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2 Distance to default

Foreword
In this third edition of our bi-annual Distance to Default (D2D)
publication we comment on the changing state of corporate
health across all ASX sectors following the end of the
reporting season for the six months to December 2017.

Carl Gunther
Partner,
Restructuring Services,
KPMG Australia

Since our last publication in November 2017, Australian
companies have continued to operate in a period of low
interest rates and low wage growth.
Consistent with our last report, our analysis indicates that
the Financial Services and Real Estate sectors continue to
display the highest D2D scores (furthest from default), with
Energy and Materials displaying the lowest D2D scores.
In this edition of D2D we delve deeper into the largest movers
by industry sectors, and analyse the proportion of companies
consistently displaying low D2D scores (otherwise known as
‘D2D Zombies’). We also provide commentary regarding new
Ipso facto legislative changes commencing on 1 July 2018
that will impact all company contracts entered into after this
date. These changes are relevant for companies managing
their supply chain risk and distressed companies evaluating
strategic options available to them in any restructure.

Gayle Dickerson
Partner,
Restructuring Services,
KPMG Australia

We hope you find this third edition of KPMG Restructuring
Services’ D2D publication useful in providing meaningful
insights into trends in corporate health across the ASX.
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Why use a D2D score?
The D2D score serves as a useful metric for benchmarking company performance
across different industries, irrespective of company size.
Default risk (or insolvency) stems from the uncertainty surrounding a company’s
ability to service its debt as and when it falls due. Prior to default, there is no way
to easily discriminate unambiguously between companies that will default and
those that will not. At best we can only make probability based assessments of
the likelihood of default. With this in mind, KPMG sought to identify an effective
financial metric to determine the industry sectors with higher default risk as
compared to their peers.
Analysis of companies listed on the ASX using market data-points can help detect
deteriorating corporate health, and hence increasing default risk, because such
analysis incorporates forward-looking market perception rather than backward
looking data sources, such as financial statements.
This report is prepared using a Distance to Default metric, an indicator of financial
health used by the Reserve Bank of Australia which is based on the Merton model.
This analysis has been prepared using the Moody’s Kealhofer, McQuown and
Vasicek (KMV) D2D formula, and relies on source data from the Capital IQ database.
The D2D score incorporates information relating to debt (from financial
statements), a company’s market capitalisation, and stock volatility, to assess
credit risk. The key assumption underpinning the D2D score is that a company is
more likely to default if the book value of its liabilities exceeds the market value of
its assets.

About D2D
D2D is a metric used to assess
a company’s ‘distance-todefault’. The metric takes into
account financial information
and market data.
The closer to zero, the more
likely a company is to default. In
contrast, the further a company is
from zero, the less likely it is
to default.
In this analysis, released every
6 months, we analyse the D2D
score movements of ASX listed
companies (following reporting
season of full year and half
year results) to draw insight as
to corporate health across the
Australian economy.

In summary, the D2D score combines both financial information and market
information to determine a company’s relative ‘Distance to Default’ (or D2D
score). KPMG Restructuring believes that combining the two types of
information detects deteriorating corporate health more effectively than either
source alone.

D2D score inputs
D2D is a metric used to assess
a company’s

Market capitalisation

	 Short term debt
and long term debt

Credit issues addressed
Value of the company’s assets

! Business and industry risk
Leverage

Stock volatility
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Key findings
For the six months to
December 2017.
This analysis is based on:

1,779

ASX listed companies
reviewed (with complete
information) across;

11

industry sectors;

24

industry groups.

Summary

Industry group performance

Whilst the ASX average D2D score was
stable from June 2017 to December
2017 (moving from 1.96 to 1.97), there
was significant underlying change in
the scores of the companies making
up this analysis. Half of the companies
analysed displayed an improved D2D
score and the other half of companies
showed a decline in D2D score.

The industries with the largest D2D
score movements were:

Real Estate continues to be a strong
performing sector (highest D2D
score) and also displayed the greatest
improvement in D2D score (increase
by 8.9 percent), while Utilities recorded
the largest deterioration in D2D score
(decline by 9.2 percent).

–– Insurance (within Financials)
companies, whose average D2D
score improved by 17.5 percent;
and
–– Household and Personal Products
(within Consumer Staples)
companies, whose average D2D
score declined by 16.5 percent.
The five industry groups with the
largest D2D score declines were:
–– Household and personal products –
decline of (16.5 percent) to 1.76.
–– Consumer Services – decline of
(9.8 percent) to 2.58.
–– Utilities – decline of
(9.2 percent) to 2.38.
–– Media – decline of
(8.6 percent) to 2.14.

Sector performance
–– 62.2 percent of companies
displaying a D2D score above
3.0 (furthest from default) were
in financials, real estate, and
consumer discretionary.
–– 74.3 percent of companies with
a D2D score below 1.0 were in
Materials, Energy, and Information
Technology.

–– Software and Software Services –
decline of (6.4 percent) to 1.39.
Of the above-five industry groups,
Media had the largest proportion of
companies with a decline in revenue
from HY17 to HY18 (62 percent of
companies had a decline in revenue).
Personal and Household Products
companies had the largest proportion
of companies with a decline in EBITDA,
Negative Operating Cash Flow, and an
increase in Net Debt (57 percent, 71
percent, and 71 percent respectively).
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Key findings (Continued)
Zombies’ make up 20.3
percent of ASX companies
analysed, 1 in 5 companies
There were 641 companies with
a D2D score below 1. Of these,
there were 361 ‘Zombie’ companies
displaying a score below 1 for three
or more half year periods on the ASX
representing 20.3 percent of total
companies analysed.
The average D2D score of Zombie
companies was 0.64 at December
2017, with the majority of companies
displaying persistently low scores
operating in Materials (49 percent),
Energy (20 percent), and Information
Technology (11 percent).

Forced to perform?
Knowing your counterparty is
becoming even more important from
1 July 2018. Reforms to ipso facto
clauses from that date will mean that
companies dealing with an insolvent
company may be forced (by law) to
perform under their contract rather
than terminate because of insolvency.
On page 13 we provide a high level
summary of the proposed 1 July
2018 ipso facto changes, impacts
for contracting parties, and what
companies can be doing now to ensure
they are ready to contract in this
new environment.

The Information Technology sector
(comprising industries such as
software, and technology hardware)
displayed a 27 percent increase in
the number of participants displaying
a D2D score below 1.0 for 3 or more
consecutive half-year periods (from
30 to 38 companies).
The Energy sector (comprising
industries such as oil, gas, consumable
fuels, and energy equipment)
displayed a 15 percent decrease in
the number of participants displaying
a D2D score below 1.0 for 3 or more
half-year periods (from 207 to
177 companies).
Total market capitalisation, or stranded
capital, for Zombie companies was
c.$8.8 billion. See page 12 for
more details.
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D2D scores across the ASX
The ASX D2D score was stable at 1.97
(as compared to 1.96 as at June 2017).
The stability in the average ASX D2D
score was underpinned by a divergence
amongst companies:

5.00

4.50

50%

of companies had an
increase in their D2D score;

46%

of companies had a
decrease in their D2D score;
and
the remaining companies
had no movement or were
newly listed.

(20% Jun 2017)

of companies analysed
displayed D2D scores above
3.0, furthest from default

4.00

3.50

3.00

2.50

1.97 - ASX AVERAGE D2D SCORE AS AT DECEMBER 2017

20%

2.00

1.96 - ASX AVERAGE D2D SCORE AS AT JUNE 2017

1.50

44%

(43% Jun 2017)

of companies analysed
displayed D2D scores
between 1.0 and 3.0,
indicating that they are in
the ‘safe zone’

1.00

0.50

36%

0.00

of companies analysed
displayed D2D scores below
1.0, closest to default

(37% Jun 2017)

Default
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D2D movements by sector
Over the past 6 months:

The Financials, Utilities, Consumer Discretionary,
Industrials, and Information Technology sectors moved
closer to default in the 6 months to 31 December 2017.
Financials and Real Estate continue to display the highest
D2D scores, each delivering a score above 3. Information
Technology, Materials, and Energy continue to display the
lowest D2D scores, or the scores closest to default.

–– the largest sector improvement was in
real estate, improving by 8.9%, with the
strongest D2D score
of 4.49
–– the largest sector decline was in the
utilities sector, declining 9.2% to 2.38
–– 5 of the 11 sectors had a decrease in
their D2D score

5.00

4.50

4.49

Real Estate
4.12

4.00
3.92
3.89

Financials

3.50

3.00
2.62

2.50
2.41
2.33

2.46

Consumer
Discretionary

Consumer
Staples

2.33
2.20
2.15

2.00

2.20
2.12

Industrials

Utilities

2.38

Telecommunication
Services

ASX AVERAGE 2018 1.97
ASX AVERAGE 2017 1.96

1.71
1.69

Healthcare

1.50

1.47
1.38
1.16
1.15

1.00

Information
Technology

Energy

1.25
1.22

Materials

0.50

0.00
Default

June 2017

December 2017
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Number of companies, by sector, closest to and furthest
from default
Companies in the Financials, Real Estate, and Consumer Discretionary sectors had the highest representation
furthest from default, while companies in the Materials, Energy, and Information Technology sectors had the highest
representation closest to default.
June 2017

120

55

122

56

December 2017

Number of companies
furthest from default
(above 3.0) by sector
62 percent of companies furthest
from default were in the Financial
sector (122 companies), Real
Estate sector (56 companies), and
Consumer Discretionary sector
(46 companies).
Consumer Discretionary had a
1 percent decline in companies’
furthest from default while
Materials had a 30 percent
increase in representation.

Financials

46

53

18

23

Industrials

9

Utilities

Number of companies
closest to default
(below 1.0) by sector
74 percent of companies closest
to default were in the Materials
sector (296 companies), Energy
sector (94 companies), and
information Technology sector
(86 companies).
Energy had an 11 percent
decline in companies’ closest
to default while Consumer
Discretionary had a 3 percent
increase in representation.

December 2017

89

86

Information
Technology

30

31

Financials

13

Information
Technology

4

8

11

Consumer Staples

285

296

Materials

44

40

Healthcare

28

25

Industrials

5 5
Utilities

5
Telecomunication
Services

Energy

June 2017

14

21

Healthcare

9

30

Materials

17

19

Consumer Staples

6

23

30

35

Consumer
Discretionary

Real Estate

94

106
Energy

36

37

Consumer Discretionary

12

11

Real Estate

4 5
Telecomunication
Services
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D2D movements
by industry group
–– Insurance companies had the largest improvement in D2D score
increasing by 17.5%, with an average D2D score of 4.23 (up from
3.60 six months prior)
–– Household and Personal Products companies recorded the largest
decline in D2D score of 16.5%, with an average D2D score of 1.76
(down from 2.10 six months prior)

On the following page
we dive deeper into the
financial performance of
the five industries with
the largest decline in
D2D score

17.5%

3.63
1.16 0.1% 2.21
1.3% 1.81
2.4%

Household and Personal Products

Consumer Services

0.8%

Energy

Materials

Retailing

Food and Staples Retailing

Telecommunication Services

Semiconductors and Semiconductor Equipment

Healthcare Equipment and Services

Real Estate

Food, Beverage and Tobacco

Consumer Durables and Apparel

Banks

Insurance

2.7% 2.5%
1.45 2.20 2.8%
4.78 2.31
1.25

Utilities

3.8% 3.8%

Transportation

2.14

Media

4.49 7.9%

Software and Services

2.37

8.9%

Technology Hardware and Equipment

9.2%

2.16

Capital Goods

9.9%

Automobiles and Components

4.56

Diversified Financials

12.1%

Commercial and Professional Services

Industry group with D2D % increases

Pharmaceuticals, Biotechnology and Life Sciences

4.23

2.23 3.80
3.1% 3.2% 1.31
4.4%

1.32 1.39
6.2%

6.4%
2.14
8.6%

2.38 2.58
9.2%

9.8%

Industry group with D2D % decreases

1.76
16.5%
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Spotlight on the
financial performance
of industry groups
with the largest
decline in D2D score
Revenue change
Personal and
Household Products
(7 company financials
reviewed)
D2D HY 18: 1.76
Change: (16.5)%

Consumer Services
(49 company financials
reviewed)
D2D HY 18: 2.58
Change: (9.8)%

Utilities
(25 company financials
reviewed)
D2D HY 18: 2.38
Change: (9.2)%

Media
(24 company financials
reviewed)
D2D HY 18: 2.14
Change: (8.6)%

Software and
Services
(74 company financials
reviewed)
D2D HY 18: 1.39
Change: (6.4)%

Change in EBITDA

Of the 5 industries with
the largest D2D score
declines, we reviewed their
financial performance from
HY17 to HY18 for signs
of pressure.

Net Operating Cash
Flow

Change in Net Debt

29%

57%

71%

71%

had a decrease in
revenue

had a decrease in
EBITDA

had a negative
Operational Cash
Flow

had a increase in net
debt

24%

47%

20%

57%

had a decrease in
revenue

had a decrease in
EBITDA

had a negative
Operational Cash
Flow

had a increase in net
debt

31%

37%

31%

46%

had a decrease in
revenue

had a decrease in
EBITDA

had a negative
Operational Cash
Flow

had a increase in net
debt

62%

44%

32%

44%

had a decrease in
revenue

had a decrease in
EBITDA

had a negative
Operational Cash
Flow

had a increase in net
debt

21%

46%

67%

56%

had a decrease in
revenue

had a decrease in
EBITDA

had a negative
Operational Cash
Flow

had a increase in net
debt
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Across the ASX – Zombies
Materials, Energy, and Information
Technology companies still make up
the majority of ‘Zombie’ companies
(80 percent this period vs 81 percent
at FY17).

The pressure point – a D2D
score below 1.0
Companies closest to default (D2D
score below 1.0) for 3 or more
consecutive half-year periods are
considered ‘zombies’ in this analysis.
We consider these companies to be
most at risk of default due to their
persistent proximity to the default line
(D2D score of 0). These companies
may already be experiencing
financial distress or working through
restructuring strategies.

Many of these companies rely on
capital raising via equity markets to
continue operations / exploration
and do not carry debt. Our analysis
indicates that only 21 percent of
Materials companies carry Net Debt.
This indicates that to the extent that
Zombie Materials companies are able
to continue to raise equity to fund
operations they will likely remain
Zombies since, for the majority,
an impending debt refinance (often
the cause of a default) is unlikely to
be required.

These companies have a combined
market capitalisation of $8.8 billion.
Whilst this represents but a fraction
of the total ASX market capitalisation,
one conclusion is that $8.8 billion in
shareholder funds remains stranded
until capital providers are able to
restructure this capital and deploy it for
better or higher return use.

49 percent of ‘Zombies’ are
in Materials
The majority of Zombie companies
continue to be explorers in materials
and mining making up 49 percent of
Zombie companies.

Information Technology had a 26.7
percent increase in the number of
companies displaying a D2D score
below 1.0 for 3 or more half-year
periods (from 30 to 38 companies).
These companies now make up
10.5 percent of ‘Zombie’ companies
and represent 32.3 percent of the
potentially stranded capital that is
‘Zombie’ market capitalisation.

Number of Zombie companies by sector
and total market capitalisation

As mentioned earlier in this
publication, 641 (36 percent) of
companies analysed displayed a
D2D score below 1.0. Of that more
than half fall within our definition of
‘Zombies’ (361 companies).

$8.8 billion in stranded
shareholder funds?

32 percent of ‘Zombie’
market capitalisation relates
to Information Technology
companies

Companies
(361 total)

177

Market capitalisation of
($8.8bn total)

4.0

Materials
0.7

Energy

73

Information
Technology

38

2.8

18

Healthcare

16

Financials

0.2

16

Consumer
Discretionary

0.3

0.4

10

Industrials

0.1

4

Real Estate

0.0

4

Consumer Staples

0.0

3

Utilities

0.0

2

Telecommunication
Services

0.1
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Forced to perform?
From 1 July 2018 ipso facto changes will have an impact on
contract performance obligations when contracting with a
distressed counterparty.
Ipso facto clauses are provisions in contracts that allow one
party to terminate or modify the operation of a contract
on the occurrence of an insolvency event, such as the
appointment of an administrator.
Due to the potential value destruction by the enforcement
of ipso facto clauses in any restructure, the Australian
Government has introduced reforms, commencing on 1 July
2018, which limit the enforceability of ipso facto clauses in
certain insolvency events.

Will your contracts be impacted?
The new provisions will only apply to contracts entered
into or amended after 1 July 2018. Under these changes,
an express right in a contract is not enforceable if the sole
reason for the enforcement is that either:

What can companies do prior to 1 July
2018 to reduce their exposure to being
forced to perform?
Companies should review and amend their contracts to
ensure they are adequately protected in the event of a
default, including appropriately managing their counterparty
risk. Directors should be aware of their obligations and the
impact that this reform will have on options available in the
event that their counterparties seek insolvency protection.

How KPMG can assist
We can assist you with counterparty risk assessments
prior to entering into contracts and amendments and
provide advice on measures to mitigate risks and improve
outcomes. Now more than ever due to these changes it is
highly important to ‘Know your counterparty’.

–– the company enters voluntary administration;
–– the company has a receiver appointed over substantially
all of its assets;
–– the company is undertaking a creditors scheme of
arrangement.
These changes, in effect, implement a stay on enforcement
under the above scenarios. At the time of writing, legislators
were seeking submissions on draft regulations and
declarations concerning the application of the legislation.
According to the Explanatory Memorandum to the Act, the
stay is not intended to restrict a counter-party from enforcing
a right for any other reason such as a breach of non payment
or non performance.
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Ready to go
with KPMG
Inspire a turnaround, execute
a financial restructure, or
understand options using
solvency strategies with KPMG
Restructuring Services.

© 2018 KPMG, an Australian partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG International Cooperative (“KPMG International”), a Swiss
entity. All rights reserved. The KPMG name and logo are registered trademarks or trademarks of KPMG International. Liability limited by a scheme approved under Professional Standards Legislation.

Distance to default 15

In this rapidly changing environment, every company faces challenges. A step in the
wrong direction can have significant effects on corporate performance and company
value. KPMG’s integrated team of specialists guides you through difficult times to help
deliver real results for your stakeholders.

Inspire a turnaround
– view the eBook
To assist in overcoming operational
or financial challenges and improve
performance, you need to quickly
stabilise your cash and liquidity
positions and take a realistic view of
current options. We can support your
transformation with services that
help you move from crisis to value
realisation.
1

2

3

O
 ption identification: How
can I quickly and effectively
assess all my options? (Fixing,
selling or closing the company
can all provide pockets of value).
We frequently employ a Rapid
Opportunity Diagnostic tool to
facilitate discussions at the option
identification stage to identify
enterprise value uplift and cash
release opportunities at deal speed.
Our unique approach is focussed
on identifying cash improvement,
revenue upside and cost reduction
opportunities in a risk-adjusted way.
S
 tabilisation: How can I stabilise
the business and assess its
financial position? (Transformation
begins by identifying what needs to
be done and who needs to do it).
T
 ransformation Strategy: What
financial impact might I realise
through the various options? (A
strong plan recognises stakeholder
concerns and needs).

4

E
 xecution: How can I execute
my turnaround plan? (Rebuilding
trust between the company and its
stakeholders can be a key benefit
of a well-executed plan).

5

V
 alue Realisation: How can I
make sure my plan delivers value?
(Significant value can be realised –
or lost – at this stage).

Financial restructuring:
meet challenges head on
– view the eBook

Solvency strategies: make
the complex manageable
– view the eBook

When a company is experiencing
financial difficulties, stakeholders
often look for additional information
or resources to help rebuild their
confidence. We can help you master
financial restructuring with services
designed to enhance value for both
borrowers and lenders.

When a company is in distress,
the management team faces many
competing challenges. We help create
clear solvency strategies by assisting
insolvent companies and providing
support at every phase of insolvency.

1

2

 ppraisal and stabilisation: Do
A
I have enough funding to keep
operating while a solution is being
developed and implemented?
(Effective stakeholder
communications is essential at each
step to help ensure a successful
outcome).

1

 istressed corporates: How
D
serious is the problem? (Now is the
time to ask the hard questions).

2

I nsolvency planning: What
are my options? (Consider the
relative merits of each option or
combination of options).

3

 ommencement: What needs
C
to happen if/when my company
is in a formal protection process?
(The right communication can help
you anticipate issues before they
become problems).

4

Implementation: How can I
maximise value? (Insolvency
often requires a number of plans
executed concurrently).

5

 xiting a Formal Process: How
E
do I get back to normal? (For an
insolvency company with limited
funds, settlements are often
preferable to expensive litigation).

Options assessment: What do I

need to do and when?
3

4

Stakeholder negotiations:
How can I keep everyone fully
engaged in negotiations? (Tolerable
compromises should be considered
on both sides of the table).
Development of solutions:

What is the new capital structure?
(Develop more than one plan to
address possible contingencies).
5

Implementation: How can I

implement the deal according to
plan? (Make sure the new capital
structure supports tax efficiency).
6

Ongoing monitoring: Am I out
of the problem zone? (Sometimes
more than one deal is needed to
‘get it right’).
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