14 SGD 3.63

There has been a clear separation from operating profit and net cash from operating activities, most of
which is due to the build-up of works-in-progress. Actual free cash flow has been decidedly negative
over the past few years. The large accumulation of works-in-progress has driven the balance sheet over
the past few years, as can be seen in the chart below.

Table 3. Asset Values 2010-2014 Source: Company Financials

In Millions of SGD 2014 2013 2012 2011 2010

Net Works-in-progress SGD 8,284 SGD 3,585 SGD 5,823 SGD 4,742 SGD 2,802

Net Assets SGD 14,727 SGD 13,688 SGD 13,578 SGD 11,761 SGD 9,723
Net Works-in-pr ogr ess as a ...

% of Net Assets 56.3% 26.2% 42.9% 40.3% 28.8%

From 2010-2014 works-in-progress went from only 28.8% of net assets to more than 56.3% of net
assets. This works out fine if the company is promptly paid. However, there will be significant weakness
to Keppel’s free cash flow and net asset value should payment terms get adjusted. It should be
mentioned that not all of the works-in-progress are related to the Offshore division, however a
significant portion is.

Overall, Keppel has seen a shift in their cash flow structure. What used to be highly profitable
throughout a rig build has changed to a payment on delivery structures. Given the continued quality
improvement from Chinese shipyards, it stands to reason that Singapore shipyards will continue to lose
market share, especially over the next few years when demand drops. The overall impact of the loose
financing has been a tremendous swing in free cash flow for Keppel, although valuations have remained
high.

10 Dichotomy Capital LLC info@dichotomycapital.com Scarsdale, NY



Dichotomy Capital LLC

Contrarian and Research Driven CAP I TAL

Valuation

As of 12/31/2014 Keppel has a NAV of $S$5.73, versus a 2/27/2015 closing share price of $$8.75. The 52%
premium to NAV implies that Keppel can produce returns that exceed the broader market by more than
50%. This assumption seems to fly in the face of returns generated in the past. | do not believe that to
be the case and will propose three scenarios that highlight potential valuations.

1. Bull Scenario

With the current facts at hand, a bullish scenario for Keppel is straightforward to envision — all their
backlog gets delivered on time and new orders start back up. With all the shipyards in China, there
would need to be an incredible surge in orders for this to get accomplished. In other words, the world
would need to experience the same exact rig building boom that just took place.

Under a rare chance that payments were prompt and a rig building boom started back up again, |
believe Keppel could value their shares at 2X book given their high-teens ROE through the cycle. With
NAV of S$5.73 per share, that implies a share price of S$11.46. This scenario would imply downside of
30% for shorts. | consider this scenario to be unlikely given the announced delays in rig deliveries,
financial hardships, and increased competition from lower cost Chinese shipyards.

2. Base Scenario

In my base scenario, | envision a delay of orders and some asset impairments. The easiest impairment to
quantify is the CAN-DO drillship, a speculative build drillship being built by Keppel simply to build one.
With the ultra-deepwater oil rig market in such disarray, it seems unlikely, if not impossible, for Keppel
to find a contract and sell the CAN-DO at a reasonable price. Remember, this is an untested drillship and
lacks any sort of historical performance record.

While exact figures are unknown, | estimate that Keppel has booked ~USD $400 million of the build on
their balance sheet. | base this estimate on the facts that Keppel began to build the drillship at the peak
of the market (in 2013) and was expecting to outfit the drillship with more technologies than any Korean
built drillship. As a result, they were hoping to achieve a “significant premium” over Korean drillships.
Korean drillships generally cost around USD $600 million, thus to be conservative, | will assume that
Keppel’s drillship will cost about the same. | think it is reasonable to expect an impairment ranging from
$100-$300 million (16-50% depending on the state of the ultra-deepwater market) for the CAN-DO in
2016/2017. The CAN-DO may quickly become a CANNOT-DO.

Outside of this speculative build, deliveries for other rigs are already being delayed (see Transocean
segment), which will lower ROEs from high teens to a much more pedestrian level. With Chinese
shipyards searching for work | think the plush returns enjoyed prior to 2010 will be history. Obviously
guessing what level ROEs stabilize at is speculation, but | think a typical commodity-like return of 7-10%
seems reasonable, roughly in-line with the market. With an ROE of 7-10%, Keppel would be fairly priced
around book value.
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However, | think a discount to book should be applied because | expect there to be some impairments
and free cash flow generation has been quite poor. For the base scenario | will assume $$500 million of
impairments, which accounts for the CAN-DO drillship and either some missed payments from Sete, or
missed payments from weaker rig operators, such as Transocean, Paragon, or Hercules. The impact can
be seen in Table 4. What used to be a cash flow positive order flow, is now more akin to E&C companies
with backend loaded payments. If rig delivery continues to get pushed out, so too will free cash flow
generation. As such, | think a discount to book value should be applied to account for the poor cash flow
generation.

In this scenario, | have applied a 15% discount to book value to account for the poor historical returns
and shift in quality of the business. Obviously, this is subjective and | encourage readers to apply their
own premium/discount.

Table 4. Base Scenario Downside

Current NAV/share NeDEWE]

Impairments/Share SGD (0.28)
Target Book Multiple 0.85X
‘ Downside to Target ’ -47% ‘

3. Bearish Scenario

The Base scenario assumes only S$500 million of impairments and lower ROEs. In a worst case scenario,
Keppel could see massive impairments and a huge loss of capacity. Sete Brasil has already seen one rig
builder walk away from rig construction, so it seems odd that Keppel is pushing ahead with construction,
as if they are invincible. Keppel currently has more than USD $4 billion of exposure to Sete Brasil. Many
of these rigs are well underway construction. According to Keppel management, Sete stopped paying in
November of 2014, but construction has continued on regardless. A total writedown would be
devastating, but unlikely. Given the number of outcomes likely, | will guess that a cumulative
impairment of $1 billion takes place. This impairment also includes the CAN-DO drillship.

As problems continue with Sete, Keppel would be confronted with a utilization problem. Keppel has a
large yard in Brazil and should Sete decide to delay (or cancel) future semi-subs, utilization and profits
would plummet. Besides Sete, | believe it is likely that Chinese yards will continue to improve design and
win more market share. In this case, returns would be limited to mid-single digits. For a bearish scenario
| assume that the market prices Keppel at 0.6X adjusted book value, a level that accounts for subpar
returns, prolonged competition, decreased utilization, and continued impairments.
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Table 5. Bearish Scenario

Current NAV/share NeDEWE]

Impairments/Share SGD (0.55)
Target Book Multiple 0.6X
‘ Downside to Target ’ -64%

The summary for my three scenarios can be found below.

Table 6. Summary of Dichotomy’s pricing scenarios

Scenario Impairments ROE Book Multiple  Target Price Change in Share Price
Bullish None 12-18% 2.0X SGD 11.46 31%
Base SGD 500 7-10% 0.85X SGD 4.63 -47%
Bearish SGD 1,000 4-7% 0.6X SGD 3.10 -64%

Given the news flow and troubles occurring with a number of Keppel’s customers | think the Base
scenario represents a likely outcome. Even if the thesis is wrong, | do not believe there is significant
upside in shares, limiting losses for a potential short. Obviously, a more precise fair value would be
better, but | do not think it is necessary. There are a number of moving pieces here that are clearly
moving against Keppel.

Finally, to think of the valuation in another way, at the current price of S$8.76, | believe that the
Property and Infrastructure division combine for $$3.32 of per share value (see page 3). This leaves
$S5.44 of value (S$9.85 billion at 1.811 billion shares outstanding) for the Offshore division. Given the
likelihood of peak earnings, impairments, and increased competition, it seems that the offshore division
is significantly overvalued — even if the other divisions are not.

Risks

| will concede that Keppel has historically been a well-run company. Management could find ways to
expand their business and lessen the impact of offshore drilling. By diversifying their business lines into
property and infrastructure, they will be less exposed to the offshore destruction compared to say,
Sembcorp Marine, another Singapore rig builder whose consolidated revenue is entirely that of offshore
rigs. Should Keppel be able to build property at an above-average rate and drop down assets, the
destruction in the offshore space may be muted.

The thesis that offshore drilling is about to enter a prolonged downturn could prove incorrect as well. |
believe that the number of rigs being built makes this unlikely and oil prices would need to climb
demonstrably higher to sustain new rig production. However, scrapping of rigs could accelerate causing
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new rig orders to climb again. If the Chinese yards have not advanced enough (or are closed for some
reason), Keppel could increase market share and continue earning above average returns.

Finally, the Sete Brasil risks may be overblown. Perhaps the Brazilian government bails out Sete and
Petrobras. After that bailout, Sete would begin paying for rigs again and Keppel would continue on their
way, profitable once again.

Conclusion

At current prices the market expects Keppel to enjoy market beating returns for a number of years. |
believe the premium to NAV is unwarranted as the company’s main profit segment is about to enter a
period of depressed returns, low orders, and impairments. Currently, the Offshore division is building a
number of oil rigs for counterparties that are experiencing financial distress. It is unlikely that many of
these rigs will be delivered and as a result, Keppel will be left holding these rigs on their balance sheet
with no use.

A significant portion of order backlog is tied to drama-riddled Petrobras and its subsidiary, Sete Brasil.
Sete has seen a large customer walk away from massive projects due to not being paid. Sete is currently
insolvent and requires an emergency loan from the Brazilian government to keep the lights on. Adding
to the difficulty in Brazil, Keppel is building an untested speculative build drillship as the deepwater rig
market enters an unprecedented supply glut.

It seems likely that the returns once enjoyed by Keppel will become simply a memory of better times. As
Chinese yards continue to improve technical capabilities and lower costs, | expect large asset
impairments at Keppel and reduced earnings going forward. Given the development of facts out of the
offshore space, | believe that shares of Keppel are worth no more than SS4.63 per share and potentially
could be worth far less as the industry adjusts to the new reality.

Disclaimer:

This research report expresses our opinions. Any investment involves substantial risks, including the complete loss
of capital. Any forecasts or estimates are for illustrative purpose only. Use of Dichotomy Capital LLC's research is
at your own risk and mper due diligence should be done prior to making any investment decision.

This is not an offer to sell or a solicitation of an offer to buy any security. Dichotomy Capital LLC is not registered
as an investment advisor. All expressions of opinion argsute change without notice and Dichotomy Capital

LLC does not undertake to update or supplement this report or any of the information contained herein. All the
information presented is presented "as is," without warranty of any kind. Dichotomy Cdfitahakes no
representation, express or implied, as to the accuracy, timeliness, or completeness of any such information or with
regard to the results to be obtained from its use.
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