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HOLDING COMPANY

A Holding Company’s (HC) ultimate strength is a function of
the consolidated strength of its subsidiaries and affiliated
companies.

Cash flow becomes an important analytical issue as the HC
must be able to obtain sufficient upstream interest and
dividends from its subsidiaries to cover its overhead expenses
and service its debt. A typical HC will have as its operating
cash flow source, dividends from subsidiaries, interest on loans,
rental income and management fees while the bulk of its cash
flow uses would comprise interest expense. One key cash flow
ratio which MARC Ratings uses is the Cash Flow Match which
measures the operating cash flow sources over cash flow uses,
indicating roughly the number of times operating cash inflow
cover interest and overheads.

The analyst would need to consider the diversity of the
dividend stream. We would be concerned if the HC is reliant
on dividends from just one subsidiary or heavily dependent on
a subsidiary which operates in a volatile industry, for example
a stockbroking subsidiary.

To assess the reliability of dividend income, the analyst should
analyse the financial health and prospects of the major
operating subsidiaries. Apart from evaluating their capacity
to pay dividends, a study of their financial condition would
also enable us to ascertain whether any of the subsidiaries
pose a potential risk where the HC would need to come in
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and support. Conversely, it could indicate the level of assistance the
subsidiaries/affiliates can provide to the HC's by means of advances, in
the event the latter meets with a liquidity shortfall. In the event a weak
subsidiary does in fact call on HC's funds for support, the amount left to
meet its own debt obligation would be reduced. To mitigate this, we like
to see the establishment of a sinking fund to set aside funds upstreamed
from the stronger(s) subsidiary to be ear-marked for the redemption of the
debf.

For Financial HCs, the extent to which dividends can be declared may
be subject to regulatory considerations such as in the case of a financial
institution whereby BNM’s approval would need to be obtained. In the
event of problems at a financial institution subsidiary, BNM would most
likely direct the financial institution’s financial resources to pay its creditors
first before any dividends are upstreamed to the FHC.

The analyst is also expected to look prospectively at the relationship
between the subsidiaries’ future dividend-paying capacity and the debt
servicing burden of the HC. What is the expected dividend payout ratio
of each major subsidiary? A low payout ratio gives the HC more flexibility
to upstream additional dividends and allows room for future earnings
disappointment.

We are also interested to know whether management has any
contfingency liquidity plan such as committed back up lines, to meet the
redemption of the bonds when they fall due.

Next the analyst looks at the capital structure of the FHC. Two key ratios
are the Debt to Equity and Double Leverage ratios.

Firstly, the Debt to Equity rafio. A level above 50% merits closer
examination. Questions which may be raised include:

. What portion of its debt is short tferm and long term, and do its
funding policies match the type and tenure of investment?

o Are repayments spread out over a number of years or is it a bullet
repayment upon maturity?

. What are management’s plans regarding further debt issues and
the expected effect on HC debt level and debt service capacity?
This is especially pertinent if the company pursues acquisitions as
part of its growth plans.

o What is debt used for? More often than not, the answer is to
increase capital at subsidiaries.

This brings us to our second capital ratio i.e. the Double Leverage ratio.

Double leverage exists when HC's debt is used to finance the excess of
equity investments in subsidiaries.
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Double leverage occurs when a HC uses debt to purchase subsidiaries
and/or increase its shareholding in subsidiaries. The leverage is
calculated by dividing HC equity investments in subsidiaries and
associated companies with HC equity. The leverage exists to the extent
this ratio exceeds 100%, and the excess investments is presumed to be
funded by HC debt.

Why is high Double Leverage a concern? HCs which use debt to
increase equity stakes in subsidiaries are one step removed from the
actual productive utilization of those funds which are, in turn, used to
finance subsidiaries’ operations.

Upon maturity of the debt, what is to be the source of repayment? Here
the analyst should distinguish between a corporate debt issue and a HC
debt issue. Corporate debts, used directly to fund operations, are
expected to generate revenues which are accumulated and
subsequently used to repay the debt. But a HC which issues debt to
increase its investment in subsidiaries, will have as return on investment,
only the upstreamed dividends it receives from its subsidiaries. This may
be hardly sufficient to repay the debt.

A double leverage above 115% raises the red flag. It should be noted
however, that this is just the starting point for further investigation.
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This methodology should be read in relation to Corporate Debt and Financial Holding
Companies methodologies available at www.marc.com.my.
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Disclaimer

Copyright © 2024 MARC Ratings Berhad and any of its subsidiaries or affiliates ("MARC Ratings”) have exclusive proprietary rights in the data or information provided
herein. This report is the property of MARC Ratings and is protected by Malaysian and international copyright laws and conventions. The data and information shall only
be used for intended purposes and not for any improper or unauthorised purpose. All information contained herein shall not be copied or otherwise reproduced, repackaged,
transmitted, transferred, disseminated, redistributed or resold for any purpose, in whole or in part, in any form or manner, or by any means or person without MARC
Ratings’ prior written consent.

This report is strictly confidential and privileged and is intended solely for the information and benefit of the addressee or recipient. If you are not the intended recipient,
and/or have received this report in error, please delete this report and do not copy, disseminate, distribute or disclose the content of this report to any other person.

Ratings are solely statements of opinion and therefore shall not be taken as statements of fact under any circumstances. The information which MARC Ratings relies upon
to assign its ratings includes publicly available and confidentially provided information obtained from issuers and its advisers including third-party reports and/or professional
opinions which MARC Ratings reasonably believes to be accurate and reliable to the greatest extent. MARC Ratings assumes no obligation to undertake independent
verification of any information it receives and does not guarantee the accuracy, completeness and timeliness of such information. MARC RATINGS OR ITS AFFILIATES,
SUBSIDIARIES, DIRECTORS AND EMPLOYEES DISCLAIM ANY WARRANTY, EXPRESS OR IMPLIED, INCLUDING BUT NOT LIMITED TO ANY WARRANTY AS TO THE
ACCURACY, COMPLETENESS OR TIMELINESS OF ANY INFORMATION CONTAINED HEREIN FOR ANY PARTICULAR PURPOSE AND SHALL NOT IN ANY EVENT BE HELD
RESPONSIBLE FOR ANY DAMAGES, DIRECT OR INDIRECT, CONSEQUENTIAL OR COMPENSATORY, ARISING OUT OF THE USE OF SUCH INFORMATION. MARC will not
defend, indemnify or hold harmless any user of this report against any claims, demands, damages, losses, proceedings, costs and/or expenses which the user may suffer
or incur as a result of relying on this report in any way whatsoever. Any person making use of and/or relying on any credit analysis report produced by MARC Ratings and
information contained therein solely assumes the risk in making use of and/or relying on such reports and all information contained therein and acknowledges that this
disclaimer has been read and understood and agrees to be bound by it.

A credit rating is not a recommendation to buy, sell or hold any security and/or investment. Any user of this report should not rely solely on the credit rating and analysis
contained in this report to make an investment decision in as much as it does not address non-credit risks, the adequacy of market price, suitability of any security for a
particular investor, or the tax-exempt nature or taxability of payments made in respect to any security concerned.

Ratings may be changed, placed on MARCWatch, suspended or withdrawn at any time for any reason at the sole discretion of MARC Ratings. MARC Ratings may make
modifications to and/or amendments in credit analysis reports including information contained therein at any time after publication as it deems appropriate.

MARC Ratings receives fees from its ratees and has structured reporting lines and compensation arrangements for its analytical members in a manner designed to promote
the integrity of its rating process, and to eliminate and/or manage actual and/or potential conflicts of interest.
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