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Ball Corporation (BLL) EQ Review

Current EQ Rating* Previous EQ Rating
3- NA

*For an explanation of the EQ Review Rating scale, please refer to the end of this report
We initiate coverage of Ball Corporation (BLL) with a rating of 3- (Minor Concern)

We note a few red flags with BLL’s recent results primarily around working capital benefits
to cash flow which seem to be temporary in nature.

e After adjustment for the adoption of ASC 606, reclassification of assets held for sale,
and the company’s receivables factoring program, accounts receivable days of sales
(DSO) jumped by over two days. However, what is more of a concern is the increased
utilization of the factoring program which could have added almost $200 million to
recent cash flow growth.

e After similar adjustments to cost of sales and inventory levels, inventory days (DSI)
were up only slightly. However, given the rise in raw materials costs, the possible
impact of tariffs and the company’s use of first in, first out (FIFO) accounting, we
would have actually expected to see more an of increase in inventory balances than
we did. While running lean inventories is good for cash flow in the short-run, we are
concerned this could reverse as the company has to replenish shelves at higher costs
in upcoming quarters.

e While inventory may have stayed under control, days payable has skyrocketed,
indicating the company is boosting cash flow through stretching payment terms.
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BLL’s accounts receivable are being impacted by several unusual factors that require
adjustment before analyzing trends in days of sales (DSO).

First, the adoption of ASC 606 for revenue recognition in 2018 materially impacted accounts
receivable levels. The company discloses what receivables balances would have been in the
6/18 and 3/18 quarters under the old method of revenue recognition. We will utilize these
numbers for comparison to historical periods, along with similarly-adjusted revenues, and
will make similar adjustments in our analysis of inventory and payables balances.

Second, the company sold the US steel food and aerosol packaging business on 7/31/2018 to
form a joint venture. The associated assets and liabilities were reclassified as held for sale
on the company’s 6/30/2018 balance sheet. We will add back those account balances in our
analysis of receivables, payables, and inventories as well.

Finally, the company maintains an accounts receivable factoring program under which it
sells receivables to third-party financing institutions to accelerate the receipt of cash. Here
1s an example of the disclosure regarding the factoring program from the 6/18 10-Q:

“The company has entered into several regional committed and uncommitted
accounts receivable factoring programs with various financial institutions for certain
receivables of the company. The programs are accounted for as true sales of the
receivables, without recourse to Ball, and had combined limits of approximately $977
million at June 30, 2018. A total of $139 million and $439 million were available for
sale under these programs as of June 30, 2018, and December 31, 2017, respectively.”

While we can’t tell from this disclosure what the total amounts of cash received from selling
receivables to the financing companies during the periods were, we can back into the total
amount of receivables that were sold but still outstanding at the end of the quarter by
subtracting the amounts available for sale from the total limit. Note that prior to the 12/17
quarter, the company disclosed the limit and the amount sold rather than the amount
available. The following table shows the calculation of the amount of sold receivables that
are still outstanding which should be added back to accounts receivable when analyzing

DSO trends:
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6/30/2018  3/31/2018  12/31/2017  9/30/2017

Limit of Factoring Facility $977 $3800 $1,000 $1,000
Available for Sale $139 $211 $439 $354
Implied Amount Sold and Outstanding $838 $589 $561 $646

6/30/2017  3/31/2017  12/31/2016  9/30/2016

Limit of Factoring Facility $1,000 $865 $970 $679
Available for Sale $342 $323 $374 $214
Implied Amount Sold and Outstanding $658 $542 $596 $465

The calculation of adjusted receivable DSOs for the last 8 quarters is shown below:

6/30/2018  3/31/2018  12/31/2017  9/30/2017

Sales Under Pre-606 Accounting Method $3,143 $2,752 $2,747 $2,908
Receivables Under Pre-606 Accounting Method $1,722 $1,745 $1,634 $1,793
Receivables Moved to "Held for Sale" $78

Receivables Sold and Outstanding $838 $589 $561 $646
Adjusted Receivables $2,638 $2,334 $2,195 $2,439
Adjusted DSOs 76.6 774 72.9 76.5

6/30/2017  3/31/2017  12/31/2016  9/30/2016

Sales Under Pre-606 Accounting Method $2,855 $2,473 $2,523 $2,752
Receivables Under Pre-606 Accounting Method $1,637 $1,695 $1,491 $1,789
Receivables Moved to "Held for Sale"

Receivables Sold and Outstanding $658 $542 $596 $465
Adjusted Receivables $2,295 $2,237 $2,087 $2,254
Adjusted DSOs 73.4 82.5 75.5 74.7

After a great deal of adjusting, we arrive at the conclusion that accounts receivable DSOs
jumped by almost 3 days over the comparable year-ago period. Given the extreme difference
between revenue recognition characteristics of the company’s base business and its defense
business, we are not overly alarmed by the jump, but it is nonetheless something to keep an
eye on in the next quarter.

What we find more concerning is the company’s increased use of its factoring program, with
sold receivables at a historical high. Again, we do not know the exact amount of cash
generated through the sale of receivables during the quarter. However, we do know that the
limit stayed roughly the same during the first six months of each of the last two years. We
also know receivables sold but outstanding were $180 million higher than they were in the
comparable year-ago quarter. These represent amounts that would have still been on the
company’s books and not yet converted to cash. The company reported cash from operations
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in the first six months of 2018 was $434 million versus $261 million a year ago, implying
the growth could have been entirely due to the increased use of receivables factoring.

BLL’s quarter-end inventory balances were also impacted by the reclassification of the US
steel food and aerosol packaging business assets and liabilities as held for sale, requiring
adjustment in calculating DSIs. Likewise, the adoption of ASC 606 also impacted cost of
sales, so we will utilize the company’s cost of sales figure presented under the historical
method for the last two quarters. The resulting calculation of DSIs is shown below:

6/30/2018  3/31/2018  12/31/2017  9/30/2017

Cost of Sales Under Pre-606 Accounting Method $2,522 $2,206 $2,134 $2,338
Inventory Under Pre-606 Accounting Method $1,489 $1,720 $1,526 $1,433
Inventory Moved to "Held for Sale" $231 $0 $0 $0
Adjusted Inventory $1,720 $1,720 $1,526 $1,433
Adjusted DSls 62.2 71.1 65.3 55.9

6/30/2017  3/31/2017  12/31/2016  9/30/2016

Cost of Sales Under Pre-606 Accounting Method $2,270 $1,975 $2,009 $2,275
Inventory Under Pre-606 Accounting Method $1,524 $1,554 $1,413 $1,418
Inventory Moved to "Held for Sale" $0 $0 $0 $0
Adjusted Inventory $1,524 $1,554 $1,413 $1,418
Adjusted DSls 61.3 71.8 64.2 56.9

Inventory DSIs have been very stable over the last few quarters. Ordinarily, this would be
a good sign, but given the rise in aluminum prices and the likely impact of tariffs, we are
surprised to not see a larger jump in DSIs in the last quarter. Adjusted inventory levels
were up by almost 13% over last year, but this was largely offset by an 11% increase in cost
of sales in the DSI calculation. BLL also utilizes the first-in, first-out (FIFO) method of
inventory valuation, meaning the highest cost inventories are left on the balance sheet.
Additionally, the company opened a manufacturing plant in the 6/18 quarter, which usually
has the impact of boosting inventories from stocking the opening plant. All of this makes us
think the company has worked very hard to keep inventory levels as low as possible to
conserve cash, but we are skeptical that it will continue to be able to do so in the current
environment.
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As with our calculation of inventory DSIs, we will utilize the company’s cost of sales figure
adjusted to comply with pre-ASC 606 accounting. Likewise, we will add back accounts
payable balances that have been reclassified to “held for sale” at the end of the 6/18 quarter.
Our results are shown below:

6/30/2018  3/31/2018  12/31/2017  9/30/2017

COGS Under Pre-606 $2,522 $2,206 $2,134 $2,338
Reported Accounts Payable $2,739 $2,822 $2,762 $2,419
Payables Moved to "Held for Sale" $198

Adjusted Accounts Payable $2,937 $2,822 $2,762 $2,419
Adjusted Days Payable 106.3 116.7 118.1 94.4

6/30/2017  3/31/2017  12/31/2016  9/30/2016

COGS Under Pre-606 $2,270 $1,975 $2,009 $2,275
Reported Accounts Payable $2,146 $1,830 $2,033 $1,864
Payables Moved to "Held for Sale"

Adjusted Accounts Payable $2,146 $1,830 $2,033 $1,864
Adjusted Days Payable 86.3 84.6 92.3 74.8

We see that the company’s accounts payable balances have risen sharply faster than cost of
sales in the last several quarters. As noted above, we would have expected inventory to
increase more over the last couple of quarters given rising costs. If it had, a rising payables
balance would not have been as notable. However, despite the relatively flat DSI growth,
days payable has skyrocketed, indicating the company may be temporarily boosting cash
flow by stretching payment terms.

The adoption of new accounting policies and the divestiture of the US steel can and aerosol
business have all made for difficult comparisons in the company’s numbers. We also
recognize that the integration of the Rexam acquisition made two years ago means BLL is
still somewhat in transition. Nevertheless, the company’s recent cash flow appears to have
benefited materially from benefits that appear to be temporary in nature. This includes an
acceleration in the use of receivables factoring that we believe could have added close to
$200 million to cash flow, unusually low inventory balances which could consume cash in
the future as the company replenishes at higher prices (maybe a $50-$100 million benefit),
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and a rapid escalation in payables which could have added another $200 million to cash
flow). Trailing 12-month free cash flow was just under $900 million as of the 6/18 quarter,
so these are very material benefits.
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Explanation of EQ Rating Scale

Indicates uncommonly conservative accounting policies to the point that revenue
and earnings are essentially understated relative to the company's peers.
Higher possibility of reporting positive earnings surprises

Indicates the company has no areas of concern with its reported results and we
see very little risk of the company disappointing due to recent results being
overstated from aggressive reporting in recent periods.

Indicates the company may have exhibited a minor “red flag”, but the severity of
the issue is not yet a concern. Minimal risk of an earnings disappointment
resulting from previous earnings or cash flow overstatement

4- "Acceptable"

Indicates the company has exhibited either a larger number of or more serious

) warning signs than companies receiving a 4. The likelihood of an immediate
3- "Minor Concern” earnings or cash flow disappointment is not considered to be high, but the signs
mentioned deserve a higher degree of attention in the future.

Indicates the company’s recent reported results have benefitted materially from
aggressive accounting. Follow up work should be performed to determine the

2- "Weak" nature and extent of the problem. There is a possibility that upcoming results
could disappoint as the impact of unsustainable benefits disappears.

Indicates that the company’s recent results are significantly overstated and that
we view a disappointment in upcoming quarters is highly likely.

In addition to the numerical rating, the EQ Review Rating may also include either a minus or plus sign. A minus
sign indicates that our analysis shows the overall earnings quality of the company has worsened since the last
review and there is a possibility the numerical rating will fall should the problem continue into the next quarter.
Likewise, a positive sign indicates that the overall earnings quality is improving, and the company may see an
upgrade in its numerical rating should the trend continue.

Key Points to Understand About the EQ Score

The EQ Review Rating is much more than a blind, quantitative scoring method. While we utilize proprietary
adjustments, ratios and methods developed over decades of earnings quality analysis, the foundation of all of our
analysis is reading recent SEC filings, press releases, conference call transcripts and in some cases, conversations
with managements.

The EQ Review Rating is not comparable to a traditional buy/sell rating. The Rating is intended to specifically
convey the extent to which reported earnings may be over/understated. Fundamental factors such as forecasts
for future growth, increasing competition, and valuation are not reflected in the rating. Therefore, a high score
does not in itself indicate a company is a buy, but rather indicates that recent results are a good indication of the
underlying earnings and cash generation capacity of the company. A low score (1-2) will likely result in us
performing a more thorough review of fundamental factors to determine if the company warrants a full-blown
sell recommendation.
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Disclosure

BTN Research is a research publication structured to provide analytical research to the financial community.
Behind the Numbers, LLC is not rendering investment advice based on investment portfolios and is not registered
as an investment adviser in any jurisdiction. Information included in this report is derived from many sources
believed to be reliable (including SEC filings and other public records), but no representation is made that it is
accurate or complete, or that errors, Iif discovered, will be corrected.

The authors of this report have not audited the financial statements of the companies discussed and do not
represent that they are serving as independent public accountants with respect to them. They have not audited
the statements and therefore do not express an opinion on them. Other CPAs, unaftiliated with Mr. Middleswart,
may or may not have audited the financial statements. The authors also have not conducted a thorough "review”
of the financial statements as defined by standards established by the AICPA.

This report is not intended, and shall not constitute, and nothing contained herein shall be construed as, an offer
to sell or a solicitation of an offer to buy any securities referred to in this report, or a "BUY" or "SELL"
recommendation. Rather, this research is intended to identify issues that investors should be aware of for them
to assess their own opinion of positive or negative potential.

Behind the Numbers, LLC, its employees, its affiliated entities, and the accounts managed by them may have a
position in, and from time-to-time purchase or sell any of the securities mentioned in this report. Initial positions
will not be taken by any of the aforementioned parties until after the report is distributed to clients, unless
otherwise disclosed. It is possible that a position could be held by Behind the Numbers, LLC, its employees, its
affiliated entities, and the accounts managed by them for stocks that are mentioned in an update, or a BTN
Thursday Thoughts.
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