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Key metrics

Scope estimates

Scope credit ratios m 2022 2023E m

Scope-adjusted EBITDA interest cover 11.6x 12.3x 4.4x 4.2x

Scope-adjusted debt/EBITDA 4.5x 4.7x | 4.4x 4.1x |
Scope-adjusted funds from operations/debt 14% 18% | 19% 18% |
Scope-adjusted free operating cash flow/debt 7% 5% | 7% 9% |

Rating rationale

Pannon-Work’s ratings are supported by its good market position and increasing leased
headcount in Hungary’s temporary staffing market. The business services industry’s high
fragmentation and low barriers to entry temper the company’s market position. Customer
concentration risk is high, and Pannon-Work strongly depends on its domestic market.

Improvements in the service offering (such as payroll) and diversification into other
sectors (such as worker accommodation and solar power generation) are providing
higher recurring revenue and hence more stable cash flow.

A HUF 3.5bn bond issuance and new acquisition and working capital facilities during 2020-
22 had a negative impact on financials, causing leverage (Scope-adjusted debt/EBITDA) to
peak at 5.2x. The leverage ratio decreased moderately to 4.7x by end-2022, although this is
still high. Debt protection is good due to the high proportion of fixed rate debt.

Outlook and rating-change drivers

The Outlook for Pannon-Work is Stable and reflects our view that the company can retain
its major clients and keep up its strong cash flow generation. The Stable Outlook reflects
our expectation that indebtedness will remain high, with a Scope-adjusted debt/EBITDA
ratio of 4.0x-4.5x over the next few years as a result of the bond issuance, related
investments and additional working capital financing.

A positive rating action is remote at this stage but could be warranted if Pannon-Work
strengthened its balance sheet. One way it could do so is by reducing leverage (Scope-
adjusted debt/EBITDA) significantly below 4x on a sustained basis. It could achieve this
via improved profitability, a higher EBITDA contribution from HR services or reduced
shareholder remuneration.

A negative rating action could occur if the Scope-adjusted debt/EBITDA ratio exceeded
6x on a sustained basis or if the Scope-adjusted free operating cash flow/debt ratio
dropped below 5% on a sustained basis. This could result from lower-than-expected
EBITDA from HR-related services or solar energy production assets or from further large
debt-funded capital expenditure or acquisitions.

We note that Pannon-Work’s senior unsecured bond issued under the Hungarian central
bank’s bond scheme has accelerated repayment clauses, including financial covenants
and change of control provisions. The clauses require Pannon-Work to repay the nominal
amount (HUF 3.48bn) within 15 days if the early repayment clauses are breached, which
could have default implications.
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Rating and rating-change drivers

Positive rating drivers

Negative rating drivers

e One of the four largest personnel services companies in
Hungary

e Consistent growth over the years paired with growing
expertise and market shares (recently in payroll services)

e Opportunity to expand into neighbouring countries

e Diversification into other sectors — renewables and real
estate

e Good EBITDA interest cover and cash flow generation

Positive rating-change drivers

Impact of the bond issuance and new acquisition/capex
loans on financials

Business services industry's high fragmentation and low
barriers to entry

Customer concentration risk and dependence on domestic
market

High leverage

Negative rating-change drivers

e Scope-adjusted debt/EBITDA ratio significantly below 4x
on a sustained basis

Corporate profile

Scope-adjusted debt/EBITDA ratio above 6x on a
sustained basis

Scope-adjusted free operating cash flow/debt ratio below
5% on a sustained basis

Pannon-Work is a privately owned human resources service provider founded over 20 years ago. It mainly operates in Hungary,
where its core activities are recruitment and workforce leasing. It bought a large local payroll service provider and a workers’ hostel
in Komarom in 2021-22. In addition, the company acquired ten 0.5 MW solar energy production plants in 2021 and is in the
process of acquiring two more small plants, resulting in 6 MW of total solar power generation capacity.
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Financial overview

Scope estimates

T T I T N

Scope credit ratios

Scope-adjusted EBITDA interest cover 11.6x 12.3x 4.4x 4.2x 4.0x
Scope-adjusted debt/EBITDA 4.5x 4.7x 4.4x 4.1x 4.0x
Scope-adjusted funds from operations/debt 14% 18% 19% 18% 18%
Scope-adjusted free operating cash flow/debt -7% 5% 7% 9% 10%
I N I I N
EBITDA 941,276 1,131,254 1,195,100 1,233,306 1,219,203
Scope-adjusted EBITDA 941,276 1,131,254 1,195,100 1,233,306 1,219,203
o romepersiorsmor o || |
Scope-adjusted EBITDA 941,276 1,131,254 1,195,100 1,233,306 1,219,203
less: (net) cash interest paid -81,250 -92,255 -269,254 -293,684 -307,434
less: cash tax paid per cash flow statement -19,422 -40,482 -53,577 -53,406 -49,341
Change in provisions and other items -258,265 -45,757 119,743 17,955 21,225
Funds from operations (FFO) 582,339 952,760 992,012 904,171 883,653
I S A A A N N
Funds from operations 582,339 952,760 992,012 904,171 883,653
Change in working capital -851,557 -188,116 -392,587 -211,997 -128,376
less: capital expenditure (net) -18,893 -512,961 -250,000 -250,000 -250,000
Free operating cash flow (FOCF) -288,111 251,683 349,426 442,174 505,277
I A A A N N
Net cash interest per cash flow statement -81,250 -92,255 -269,254 -293,684 -307,434
Net cash interest paid -81,250 -92,255 -269,254 -293,684 -307,434
S A A N O N
Reported gross financial debt 4,280,783 5,338,701 5,248,492 5,037,090 4,825,687
less: cash and cash equivalents’ 0 0 0 0 0
Scope-adjusted debt 4,280,783 5,338,701 5,248,492 5,037,090 4,825,687

" No netting of cash was applied.
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The company has succeeded at digitalising processes related to its core staffing and
payroll activities. Gamax (the guarantor) is an IT company that provides know-how in
automation, which results in efficiency gains.

The regulatory environment around temporary staffing is socially rather negative as staff
can be laid off easily. This may seem to benefit Pannon-Work in the short term but it
carries some regulatory risk for the future, hence our view remains credit-neutral for now.
New two-year fixed-term contracts to bring Asian workers to Hungary, house them in local
hostels and return them to their home country at the end of their term is also socially
negative.

Pannon-Work has built up 6 MW of renewable power generation with a strong cash flow,
which supports the rating.

2 These evaluations are not mutually exclusive or exhaustive as ESG factors may overlap and evolve over time. We only consider ESG factors that are credit-relevant,
i.e. those that have a discernible, material impact on the rated entity’s cash flow and, by extension, its credit quality.
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Business risk profile: B+

Pannon-Work is classified as a personnel services company, which we consider a
subsegment of the business services industry. It also has exposure to the renewable
energy production market. The solar energy it produces is currently sold at market prices
and is not part of the regulated feed-in tariff schemes available in Hungary. Its industry
risk is therefore blended between business services and non-regulated power generation
(more than one-fourth of reported EBITDA in 2022).

Pannon-Work’s business risk profile is driven by its position as the third largest personnel
services provider in Hungary. The Hungarian market is very fragmented, with the top four
players holding a market share of around one quarter.

Growth over the years has been driven by a labour shortage in Hungary and companies’
need for an intermediary to offer flexibility by leasing out personnel when required. The
labour shortage and further workforce needs created by large-scale investments in the
EV and automotive, retail and consumer goods sectors may continue to be an issue,
enabling the workforce leasing market to grow. At the same time, clients are continually
tendering out contracts with workforce agencies, and leased workers are the easiest to let
go, as seen during the pandemic and supply chain disruptions. Cash flow from Pannon-
Work’s blue-collar workforce leasing is therefore volatile and vulnerable. It is difficult to
significantly increase HR services revenue due to competition and exclusivity agreements
with certain car parts manufacturers.

Figure 1: Pannon-Work’s revenue and Scope-adjusted Figure 2: Top HR service providers in Hungary?®
EBITDA evolution (HUF ‘000s)
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3 Market share in 2022 based on revenues

Despite the company’s efforts to expand its range of services, it faces concentration risk
due to its sole exposure to Hungary and low customer diversification. Low geographical
and client diversification has led to volatile cash flow from Pannon-Work’s main activity.
Its top five clients contribute more than two thirds of revenue, and most of them are
bound to Pannon-Work for more than five years. Since there are significant investments
in Hungary with a need for labour, especially in the automotive parts segment, we expect
the blue-collar workforce leasing market to grow. This is especially true for the electric
vehicles market, which may provide additional opportunities for Pannon-Work to grow its
client base.

Furthermore, recurring revenue from solar energy production and revenue from
outsourced services such as payroll services (provided by the recently acquired HR-Face
Kft.) largely mitigate this vulnerable cash flow since clients change service providers less
frequently due to the associated administrative burden.
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Figure 3: Scope-adjusted leverage (Scope-adjusted

The Scope-adjusted EBITDA margin of 4.6% in 2022 is similar to that of previous years,
which ranged between 4.5%-5.0%. Improvements in profitability from historical EBITDA
margins of 2%-3% are mainly due to recurring revenue and its EBITDA contribution.
Since 2022 around one third of EBITDA has come from payroll services, accommodation
and green energy production, which have more protected cash flows than blue-collar
workforce leasing. The increase in recurring revenues and their EBITDA contribution
support the rating.

Financial risk profile: BB-

Pannon-Work’s financial risk profile is driven by high indebtedness caused by debt-
financed investments and new working capital financing facilities. Leverage is weak but
still reasonable, with a Scope-adjusted debt/EBITDA ratio of 4.7x in 2022 (up from 2.5x in
2019) and a Scope-adjusted FFO/debt ratio of around 15%-20%. Debt is mainly
composed of a HUF 3.5bn senior unsecured guaranteed bond, HUF 1bn of senior
secured long-term loans for capex and acquisitions, HUF 2bn of short-term working
capital facilites and HUF 0.75bn of long-term working capital facilities. Investments in
assets generating recurring cash flow support EBITDA growth and allow for gradual
deleveraging.

Proceeds from the bond were used to repay around HUF 1.1bn of Pannon-Work’s short-
term debt. The remainder was invested in solar power plants that have been generating
cash flow since mid-2021. Future investments aimed at increasing solar power
generation could cause leverage to rise back up to near 5x.

Figure 4: Cash flow overview (in HUF ‘000s)

debt/EBITDA)
= Scope-adjusted EBITDA Funds from operations
10.0x CFO =l FOCF
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Sources: Pannon-Work, Scope estimates

Sources: Pannon-Work, Scope estimates
CFO: Cash flow from operations

Scope-adjusted EBITDA interest cover was strong in 2022 at 12.3x (up from 11.6x in
2021). The 20% YoY EBITDA ramp-up is visible in the expansion of the temporary
staffing business, solar power generation and real estate segments. Debt instruments
used for investments are long-term and have fixed interest rates of up to 3% per year,
which is beneficial in Hungary’s current soaring interest rate environment. Working capital
facilities have either a 6% fixed rate or a variable rate. The rise in interest rates to above
10% moderately affects Pannon-Work as the company has HUF 2.0bn in variable-rate
debt (of which only HUF 0.6bn drawn), and no new, large variable-rate debt financing is
planned. We forecast Scope-adjusted EBITDA interest cover will stay above 4x assuming
low deposit interest because cash can be spent on investments, which still leads to good
debt protection. Interest cover will also deteriorate due to less deposit interest received as
interest rates are falling in Hungary.
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Pannon-Work refinanced most of its short-term debt to long-term debt in 2020, which
significantly improved its liquidity ratio. Its new working capital facility was contracted for
three years in 2023, which benefits the liquidity assessment. The overdraft and factoring
are not used intensively and are excluded from the assessment as they are short-term.
The bond will start amortising in 2026 at HUF 0.7bn yearly, which should be covered by
stronger free operating cash flow. Other sources could include accumulated cash,
refinancing and sales of solar assets.

Unrestricted cash (t-1) 883,382 857,616 745,757
Open committed credit lines (t-1) 500,000 500,000 500,000
Free operating cash flow 349,426 442174 505,277
Short-term debt (t-1) 1,290,209 1,411,402 1,411,402
Coverage 134% 128% 124%

Supplementary rating drivers: +/- 0 notches

No notching was applied for supplementary rating drivers.

The company distributes reasonable dividends. All acquisitions resulted in acceptable
leverage and had low execution risk. The acquired businesses were complementary to
the core business or operation, and maintenance has been outsourced in the case of
renewables. New businesses provide additional, strong recurring cash flow generation,
pointing to successful and fast integration.

Long-term debt rating

In October 2020, Pannon-Work issued a HUF 3.48bn senior unsecured bond guaranteed
by Gamax Kft. (ISIN: HU0000360052) through the Hungarian central bank’s Bond
Funding for Growth scheme. The bond proceeds were used to acquire solar power
generation companies and for refinancing. The bond has a tenor of 10 years and a fixed
coupon of 3.0%. Bond repayment is in five equal tranches starting from 2026, with 20% of
the face value payable yearly.

We downgraded Pannon-Work’s senior unsecured bond (ISIN: HUO0000360052)
guaranteed by Gamax Kft. to B+ (in line with the issuer rating) due to average recovery
expectations. The lower recovery expectation primarily reflects the bond's ranking below
senior secured borrowings (for investments, acquisitions and working capital; up by 9%
YoY) and the higher debt in absolute terms (up by 25% YoY), which was not offset by a
similar increase in assumed liquidation value.
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Disclaimer

© 2023 Scope SE & Co. KGaA and all its subsidiaries including Scope Ratings GmbH, Scope Ratings UK Limited, Scope Fund
Analysis GmbH, Scope Investor Services GmbH, and Scope ESG Analysis GmbH (collectively, Scope). All rights reserved. The
information and data supporting Scope’s ratings, rating reports, rating opinions and related research and credit opinions originate
from sources Scope considers to be reliable and accurate. Scope does not, however, independently verify the reliability and
accuracy of the information and data. Scope’s ratings, rating reports, rating opinions, or related research and credit opinions are
provided ‘as is’ without any representation or warranty of any kind. In no circumstance shall Scope or its directors, officers,
employees and other representatives be liable to any party for any direct, indirect, incidental or other damages, expenses of any
kind, or losses arising from any use of Scope’s ratings, rating reports, rating opinions, related research or credit opinions. Ratings
and other related credit opinions issued by Scope are, and have to be viewed by any party as, opinions on relative credit risk and
not a statement of fact or recommendation to purchase, hold or sell securities. Past performance does not necessarily predict
future results. Any report issued by Scope is not a prospectus or similar document related to a debt security or issuing entity.
Scope issues credit ratings and related research and opinions with the understanding and expectation that parties using them will
assess independently the suitability of each security for investment or transaction purposes. Scope’s credit ratings address
relative credit risk, they do not address other risks such as market, liquidity, legal, or volatility. The information and data included
herein is protected by copyright and other laws. To reproduce, transmit, transfer, disseminate, translate, resell, or store for
subsequent use for any such purpose the information and data contained herein, contact Scope Ratings GmbH at Lennéstralle 5
D-10785 Berlin.
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