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08 August 2024

DroneShield Limited (DRO)
On the front foot

Successful $120m placement to fund R&D

DroneShield has successfully completed a $120m fully underwritten placement, the
purpose of which was to fund a significant R&D program into greater application of
Artificial intelligence in next-generation DroneShield products. DRO has recognised
the technological landscape is changing quickly and the company needs to expand its
product offering to combat the rapid advancement of drones in order to maintain its
market leading position. Specifically, the company intends to invest $90m in R&D,
$20m in potential strategic bolt-on acquisitions, with the balance to cover the offer
costs and further working capital.

Downgrades to forecasts

We have updated our financial model for the placement, including cash flows, working
capital and the number of shares on issue. We have made no changes to our revenue
forecasts at this stage, following the upgrades in our most recent note. We have
increased the operating expenses throughout the forecast period based on the
significant scaling of the software engineering team, which naturally places downward
pressure on our EBITDA estimates and delays our forecast margin expansion until
CY26. We now forecast EBITDA margins of 22%, 23% and 33% in CY24, CY25 and
CY26, respectively. Our EPS changes are -23%/-36%/-19% in CY24/CY25/CY26
based on the dilutive effect of the equity raise and downgrades to our EBITDA
forecasts.

Investment View: PT down 22% to $1.25, Upgrade to BUY

DroneShield is now well positioned to not only capitalise on short-term market demand
but also entrench itself as the long-term market leader. Based on a sales pipeline of
>$1.1b and a contracted order backlog of $28m, we anticipate the company will have a
significantly stronger 2H and we remain comfortable with our full-year revenue
forecasts. Despite the reduction in our target price, the recent share price decline
provides an attractive point of entry, so we upgrade our recommendation to BUY.

Earnings Forecast

Year End 31 Dec CY23 CY24e CY25e CY26e
$3.0
Revenue ($m) 541 97.4 129.2 162.9
$2.5 i EBITDA ($m) 3.7 214 29.1 53.8
$2 0 NPAT (underlying) ($m) 9.2 20.1 26.4 46.6
NPAT (reported) ($m) 9.2 20.1 26.4 46.6
SL5 EPS (cps) 17 25 29 51
$1.0 EPS growth (%) NM 0.6 13% 7%
PE (X 58.7 395 35.0 19.8
$0.5 )
,;w FCF Yield (%) NM -6% 1% 2%
$0.0 — ‘ ‘ ‘ ‘ EV/EBITDA (x) 218.8 38.0 28.0 152
Aug Dec Apr Aug Dec Apr Aug -
22 22 23 23 23 24 24 Dividend (¢ps) 0.0 0.0 0.0 0.0
— DRO S&P 300 Rebased Yield (%) 0.0 0.0 0.0 0.0
Franking (%) 0.0 0.0 0.0 0.0
ROE(%) 12% 6% 8% 12%
SOURCE: IRESS SOURCE: BELL POTTER SECURITIES ESTIMATES
BELL POTTER SECURITIES LIMITED DISCLAIMER:
ABN 25006 390 772 THIS REPORT MUST BE READ WITH THE DISCLAIMER ON PAGE 7 THAT FORMS PART OF IT. P&ge 1

AFSL 243480

DISCLOSURE: BELL POTTER SECURITIES ACTED AS JOINT LEAD MANAGER AND
UNDERWRITER OF DRO'S $100M CAPITAL RAISING IN APRIL 2024 AND $120M CAPITAL
RAISING IN AUGUST 2024 AND RECEIVED FEES FOR THAT SERVICE.
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R&D - Technology Development Plan

Successful $120m placement to fund R&D

DroneShield has successfully completed a $120m fully underwritten placement, the
purpose of which was to fund a significant R&D program into greater application of Artificial
intelligence in next-generation DroneShield products. DRO has recognised the
technological landscape is changing quickly and the company needs to expand its product
offering to combat the rapid advancement of drones in order to maintain its market leading
position. Specifically, the company intends to invest $90m in R&D, $20m in potential
strategic bolt-on acquisitions, with the balance to cover the offer costs and further working
capital.

R&D- Technology Development Plan

The primary focus of DroneShield’s R&D is to further develop its proprietary Al software
engine and integrated hardware systems. To achieve this, the company intends to:

1. Accelerate the Next-Generation of its existing products, including the RfPatrol
Mk3, DroneGun Mk5 and the new iteration of its DroneSentry C-2.

2. Launch new products, such as a C-UxS marine system and Multi-sensor C-UxS
vehicle system.

3. Evolve its Al capability by incorporating software, and the corresponding
Saas revenue, across all of its products including the DroneGun.

The purpose of initiating this extensive R&D program now is to:

1. Entrench DRO's position as the market leader in the rapidly expanding C-UxS
market.

2. Enable DRO to expand into new markets and products as the drone and
counter-drone warfare evolves.

3. Expand gross profit margins as the revenue mix shifts toward Al enabled
software solutions supported by DRO’s market leading hardware solutions.

4. Accelerate SaaS revenues by deploying the company’s proprietary software
across its entire product range.

Figure 1 -DRO Technology Development Plan
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Forecast and Valuation Changes

Downgrades to forecasts

We have updated our financial model for the placement, including cash flows, working
capital and the number of shares on issue. We have made no changes to our revenue
forecasts at this stage, following the upgrades in our most recent note.

As part of the technology development plan, DRO intends to significantly scale up its
software engineering team over the next 18 months, which drives material increases in our
operating expenses throughout the forecast period. This naturally places downward
pressure on our EBITDA forecasts and delays our forecast margin expansion until CY26.
We now forecast EBITDA margins of 22%, 23% and 33% in CY24, CY25 and CY26,
respectively. Any upside to our current revenue forecasts will drive material margin
expansion based on the operating leverage in the business.

Historically, DRO has expensed all R&D costs as incurred, however, we now assume 80%
of R&D costs will be capitalised. We anticipate capitalised R&D to be amortised over a 3- 5
year period.

We note $20m from the equity raising was allocated towards potential bolt-on acquisitions,
however, we have not yet accounted for this in our forecasts as we await further details
from the company.

Our EPS changes are -23%/-36%/-19% in CY24/CY25/CY26 based on the dilutive effect of
the equity raise and downgrades to our EBITDA forecasts.

A summary of the changes in our key forecasts is shown below.

Figure 2 - Change in key forecasts

Year end 31 Dec CY24e Change CY25e Change CY26e Change
Total revenue (ASm) 97.4 no change 129.2 no change 162.9 no change
EBITDA 21.4 -18% 29.1 -29% 53.8 -8%
Reported NPAT 20.1 -17% 26.4 -28% 46.6 -8%
Diluted EPS 2.5¢ -23% 2.9c -36% 5.1c -19%
DPS 0.0c no change 0.0c no change 0.0c no change

SOURCE: BELL POTTER SECURITIES ESTIMATES

PT down 22% to $1.25

We have updated each valuation used in the determination of our price target for the
earnings changes as well as market movements and time creep.

There are no changes to the multiples we apply in our relative valuations, which include a
25.0x EV/EBITDA multiple and a 32.0x PE multiple. There are no changes to our DCF
assumptions, which are a 9.5% WACC and 4.5% TGR.

The change in each valuation and the impact on our PT calculation is shown below.

Figure 3 - Change in valuations and impact on PT

Old (as at 22-Jul-24) New (as at 08-Aug-24)

Valuation % Price Valuation % Price

per share weighting target per share  weighting target

Methodology

DCF $ 1.83 75% $ 1.37 |DCF $ 1.74 33% $ 0.57
EV/EBITDA $ 1.49 12.5% $ 0.19 |EV/EBITDA $ 1.08 33% $ 0.36
PE Ratio $ 1.54 12.5% $ 0.19 |PE Ratio $ 0.99 33% $ 0.33
Total $ 1.00 $ 1.25

SOURCE: BELL POTTER SECURITIES ESTIMATES
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DroneShield Limited (DRO)

Company Description

DroneShield Limited (DRO) is an Australian defence manufacturer specialising in counter-
drone technology. DRO provides an end-to-end counter-drone solution that integrates
proprietary artificial intelligence software with a suite of hardware products utilised to
detect, identify and defeat aerial, ground and maritime threats. The company’s products
are largely in-house technology and include handheld, vehicular and fixed installations.
DRO’s customers primarily include military and intelligence, as well as law enforcement,
critical infrastructure and commercial parties globally.

DroneShield was founded in the U.S on the 10th January 2014. The company quickly
shifted its operations to Australia with the goal of listing on the ASX, which occurred on the
4th November 2015.

Investment Thesis
We upgrade our recommendation to BUY. Our investment thesis is based on:

e Valuation: Our 12-month price target on DroneShield is $1.25. The price target is
generated from a blend of three valuation methodologies we apply to the company:
EV/EBITDA, PE ratio and DCF. The price target is a >15% premium to the current
share price and the total expected return is the same given there is no forecast
dividend yield so we upgrade our recommendation to BUY.

e Solid revenue momentum: DRO has demonstrated strong earnings momentum in
recent periods, with CY23 revenue ($55.1m) increasing +228% YoY. We believe this
momentum is likely to continue in CY24 based on a $28m contracted order backlog and
$1.1b sales pipeline.

e Structural growth in the market: Increasing hostilities globally are broadly driving a
significant increase in defence budgets with aggregate military expenditure exceeding
$2.4 trillion USD in 2023. Asymmetric warfare, including drones and counter-drone
defence, is one of the fastest growing subsets within this growing military market - the
core competency of DRO.

e Opportunity for expansion into adjacent markets: DRO’s experience with Al/ML
technologies in the counter-drone market has provided the opportunity to apply its
capabilities to the broader field of Electronic Warfare, which has the potential to be an
extremely lucrative opportunity for the company to expand outside its core business.

Key Risks
Key downside risks to our estimates and valuation include (but are not limited to):

e Failure to retain existing clients or attract new customers: Failure to retain existing
customers or attract new customers will severely impact revenue growth and the overall
financial performance of the company.

e Research & Development Risk: If the company lags the rest of the market in its
product development it may have an adverse effect on the company’s future
operations.

e Competition Risk: DRO operates in a competitive market including large multi-national
defence contractors who have extensive resources and scale.

BELL POTTER Page 4



DroneShield Limited
as at 08 August 2024

Profit & Loss (A$m)

Year End 31 Dec

Year Ending 30 June Share Price: $1.02 Target Price: $1.25
Revenue 16.8 54.1 97.4 129.2 162.9 No. of issued shares (m): 872.1 Market cap: $885.1m
Change 59% 222% 80% 33% 26%
Cost of sales (5.0 (15.1) (27.3) (35.5) (44.0) Valuation Ratios G728 CY24e CY25e
Gross profit 118 39.0 70.1 937 1189  Basic EPS (cps) 0.2) 17 2.7 30 54
Gross margin 70.4% 72.0% 72.0% 72.5% 73.0% Diluted EPS (cps) (0.2) 17 25 29 5.1
EPS growth (%) NM NM 57% 12% 7%
Expenses (excl. D&A, int.) (15.1) (36.4) (48.7) (64.6) (65.2)  PE(x) NM 59.6 40.1 355 20.1
EV/Sales (x) 49.3 153 85 6.4 5.1
EBITDA (2.0 3.7 214 29.1 53.8 EV/EBITDA (x) NM 222.3 386 285 154
Depreciation and amortisation 0.9 (1.5 22 27 (31) EV/EBIT (x) NM 3804 431 314 16.3
EBIT (2.9 2.2 19.2 26.4 50.7 FCF per share NM NM (6.4) 0.8 18
Net interest (expense)/revenue 0.0 0.9 09 0.9 0.9 FCF yield % NM NM -6% 1% 2%
Pre-tax profit (2.9) 31 20.2 21.3 51.6 NTA per share ($ps) 0.04 0.12 0.36 0.39 0.45
Income tax benefit /(expense) 2.0 6.2 (0.0) 0.9 (5.0 PINTA (x) 24.1 8.3 2.8 2.6 23
Reported NPAT (0.9) 9.2 20.1 26.4 46.6 Book value ($ps) 0.04 0.12 0.36 0.39 0.45
Price/Book (x) 24.1 8.3 2.8 2.6 23
DPS (cps) 0.0 0.0 0.0 0.0 0.0
Cashflow (A$m) CY22 CY23 CY24e CY25e CY26e Payout ratio % 0.0% 0.0% 0.0% 0.0% 0.0%
EBITDA (2.0 3.7 214 29.1 53.8 Dividend Yield % 0.0% 0.0% 0.0% 0.0% 0.0%
(-) Change in working capital 18 (7.5) 74.9 18.5 30.3
Gross cash flow (3.9 11.2 (53.5) 10.5 234
Income tax refunded/(paid) 21 .7 (0.0) 0.9 (5.0
Operating cash flow (1.8) 95 (52.6) 10.6 194 Performance Ratios CY22 CY23 CY24e CY25e CY26e
Payments for PPE (0.8) L7 (3.1) (3.4) (39)  EBITDA Margin (%) NM NM 22.0% 22.5% 33.0%
Investing cash flow (0.8) (2.0) (17.5) (39.4) (25.5)  EBIT Margin (%) NM NM 19.7% 20.4% 31.1%
Net Proceeds from issue of shares 3.7 39.7 2213 NPAT Margin (%) NM NM 20.7% 20.4% 28.6%
Proceeds/ (repayments) of borrowings - - - Net debt/(cash) NM NM (208.4) (179.5) (173.5)
Payment of lease liabilities 0.6) (0.6) - ROE (%) NM NM 6.4% 7.7% 12.0%
Other 0.0 0.0 -
Financing cash flow 31 39.1 2213
Net change in cash 0.5 46.6 151.2 (28.8) 6.1)
Cash at start of period 9.4 10.1 56.7 207.9 179.1 Segmentals (A$m) CY24e CY25e
Exchange rate impact 0.2 0.2) - Revenue
Cash at end of period 10.1 56.7 207.9 179.1 173.0 Hardware sales 145 47.3 90.0 117.0 140.4
R&D Revenue 15 41 3.6 54 59
Balance Sheet (A$m) CY22 CY23 CY24e CY25e CY26e Subscription services 0.3 14 25 55 153
Cash and cash equivalents 10.3 63.6 2148 186.0 179.9 Other Revenue 0.5 13 13 13 13
Trade and other receivables 8.3 8.9 22.0 29.4 411 Total Revenue 16.8 54.1 97.4 129.2 162.9
Inventories 3.7 18.6 88.0 104.4 131.4
PPE 24 4.0 49 55 6.3 Revenu Breakdown
Intangibles 0.0 - - Hardware sales 86% 87% 92% 91% 86%
Right-of-use assets 0.5 19 19 19 19 R&D Revenue 9% 8% 4% 4% 4%
Total assets 25.2 97.1 331.6 327.3 360.6 Subscription services 2% 3% 3% 4% 9%
Trade and other payables 0.6 35 11.0 16.3 24.6 Other Revenue 3% 2% 1% 1% 1%
Lease Liabilities 05 26 26 26 26
Provisions 05 0.7 0.7 0.7 0.7
Borrowings 0.1 - -
Other 4.6 15.7 15.7 15.7 15.7
Total liabilities 6.2 225 30.0 35.4 437
Net Assets 19.0 745 3015 2919 317.0
Share capital 405 80.4 301.6 301.6 301.6
Other reserves 5.1 55 55 55 55
Accumulated losses (26.6) (11.3) 8.8 35.2 81.8
Total shareholders' equity 19.0 745 315.9 342.3 389.0
SOURCE: BELL POTTER SECURITIES ESTIMATES
—V
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Research Team

Staff Member Title/Sector Phone @bellpotter.com.au
Expect >15% total return on a Chris Savage Head of Research/Industrials 612 8224 2835 csavage
12 month view. For stocks regarded Rob Crookston Strategy 612 8224 2813 rcrookston
as ‘Speculative’ a return of >30% is Analysts
expected. John Hester Healthcare 612 8224 2871 jhester
Expect total return between - Martyn Jacobs Healthcare 613 9235 1683 mjacobs
5% and 15% on a 12 month view Thomas Wakim Healthcare 612 8224 2815 twakim
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. Connor Eldridge Real Estate 612 8224 2893 celdridge
some time but have only forecast cash
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exceptionally high level of capital risk and Stuart Howe Resources 613 9325 1856 showe
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Leo Armati Associate Analyst 612 8224 2846 larmati
Kion Sapountzis Associate Analyst 613 9235 1824 ksapountzis
Ritesh Varma Associate Analyst 613 9235 1658 rvarma

Research Coverage & Policies

For Bell Potter Securities’ Research Coverage Decision Making Process and Research Independence Policy please refer to our company
website: https://bellpotter.com.au/research-independence-policy/.

Authoring Research Analyst’s Certification

The Authoring Research Analyst is responsible for the content of this Research Report, and, certifies that with respect to each security that
the Analyst covered in this Report (1) all the views expressed accurately reflect the Analyst’s personal views about those securities and
were prepared in an independent manner and (2) no part of the Analyst's compensation was, is or will be, directly or indirectly, related to
specific recommendations or views expressed by that Research Analyst in the Research Report.

Research Analyst’s Compensation

Research Analyst's compensation is determined by Bell Potter Securities Research Management and Bell Potter Securities’ Senior
Management and is based upon activities and services intended to benefit the investor clients of Bell Potter Securities Ltd. Compensation
is not linked to specific transactions or recommendations. Like all Company employees Research Analysts receive compensation that is
impacted by overall Company profitability.

Prices

The Price appearing in the Recommendation panel on page 1 of the Research Report is the Closing Price on the Date of the Research
Report (appearing in the top right hand corner of page 1 of the Research Report), unless a before midday (am) time appears below the
Date of the Research Report in which case the Price appearing in the Recommendation panel will be the Closing Price on the business day
prior to the Date of the Research Report.

Availability

The completion and first dissemination of a Recommendation made within a Research Report are shortly after the close of the Market on
the Date of the Research Report, unless a before midday (am) time appears below the Date of the Research Report in which case the
Research Report will be completed and first disseminated shortly after that am time.

Dissemination

Bell Potter generally disseminates its Research to the Company’s Institutional and Private Clients via both proprietary and non-proprietary
electronic distribution platforms. Certain Research may be disseminated only via the Company’s proprietary distribution platforms; however
such Research will not contain changes to earnings forecasts, target price, investment or risk rating or investment thesis or be otherwise
inconsistent with the Author’s previously published Research. Certain Research is made available only to institutional investors to satisfy
regulatory requirements. Individual Bell Potter Research Analysts may also opt to circulate published Research to one or more Clients by
email; such email distribution is discretionary and is done only after the Research has been disseminated. The level and types of service
provided by Bell Potter Research Analysts to Clients may vary depending on various factors such as the Client’s individual preferences as
to frequency and manner of receiving communications from Analysts, the Client’s risk profile and investment focus and perspective (e.g.
market-wide, sector specific long term and short term etc.) the size and scope of the overall Client relationship with the Company and legal
and regulatory constraints.
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Disclaimers

This Research Report is a private communication to Clients and is not intended for public circulation or for the use of any third party,
without the prior written approval of Bell Potter Securities Limited.

The Research Report is for informational purposes only and is not intended as an offer or solicitation for the purpose of sale of a security.
Any decision to purchase securities mentioned in the Report must take into account existing public information on such security or any
registered prospectus.

This is general investment advice only and does not constitute personal advice to any person. Because this Research Report has been
prepared without consideration of any specific client’s financial situation, particular needs and investment objectives (‘relevant personal
circumstances’), a Bell Potter Securities Limited Broker (or the financial services licensee, or the representative of such licensee, who has
provided you with this report by arrangement with Bell Potter Securities Limited) should be made aware of your relevant personal
circumstances and consulted before any investment decision is made on the basis of this Research Report.

While this Research Report is based on information from sources which are considered reliable, Bell Potter Securities Limited has not
verified independently the information contained in this document and Bell Potter Securities Limited and its directors, employees and
consultants do not represent, warrant or guarantee expressly or impliedly, that the information contained in this Research Report is
complete or accurate.

Nor does Bell Potter Securities Limited accept any responsibility for updating any advice, views, opinions or recommendations contained in
this Research Report or for correcting any error or omission which may have become apparent after the Research Report has been issued.

Bell Potter Securities Research Department has received assistance from the Company referred to in this Research Report including but
not limited to discussions with management of the Company. Bell Potter Securities Policy prohibits Research Analysts sending draft
Recommendations, Valuations and Price Targets to subject companies. However, it should be presumed that the Author of the Research
Report has had discussions with the subject Company to ensure factual accuracy prior to publication.

All opinions, projections and estimates constitute the judgement of the Author as of the Date of the Research Report and these, plus any
other information contained in the Research Report, are subject to change without notice. Prices and availability of financial instruments
also are subject to change without notice.

Notwithstanding other departments within Bell Potter Securities Limited advising the subject Company, information obtained in such role is
not used in the preparation of the Research Report.

Although Bell Potter Research does not set a predetermined frequency for publication, if the Research Report is a fundamental equity
research report it is the intention of Bell Potter Research to provide research coverage of the covered issuers, including in response to
news affecting the issuer. For non-fundamental Research Reports, Bell Potter Research may not provide regular updates to the views,
recommendations and facts included in the reports.

Notwithstanding that Bell Potter maintains coverage on, makes recommendations concerning or discusses issuers, Bell Potter Research
may be periodically restricted from referencing certain Issuers due to legal or policy reasons. Where the component of a published trade
idea is subject to a restriction, the trade idea will be removed from any list of open trade ideas included in the Research Report. Upon lifting
of the restriction, the trade idea will either be re-instated in the open trade ideas list if the Analyst continues to support it or it will be officially
closed.

Bell Potter Research may provide different research products and services to different classes of clients (for example based upon long-
term or short term investment horizons) that may lead to differing conclusions or recommendations that could impact the price of a security
contrary to the recommendations in the alternative Research Report, provided each is consistent with the rating system for each respective
Research Report.

Except in so far as liability under any statute cannot be excluded, Bell Potter Securities Limited and its directors, employees and
consultants do not accept any liability (whether arising in contract, in tort or negligence or otherwise) for any error or omission in the
document or for any resulting loss or damage (whether direct, indirect, consequential or otherwise) suffered by the recipient of the
document or any other person.

In the USA and the UK this Research Report is only for institutional investors. It is not for release, publication or distribution in whole or in
part in the two specified countries. In Hong Kong this Research Report is being distributed by Bell Potter Securities (HK) Limited which is
licensed and regulated by the Securities and Futures Commission, Hong Kong. In the United States this Research Report is being
distributed by Bell Potter Securities (US) LLC which is a registered broker-dealer and member of FINRA. Any person receiving this
Research Report from Bell Potter Securities (US) LLC and wishing to transact in any security described herein should do so with Bell Potter
Securities (US) LLC.

Disclosure: Bell Potter Securities acted as Joint Lead Manager and Underwriter of DRO's $100m capital raising in April 2024 and $120m
capital raising in August 2024 and received fees for that service.
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