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THE FORGE STORY

Forge Group Litd (FGL) was a successful engineering

and construction company based in Australia, listed on

the Australia Stock Exchange with 2,000 employees and
operating across eight countries. On March 6, 2013, its share
price peaked at $6.98. (All monetary amounts discussed
herein are in Australian dollars. To convert to another
currency, visit www.x-rates.com.) It was on a growth path
and had $1.5 billion in forward orders on its books. Within 12
months, it was out of business. Voluntary administrators and

receivers were appointed in February 2014.

THE ENGINEERING AND CONSTRUCTION
INDUSTRY

The engineering and construction sector provides significant
economic activity in many countries. The industry is typically
seen as high risk due to the nature and size of the contracts.
The contracts typically span long periods of time, which adds
tremendous uncertainty given the forecasting required and large
amounts of capital involved. Joint ventures and public/private
partnerships are common in the industry to reduce the risk of
large-scale projects and to ensure adequate capital and expertise.
Major contracts generally involve a number of different

companies with primary contractor and sub-contractor status,

all tendering and quoting on various stages of work in a project.
"This makes the industry highly competitive, and the value of
appropriate costing and project management expertise is vital.
After the Global Financial Crisis (GFC), large-scale
mining and construction projects had been the driving force
for some economies, especially in Australia. But recently
there has been a decrease in activity in this area because a
number of projects were completed and moved to production
phase. In Australia in 2013-2014, the engineering and
construction spend was $128 billion, dropping $1 billion from
the previous year. This decline increases competition in the
sector and therefore demand for lower-priced contracts and
shorter completion times. 'T'he market value of a company is
based partly on its future secured order book. The sector is
risky, and many companies have suffered as a result of stalled

projects, poor costing, and mismanaged cash flow.

THE FORGE GROUP LTD STORY

The company was formed from a private construction company
called AiConstruction and listed on the Australian Stock
Exchange at $0.56 on June 26, 2007. The company’s path was
one of acquisitions and organic growth since it survived the
GFC and leveraged the mining and construction boom. In April
2010, another construction company called Clough bought 13%
(10.5 million shares) of the FGL ordinary shares, thus becoming

the largest shareholder. This sent a confident message to the
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investment community in FGLs future. Clough continued

to purchase shares until it divested its total holding of 35% in
March 2013. Clough management explained its divestment by
indicating that expectations of joint ventures between the two
companies did not eventuate and therefore the equity holding
was cashed in to allow the pursuit of other objectives.

In January 2012 FGL undertook a major acquisition by
purchasing CTEC Pty Ltd. In essence, the acquisition meant
the takeover of two major projects: The Diamantina Power
Station (DPS) Project in Queensland, Australia, and the
West Angelas Power Station (WAPS) Project in the Pilbara
region of Western Australia. It was expected that these major
projects would add $7.5 million and $10.8 million to EBITDA
in 2012 and 2013, respectively. The purchase price was $16
million up-front with further payments due on the meeting of
specified performance targets (total paid was $32.26 million).
This increased FGLs contract book significantly, and its share
price rose in response. In June 2013, FGL acquired Taggart
Global for $43 million. This purchase meant that FGL was now

diversifying into asset management and into other economies.

COMPANY STRUCTURE

T'he company’s legal structure is shown in Figure 1, but

it essentially had four key divisions. They were Power,
Construction, Asset Management, and Minerals and
Resources. Since listing, the company raised more than $99
million in equity from shareholders and as of June 30, 2013,
had a market capitalization of $356 million with net profit

after tax of $63 million on revenue of $1 billion. The order

book showed more than $1.5 billion in secure orders to be
delivered over the next few years. For engineering and
construction companies, the security of its future orders is
the lifeblood of the business. Given such a great record and a

future that seemed secure what went wrong?

ISSUED SHARES AND SHARE PRICE

T'he number of issued shares and the share price are shown
in Table 1.

Table 1: The Number of Issued Shares and the Share Price

2010 2011 2012 2013 2014
No. of Shares 70,699,487 81,541,569 86,169,014 86,169,014 86,169,014
Share Price $2.66 $5.46 $4.37 $4.20
CTEC PTY LTD PURCHASE

In the wash up of the demise of FGL,, the attention was paid

to two main contracts: 1'he Diamantina Power Station (DPS)
Project in Queensland, Australia, and the West Angelas Power
Station (WAPS) Project in the Pilbara region of Western Australia.
Both projects were acquired under the takeover of the company
CTEC Pty Litd on January 13, 2012. The purchase of CTEC Pty
Ltd was to change the business model by bringing work in-house
with the intended consequence of taking out the “middle man”
and thereby increasing earnings (by negating sub-contractor
margins). The CTEC purchase payment terms required an

up-front payment of $16 million with subsequent payments

Figure 1: Forge Group Ltd Structure
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conditional on meeting performance criteria (possible further
payment of $40 million in total). CTEC’s prior year (June 30,
2011) EBIT was $2 million, with expected EBITDA at year-end
2012 and 2013 to be $18.4 million and $24.8 million, respectively.
The DPS and WAPS projects were to increase this expected
EBITDA by $7.5 million in 2012 and $10.8 million in 2013.

Yet the projects’ revised 2013 estimates showed a $61
million project margin loss for the DPS project and a $41.7
million project margin loss on the WAPS project. The cost
overruns on these two projects led to the profit downgrade and
contributed to the resulting shortage of cash.

Added to that is the discovery that there was an early
payment to the vendors of CTEC prior to the performance
conditions being met. Further, the previous managing director,
Peter Hutchinson, was paid a bonus of $375,000 for a successful
acquisition and integration. These payments are the subject of
further investigations by the liquidator.

T'he Administrator’s report shows that the actual work-
in-progress income for the period was $126 million below
management’s forecast; that labor costs were $70 million over
budget; material costs were $55 million over budget; and work-

in-progress overheads were $22 million over budget.

KEY MANAGEMENT CHANGE

Management Compensation and Ownership of Shares
There was very minor ownership of shares in FGL by
directors. The ownership of ordinary shares held as of June

30, 2013, by the directors were as follows:

David Simpson, Managing Director Nil - (653,396 performance rights held)

David Craig, Non-executive Chairman 6,000 shares

Marcello Cardaci, Non-executive Director N

John O’Connor, Non-executive Director N

Gregory Kempton, Non-executive Director 5,000 shares

There was a major change in management during 2012. Next
is a list of holders of substantive management positions in
June 2012 and 2013.

T'he remuneration report shows that payments to the key
executives combine both a base salary and performance
incentive bonuses (see Table 2). The performance bonuses
were predominately cash and based on earnings per share
(EPS) targets. Performance rights (right to one ordinary share
in FGL.) were also conferred on key executive subject to the

achievement of EPS increases over a five-year period.

As of June 30, 2012:

Peter Hutchinson Managing Director

(resigned July 9, 2012)

Andrew Ellison Executive Director

(resigned July 31, 2012)

Gregory McRostie Executive Director (resigned November 30, 2012)
Marcello Cardaci Non-executive Director

David Craig Non-executive Director

Kevin Gallagher Non-executive Director (resigned March 28, 2013)
Neil Siford Non-executive Director (resigned March 28, 2013)
As of June 30, 2013:

David Simpson Managing Director and CEQ

(appointed July 9, 2012)

Marcello Cardaci Non-executive Director

David Craig Non-executive Director

John 0'Connor Non-executive Director

(appointed November 29, 2012)

Greg Kempton Non-executive Director

(appointed November 29, 2012)

IMA EDUCATIONAL CASE JOURNAL H VOL. 8, NO. 1, ART. 3, MARCH 2015



- - ELLYG8'YS | - - LS’ 191$ LbG'989'v$ - | 000'Ge5'L$ - | LbS'191'E$ | 2Lz
- - b0£'689'8$ | 8EH'GOGS - vob'GE9$ €€0'GhLS 69L'€0V'LS 6LL'06LS v9b'28s'LS 000'056'LS | 925'089°€S | €L0Z lejo pueig

%L %0 66Y'G5E a - - 8zL'Gl LLL'BEE - 000'6¢ - LLL'YLE AN
%Zh %81 986'7LL [87°CE - - 708y G68°LEL - eLy'or - Z8Y'L6 €10¢ 11eg v
S3AIND3XJ J01uag 13wio4
%LE %S 266'001 886'1C - - [T6'LL [10'198 - 000921 - L1017 €10¢ luuey Y
%G¥ %6 8ly'sez €25°0¢ - - 067G G07'661 - 60L°18 - 969°LLL €10¢ nsely
%GE %9 609'9% 98¢'9¢ - - 809'6 G19'6C 06€°ey 000°GEL - 627’152 €10¢ alownuey "\
%LE %1 GG/'G8L [86'CC - - 8LL'Y 089'851 - Ze'sy - 8ee'elL €10z SS0Y "D
%€ %Y 098°200'L eLL'se - - eLE'LE YLE' 26 080'8L 000'S61 000°051L 62705 €L0¢ Juuws g
%LE %G B6G7'029 LLO'LE - - €61 620°LL5 - 000'651 000°05 620'89¢ €10z AiswoBiuo g
SaAnN2ax3 Jojuag

%0 %0 09065 - - - - 09065 - - - 09065 AN
%0 %0 G/E'69 - - - - G/E'69 - - - G/€'69 (3104 1ayBe|en "y

%0 %0 LEY'LL - - - - LEY'LL - - - LEY'LL AN
%0 %0 G/E'69 - - - - G/E'69 - - - G/E'69 €10¢ PIoOJIS'N
aAnoaxj-uoy 13wio4
%0 %0 946€5 - - - - 956°€S - - - 956°€S €10z uojdwiay ‘9
%0 %0 065'65 - - - 026’7 0L9'7§ - - - 0L9'7§ €L0¢ louuo,0r

%0 %0 978 - - - 969 60Y'LL - - - 60Y'LL AN
%0 %0 105'26 - - - 869'L £98'78 - - - £98'78 €10¢ 19epieg '

%0 %0 9/E'v8 - - - 1969 60v'LL - - - 60v'LL 210z
%0 %0 GGL'y9L - - - YaG'EL 109'0G1 - - - 109'0G1 £L0¢ Bre1y g
$10J9311( 3AINIAXI-UON

%91 %0 9GZ'ev6 - - - 898'GE 88¢°206 - 000°051 - 88¢'/GL AN
%0 %0 80€°Cv6 - - - 850°L1 0GZ'LE6 - - 000°00§ 0SZ'LEY €10z BNSOHIN 9

%€EE %0 LLY'BYEL - - - - [G1'86C'L - 00005t [G1'8%8 AN
%0 %0 L28'YSL - - - - 16€'£8G - - 000°00§ 16€'.8 €L0¢ uos!|3 v

%Lt %0 8E7'906'L - - - 82L°08 01£'658'L 014’656 AN
%0 %0 0v4'10§ - - 298ty 98¢l 61T - 000°0 06 - 61T €10z uosuIyaINy o
$10J9211( 3AINIAXT Jaulio]
%8¢ %L1 7 866'506'28 | L0L'ZIES 7 - 7 - 0L7'9L$ LZy'L1G'T$ 60£'69$ 000°008$ 000°0SL$ 211'856$ £L0¢ 7 uosdwiS 'q
10)9311Q aANIaX]
o% pajejay | suondg |elo) spybiy Aynbg sjyauag uonenuuy | sjyauag way spjauag snuog snuog saad pue |auuosiag

ajuewlopad | seo, pue suondg uoneujuIa) 1adng -poyg [ejo] | Asejauow-uop | yseq pajejal uonuajay | Alejes ysey
-3ouewliopad Juo-ubig

uofjewloyu| uoneIBUNWAY :Z d|qel

IMA EDUCATIONAL CASE JOURNAL n VOL. 8, NO. 1, ART. 3, MARCH 2015




QUESTIONS

REFERENCES

1.

2.

Director’s Duties, Corporate Governance, and Ethics

a. Outline the key duties of directors.

b. Outline the arguments for the directors of Forge
Group Ltd that they carried out their duties.

c¢. Outline the arguments for shareholders, creditors, and
employees that the directors of Forge Group Ltd did
not carry out their duties.

d. Give your opinion, and justification, as to whether the
directors of Forge Group Litd carried out their duties.

e. On February 18, 2014, journalist Paul Garvey from 7%e
Australian stated:
“A spokesman for Ferrier Hodgson said the group
was aware of claims circulating on social media that
allegedly detail expenses incurred ahead of the group’s
slip into administration last week. The allegations
suggest some senior managers cashed out their leave
entitlements earlier this year and relocated to Sydney
at the company’s cost...The Australian revealed
on Saturday that senior Forge managers had been
relocated to Sydney at significant expense in the
months after Forge first revealed the power station
contract issues that ultimately proved fatal...News
of the spending and the rumours of the annual leave
payout have angered some Forge shareholders whose
holdings now appear worthless.”

Assume Paul Garvey’s allegations are founded,

compare and contrast the concepts of utilitarianism
and Kantianism by using the context of the allegations

to illustrate your main arguments.

Risk

Reports suggest that the purchase of the CTEC group

(and the major contracts assumed with the purchase) was

a major element in the company’s demise.

a. Outline general factors that company directors and
management need to consider in relation to risk.

b. Critically evaluate specific risk pertinent to Forge
Group Ltd.

Management Compensation and Director Independence

a. Examine the remuneration information of FGLs board
of directors and key management personnel. Using
this information, draw some conclusions as to the
actions of directors and key personnel.

b. Explain director independence. In your view, appraise
the independence of the FGL directors. Evaluate

whether this was in FGLs best interest.

Forge Group Ltd 2013 Annual Report, www.fgl.com.au.
Forge Group Ltd 2011 Annual Report, www.fgl.com.au.

Martin Jones, Andrew Saker, and Ben Johnson,
“Consolidated Group Report by Administrators pursuant to
Section 439A(4)(a) of the Corporations Act 2001,” Ferrier
Hodgson, March 10, 2014, www.ferrierhodgson.com/au/~/
media/Ferrier/Files/Documents/Corp%20Recovery%20
Matters/Forge%20Group/439A%20Report%20Pack. pdf.
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research, the CMA® (Certified Management Accountant)
program, continuing education, networking and advocacy of the
highest ethical business practices. IMA has a global network of
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