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New Rec: Ikon Office Solutions (IKN: $12.19)  January 9, 2008

Position: Sell Target: $7.80

Dec-07 Mar-08 Jun-08 Sep-08
$MM 1Q08e 2Q08e 3Q08e 4Q08e F2008¢ F2009e
Revenue 1,004 1,028 1,018 1,049 4,099 4,055
EPS 0.21 0.23 0.19 0.24 0.86 0.83
Y/Y Gro 0% -4 % -18 % 3% -5% -4 %
PE n/a n/a n/a n/a 14 15
PSR n/a n/a n/a n/a 0.3 0.3
Consen 0.24 0.27 0.28 0.27 1.05 1.10

Shares Out: 93.3M Market Cap: $1.1B FYE: Sept

Summary: Ikon is the largest independent reseller of copier/printer equipment in
the US. The company generates about 87% if its revenue in the US/Canada, with
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13% coming from Europe. Equipment sales were about 43% of revenue and 32%
of gross profit in F2007, while customer service/supplies were 33% of revenue and
43% of gross profit. The company also provides managed on-site/off-site
production and professional services, which represented 19% of revenue and 16%
of gross profit. Service/rentals/other accounted for the remaining 5% of revenue
and 9% of gross profit.

Shares currently trade at 11.6x published consensus F2008 earnings of
$1.05. However, “street” models have not fully adjusted the 2008 share count and
interest expense associated with the recently completed Dutch auction self-tender
and a planned repurchase of $205M worth of shares during the remaining three
quarters of F2008. Applying our assumptions, shares trade at 10x the expected
“street” adjusted F2008 EPS of $1.21. While some may view the shares as cheap,
we think IKN is a value trap. Meeting bulls’ estimates requires sales to reverse
four years of declines and grow 1.3% in F2008 and 1.5% in F2009, and for
operating margins to remain stable. As we outline below, we think there is ample
reason to think IKN will not achieve these results.

Bulls are hoping IKN’s recent restructuring efforts, along with shifts by
customers to more profitable color printing, will lead to long term growth for IKN
revenue and profits. As we explain below, we think recent operating margin gains
made by IKN are unsustainable, as reduced service levels seem to have led to lost
revenue, prompting a recent increase in hiring. Color adoption also looks unlikely
to lead to higher revenue and profits, as color revenue per page is falling and
adoption rates remain low. Finally, bulls point to IKN’s status as the only
remaining independent national copier/printer reseller in the US as giving it
leverage with its OEM customers and national accounts. As we explain below,
IKN may instead find itself turning off the lights on a defunct approach to selling
and servicing copiers and printers.

Our discussions with industry experts suggest that IKN is the victim of a
fundamental shift in the way copier/printer equipment is sold both in the office
environment and in larger “production” shops. Black and white (B/W) office
equipment (10-69 ppm, 48% of North American equipment sales) is experiencing
rapid price declines, driven by product commoditization and the emergence of new
channels for the purchase of equipment (e.g., internet sites, Dell, Staples). B/W
production equipment (70+ ppm, 16% of IKN sales) is also seeing declining sales
due to price competition. Some of this deterioration has been offset by increased
sales of color-capable equipment, but prices in this segment are falling as well. As
equipment prices fall in the office environment, buying a new unit becomes less of
a strategic decision, and the decision making shifts from the purchasing department
(with multiple quotes and approval protocols) to the IT department, where
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individuals make the call. Industry insiders tell us this shift is particularly
beneficial to HP and its recently expanded entry into the color printer market, since
IT managements are already very familiar with HP products.

Service of office copiers/printers is also changing. While previously service
for office equipment was provided by resellers on contract as part of a monthly
lease payment, or on a “break-and-fix” fee per visit, now lower end equipment is
increasingly serviced on a “fail-and-mail” basis, where customers ship the unit to
the manufacturer for repair. This removes lucrative service revenue from IKN’s
reach. Moreover, printer ink and toner is being aggressively sold by Staples and
others. This allows consumers to completely separate themselves from
dependence on copier/printer sales reps and technicians, something industry
sources (and our own experience) suggest is welcome by many for its cost benefit.

IKN bulls argue that sales of higher end equipment, especially color-capable
equipment, will replace losses that are occurring in the lower end B/W office and
production segments. Moreover, bulls argue, the aftermarket revenue stream from
these units is higher than B/W, and offers long term growth potential. The color
opportunity has been embraced by IKN’s OEM manufacturers (Canon, Ricoh,
Konica Minolta). They have responded to the deterioration of the B/W segment by
launching numerous new color-capable printers for both the office (10-69 ppm)
and production (70+ ppm) environments. Canon in particular has focused on
higher end, light production equipment geared to corporate and specialty print
shops. Bulls point to this as a positive for IKN, since it now has a much broader
line of color equipment to sell to its customers, and should benefit from the higher
value consumables stream these units eventually produce. IKN itself is touting
color, and is adding graphic arts and other specialists to capitalize on the
opportunity.

We think it is no coincidence, however, that the flurry of new high end OEM
product launches is occurring at the same time OEMs are expanding their own
direct sales efforts. As we detail below, Canon and Ricoh have recently been
building out their direct sales networks, and are competing directly with IKN in
large accounts. We think these OEMs have seen that commoditization of
equipment and deterioration of supplies/service revenue is pushing its way up to
higher end equipment, meaning that soon the real profit will be only at the top end
of the market. OEMs know they can service the few, high value accounts that will
remain as prices continue to fall and commoditization progresses.

IKN’s OEMs seem to have little choice but to develop direct sales networks,
since their major competitors are aggressively doing so. Xerox bought reseller
Global Imaging Services (which now carries Xerox along with Konica Minolta,
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Sharp, and Toshiba) in April 2007 to strengthen its position in the office sector.
Toshiba and Sharp have also been acquiring distributors. The goal, according to
industry sources, is to be able to sell and offer service to national accounts. These
OEMs can undersell IKN on equipment, and then make money on the aftermarket
revenue stream.

IKN has responded to declines in its equipment and service/supplies revenue
by expanding its managed/professional services business. While the company is
generating more revenue and profit from this business, it is also alienating its
specialty print shop client base, which increasingly views IKN as a competitor.
The owner of one large print shop with whom we spoke intends to cancel three
color printer leases he has with IKN as soon as they expire, in part due to bad
service (as we discuss below), but also because he has learned that IKN’s managed
service unit is a direct competitor in some important accounts.

IKN has protected operating margins from the impact of deteriorating
equipment and service/supply gross margins by drastically reducing its SG&A
spending. The company cut SG&A by $71M (6%) in F2007, mostly by reducing
staff and contract workers, accruing less for bonuses, and freezing pension
benefits. Unfortunately, the impact of these cuts has been felt by customers.
Service response times have deteriorated for some IKN customers. These accounts
also noted that the sales reps seem to be less knowledgeable, and that they were
slow to quote new business. As a result, one customer with whom we spoke gave
a contract to Conway (now owned by Xerox), even though IKN came in with a
slightly lower, but very late quote.

At the same time IKN is grappling with fundamental changes in how
copiers/printers are sold and serviced, the macroeconomic environment for its
products is deteriorating. “Street” analysts note that historically there has been a
high degree of correlation between GDP growth and commercial printing volumes.
Recent financial results and commentary from Consolidated Graphics (CGX), a
large commercial printer, suggest business in this segment will continue to be weak
due to “broad economic uncertainties.” Xerox’ CEO recently commented that
corporations are increasingly cautious on IT spending. Yet IKN is putting new
sales resources into the commercial printing sector in what may be a last ditch
effort to keep what service-oriented business remains from falling into the hands of
OEM direct sales networks. With the sales pie likely to shrink in 2008, and OEMs
better positioned to compete with lower equipment prices, we think IKN’s efforts
will be for naught.

IKN is also exposed to the potential for a tightened credit environment. In
F2007, approximately 75% of its equipment revenue came from GE, which then
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leased the equipment to IKN customers. Should GE tighten credit terms, sales may
slow.

One bright spot in IKN’s results would seem to be Europe (13% of sales),
where revenue grew 10.5% y-y in F2007. However, adjusting for currency,
revenue increased only 1%. Ricoh’s purchase of reseller Danka’s European
operations in January 2007 suggests IKN is facing the same challenges to its
distribution model in Europe as it faces in the US.

IKN repurchased $295M worth of stock in a Dutch auction tender offering
completed in December 2007, using cash and $150M in new debt at Libor + 500
bp. The “street” expects IKN to repurchase an additional $205M worth of stock in
F2008 with cash. The “street” is assuming the average share count declines from
126.4M in F2007 to 100.4M in F2008, and interest expense increases from $51M
to $63M. While we follow the “street’s” interest expense assumptions, our model
assumes an average share count of 89M in F2008, based on the completed tender
repurchase of 22.7M shares at the end of F1Q08, and another 20.5M shares
purchased at $10 per share over the remaining three quarters of F20008. If, of
course, IKN’s results in F2008 fall short of expectations, cash will not be as readily
available, and the company’s board may reconsider its aggressive repurchase plan.
In any case, we think investors should be focused on the company’s operating
profit, which we expect to decline by 16% in both F2008 and F2009.

IKN: “Street” vs. OWS Expectations F2008-F2009

“Street” “Street” OWS OWS

F2007a F2008e F2009e F2008e F2009e
Equipment $1,788 $1,822 $1,838 $1,752 $1,715
Service/Supplies 1,378 1,369 1,388 1,309 1,290
Managed/Profess Services 797 853 811 837 860
Rental and Fees 137 125 130 137 130
Other 69 52 52 64 60
Total Revenue 4,168 4,221 4,283 4,099 4,055
EBIT 203 213 n/a 170 143
Operating Margin 4.9% 5.0% n/a 4.2% 3.5%
EPS $0.91 $1.05 n/a $0.86 $0.83




“Street” “Street” OWS OWS
Y-Y change F2007a F2008e F2009e F2008e F2009e
Equipment -0.1% 1.9% 0.9% -2.0% -2.1%
Service/Supplies -4.7% -0.6% 1.4% -5.0% -1.5%
Managed/Profess Services 7.6% 7.0% -4.9% 5.0% 2.8%
Rental and Fees -9.6% -8.9% 4.3% 0.0% -4.9%
Other -30.9% -25.1% 0.2% -7.6% -6.3%
Total Revenue -1.4% 1.3% 1.5% -1.7% -1.1%
EBIT 6.8% 4.9% n/a -16.1% -15.9%
EPS 19.1% 18.7% n/a -5.3% -3.8%

IKN’s balance sheet is in weakened condition due to its recent share
repurchases. In F2006 and F2007, the company spent $306M on share
repurchases. In F1QO08, it spent another $295M, reducing its cash balance to about
$231M and increasing debt to about $975M. The company’s debt-to-cap ratio is
now about 40% versus 33% at the end of F2008. While shareholder equity is
$1.468B, tangible book is only $378M. If the company goes forward with its
planned repurchase of another $205M in shares during the rest of F2008, the
balance sheet will worsen further. We estimate the company will generate $53M
in FCF from 2Q08-4QO08, so its net cash position after the share repurchase
program at year end F2008 would be about $79M, likely too low for the comfort of
existing lenders or for its working capital needs. Without further financing, all the
repurchases are unlikely to happen. But without them, our share count assumption
will be too low, and EPS will be even worse than we expect. Thus, the company’s
existing debt load, coupled with its reliance on share repurchases to support its
share price, and declining cash flow, may, ultimately, be the undoing of IKN.

Our target of $7.80 is 9x our F2008 EPS estimate. According to “street”
analysts, forward multiples on Year 1 EPS for IKN have ranged from 7.2x to 19.6x
over the past five years. At our target price and F2008 EBITDA estimate, the
company’s EV/EBITDA multiple would be 6.6x, a slight discount to the
company’s current EV/2007 EBITDA multiple of 6.8x. Our target may prove to be
generous if the market concludes, as we think, that IKN’s business model cannot
survive the shifts occurring in the sale and service of copiers/printers. We note that
printer manufacturer Lexmark (LXK) trades at an EV/EBITDA of just 5.2x.

Background:

IKN is the largest value-added reseller of printers, copiers, and multi-
function products (MFPs), all-in-one units that print, copy and scan. It sources its
products primarily from Canon, Ricoh, and Konica Minolta, with a limited number
of printers coming from HP. The company has about 25,000 employees, of which

6




about 6,000 are customer service technicians and 9,000 are sales/service personnel.
The company generates about 87% if its revenue in the US/Canada, with 13%
coming from Europe.

IKN revenue comes from three primary segments: Equipment,
Service/Supplies, and Managed/Professional Services:

Equipment (43% total revenue/32% total gross profit)

IKN sells both office (10-69 ppm) and production (70+ ppm) level
equipment. The mix sold by IKN in North America has been shifting from black
and white (B/W) to color. As shown below, B/W office has declined from 55% of
equipment sales in 2005 to 48% in 2007, while color for both the office and
production environments has increased from 26% of sales to 34% of sales.

North America Equipment Revenue Mix

2005 2006 2007
B&W office (10-69 ppm) 55% 52% 48%
B&W production (70+ ppm) 16% 18% 16%
Color Office/Production 26% 28% 34%
Other (fax, printer, other 3% 2% 2%
Total 100% 100% 100%

Source: IKN

North American sales of office equipment declined 2% y-y in F2007 despite
strong growth in color revenue. Gross profit is also under pressure due to
increased competition. As shown in the table below, B/W office equipment
revenue has been declining for at least the past two years, while sales of B/W
production equipment have been declining for the past five quarters. Sales of color
equipment have been strong, but overall equipment sales in North America have
declined y-y in four of the last five quarters.

IKN US Equipment Revenue Y-Y chng by segment, NA Tot Equipment Y-Y chng

12//05 | 3/06 6/06 9/06 12/06 | 3/07 6/07 9/07
1Q06 | 2Q06 | 3Q06 | 4Q06 | 1Q07 | 2Q07 | 3Q07 | 4Q07

US B/W Office 3% -4% -10% -8% -10% | -13% -2% -9%

US B/W Production 9% 14% 13% 2% -6% -27% -4% -9%

US Color Office/Prod | 17% 14% 13% -4% 10% 23% 14% n/d*

Total NA Equipment 6% 4% 1% -5% 4% -3% -1% -7%

*Company disclosed color office revenue up 18%, color production up 56%

IKN managed to report flat y-y total equipment growth in F2007 due to
strength in Europe and favorable currency translation. Europe represented 13% of




equipment sales in 2007, and grew 13% y-y. However, European equipment sales
were up only 4% on a constant currency basis.

Service/Supplies (33% total revenue/43% total gross profit)

Service contracts and supplies are the most profitable part of IKN’s
business. Service contracts are generally written to provide service and supplies
for a minimum number of B/W copies per month, with surcharges for use above
this amount. Color copies are billed on a per copy basis in low volume accounts,
but may be rolled into the monthly service fee for higher volume accounts.

Revenue and profits from this segment have been declining, primarily due to
falling revenue per page and a decline in the total copies impacting IKN service
revenue. The total copies impacting service revenue had been increasing about
2%-3% y-y in F2006, in line with the market growth in total copy pages estimated
by InfoTrends, but IKN reported that total copies impacting its service revenue fell
1% in 2Q07 and 2% in 3Q07, with a “slight year-over year reduction” in F2007.
Growth in pages below the market means that IKN is losing customer market share
to other sources of service and supplies for customer copiers/printers, as we discuss
below.

The company is seeing a growing number of copies impacting customer
service coming from color-enabled devices. Copies from these devices increased
44% in F2006 and 35% in F2007. However, as a percent of total copies, those
from color enabled devices are still only 8% of total copies impacting customer
service, up from 6% in F2006. Importantly, only about half of the copies from
color devices are actually billed at color rates (the rest being B/W printed on color
enabled devices), so IKN is so far seeing little benefit from the higher supply costs
associated with color printing.

Managed/Professional Services (19% total revenue/16% total gross profit)

IKN manages on-site copy facilities for large clients (68% of
managed/professional services revenue). This has been a growing business for
IKN, with revenue up 8% y-y in F2007. However, as this business grows, IKN
finds itself increasingly in competition with its own customers, e.g., local specialty
print shops that would get some of this business if IKN were not managing it.

The company also has off-site copy services (21% of managed/professional
service revenue) for the legal industry. This business was up 2% in F2007, but
down 7% in 4Q07. We think this business will continue to be weak as law firms
find lower cost options offshore, and as a weak M&A/IPO market persists.
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IKN’s Professional Services business (11% of managed/professional
services revenue) helps customers plan, install and train users on networked
document imaging devices and software. Growth in the segment has been strong,
at 20% y-y in F2007. However, Xerox, Ricoh and HP are aggressively targeting
this segment with direct sales teams, meaning increasing competition for IKN.

Discussion:

1. Falling office equipment prices, new channels undercut IKN’s value as reseller
to office customers

Industry sources with whom we have spoken view the rapid decline in
copier/printer prices as the key factor impacting the ways in which this equipment
is sold and serviced. The commoditization and price erosion of B/W office
printing equipment has forced even premier brands like Canon to move production
to China, resulting in lower quality product. But buyers are willing to accept lower
quality at lower prices, and increasingly view the equipment as “disposable,”
making them less inclined to purchase service contracts to protect the smaller
investment.

Our own experience with a recent printer purchase decision is a case in
point. Our four year old Canon printer was jamming, so we called in our
independent reseller for an on-site service check ($135). He told us the machine
would cost $560 to fix, or we could buy a new, comparable Ricoh printer with
installation and a one-year on-site warranty for $1,350. A quick check on the
internet showed we could buy the very same Ricoh printer with a one year
manufacturer’s off-site warranty from CDW for $600. Since installation can be
easily handled in-house, and having a printer down is a minor inconvenience (we
can send the traffic to another networked printer), we are indifferent to losing the
unit when mailed in for repair. Needless to say, we went with the $600 printer off
the internet.

While IKN bulls might argue that the company does not sell many of these
low end units, low prices are accelerating decentralization of office
printing/copying, reducing the need for the more centralized workstations sold by
IKN. Moreover, lower prices change the buying process for larger corporations,
since the purchase decision moves from the purchasing department (multiple
quotes, rigorous approval processes) to the annual operating budget of the IT
department. This shift toward the IT buyer is seen by industry sources as
especially beneficial to HP, which has many satisfied customers for its B/W printer
products.



Perhaps in response to internet competition for its Ricoh and Canon
products, in F2Q07 IKN began selling lower end B/W Kyocera/Mita
copier/printers. Gartner analysts expected this deal to improve IKN’s equipment
margins, since it would give it leverage to negotiate better equipment margins and
aftermarket residuals with Canon and Ricoh. Two quarters later, however,
equipment and consumable margins continue to decline.

Lower prices are impacting color office equipment, as well. For example,
Dell is now selling the fastest under $1,000 color copier/printer available (31 ppm
B/W, 17 ppm color). At the higher end, HP has recently launched very
competitively priced color inkjet copier/printers (CM8050, CM8060) priced at
$19,000-$23,000 with its new Edgeline color printing technology. These models
have an innovative usage based pricing model for service/supplies, which we
describe below.

2. With lower price equipment gaining an increasing share of the market, IKN’s
ability to capture aftermarket service supply revenue is diminishing

The movement of printer vendors (e.g., HP and Dell) into the printer/copier
space, as well as internet equipment sales is bad news for aftermarket sales and
supply revenue. As The Document Imaging Report put it in February 2007,

“Yes, printer vendors are MFP vendors’ biggest fear. That’s because no matter how
much they talk about solutions and scanning, it’s still consumables and print-click
charges that pay the big bills for these guys.”

The shift away from IKN as a provider of aftermarket service/supplies is
most evident in the decline in total pages impacting IKN’s customer service
revenue, which was down about 2% in F2008 despite market growth estimates by
IDC at 2% per year. Bulls have hoped that the decline in pages would be offset by
increasing color, which carries revenue of up to 5x B/W. But with only 6% of
serviced pages currently printed on color equipment, and only half of those billed
at color rates, it is not surprising that IKN’s customer service/supply revenue
continues to fall despite higher color placements.

The revenue difference between B/W and color is also being diminished by
recent moves by HP and Xerox. IKN and its OEMs must respond to these lower

priced color offerings, or they will most likely lose share.

HP: HP has shaken up the market by introducing a new contract model for its fast
CM8050/8060 color printers (priced at about $20,000) that permits the user to
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choose print quality. Software in the machine allows customer to pay one price for
Professional Color mode, another lower price for General Office Color mode, and
third price for monochrome printing. It also offers Color Accent mode which
allows for a small amount of color to be added at same price as monochrome (e.g.,
a blue colored internet link imbedded in a printed email). According to an industry
observer with whom we spoke, the machine is “awesome.” While the quality of
the color may not be as good as Canon’s, but it is fine for business documents, and
the savings for a business using color can be significant.

Xerox: In September 2007, Xerox introduced its new Phaser 8860
printer/8860MFP, an office color printer (30 ppm), at $2,499/$3,999, or $1,000
more than comparable products. But cost of color page is 1/2 that of standard
devices.

3. Expansion of OEM direct sales organizations undercuts IKN’s value to national
and production accounts, and to OEMs themselves

The commoditization of the lower end of the market has not been lost on
IKN’s OEM manufacturers. These companies are pouring resources into
development of new high end color office and production equipment, where prices
remain high and color use is most concentrated.

Since many fewer accounts purchase production equipment and high end
color than office B/W, servicing them should not require so many resources. We
think OEMs see the opportunity to service these accounts themselves, and cut IKN
out of the mix. The flurry of recent dealer acquisitions and direct sales expansions
by OEMs supports our view.

The biggest dealer acquisition to date was Xerox’ April 2007 acquisition of
Global Imaging Systems (GISX) for $1.5B. While the acquisition strengthened
XRX” position in the office sector rather than production, it is likely that XRX
valued the bigger service/sales footprint GISX offered across all product segments.
XRX paid 11x EBITDA (including the assumption of $200M in debt) for the
business, which had expected EBITDA growth of 10% in F2008. IKN’s EV/2008
EBITDA is currently 6.8x, even though EBITDA is expected to grow only 3.7% in
F2008.

Other copier/printer manufacturers are also actively expanding their dealer
networks, either by acquisition or organically. Both Canon and Ricoh are currently
hiring sales reps and district managers. Moreover, in January 2007 Ricoh bought a
51% stake in IBM’s InfoPrint Solutions Company servicing print shops and
providing professional services, and in September 2007, it formed a Production
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Printing Business Group. These activities are in direct competition with IKN. In
the table below, we summarize some of the other recent activity by equipment
manufacturers to expand their presence in sales/service.

Recent Moves by Equipment Manufacturers into Direct Sales

Nov 2007 Konica Minolta acquires AZ/NV/CA distributor Hughes-Calihan

Sept 2007 Ricoh forms Production Printing Business Group
Aug 2007 Toshiba 50" dealer acquisition since 1994; 136 locations in 27 states
April 2007 Ricoh combines Lanier direct sales ops with Ricoh Business Systems to create

much larger and more unified RBS to pursue direct sales

April 2007 Sharp expands its direct regional sales ops by opening new branch in South
Florida (purchased existing dealer)

April 2007 Xerox buys Global Imaging Systems

Jan 2007 Ricoh buys 51% stake in IBM’s InfoPrint Solutions Company
Oct 2006 Ricoh buys Danka European ops

Feb 2006 Canon buys Uinta, company’s first dealer buy since 1990
Nov 2005 Ricoh announced plans to establish Ricoh Global Services

4. Attempts to grow managed/professional services put IKN in competition with
print ship customers

Some of the weakness in IKN’s equipment and supply/service results has
been ameliorated by expansion in the company’s managed/professional services
segment. Indeed, the company attributes some of the weakness in the
service/supplies segment to the fact that certain customers have switched regular
service/supply contracts to on-site managed service contracts. However, gross
margins in this segment (27%) are lower than for service/supplies (44%), so the
switch may end up being a net negative for operating results.

Another problem with expanding the managed/professional services segment
is that it puts IKN in direct competition with its large specialty print ship
customers. The owner of one large print shop with whom we spoke intends to
cancel three color printer leases he has with IKN as soon as they expire, in large
part because he has learned that IKN’s managed service unit is a direct competitor
in some important accounts.

5. Slashing of SG&A budget has damaged customer relationships, no room to cut
further

Bulls are excited about IKN’s dramatic reductions in SG&A expense. From
F2006 to F2007, the company cut SG&A by $71M (6%), mostly through staff cuts,
lower bonus accruals, and by freezing pension benefits. SG&A as a percent of
sales has fallen from 29.6% in F2006 to 28.3% in F2007, exceeding the company’s
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goal of 29% for F2007. The impact of these cuts appears to be impacting customer
services and sales. One customer with whom we spoke said the response time of
IKN service personnel has deteriorated, as has the service he has gotten from sales
people. He has also had a difficult time dealing with GE as the owner of his IKN
equipment lease, saying he has had numerous billing issues with GE since it
purchased the leases from IKN in F2005.

IKN may realize that is has gone too far with the cuts, however. The
company reversed some cuts in F3Q07 and added 120 sales reps (including 17
graphic arts specialists focused on color production equipment) and a further 50
reps in F4Q07. While on a total sales/service employee headcount of 15,000 these
additions are minor, the impact on SG&A is already apparent. SG&A ticked up
4% sequentially in 4Q07 after 10+ quarters of sequential flat-to-down results. As a
percent of sales, SG&A increased 62 bp versus a 22 bp sequential decline from
3Q06 to 4Q06.

“Street” analysts are hoping IKN can keep SG&A as a percent of revenue at
28.2% of sales, a slight improvement from 28.3% in F2007. We think declining
sales along with the company’s failed attempts to slow the decline with more sales
people, will push SG&A to 28.8% in F2008 and 29.3% in F2009.

6. Investment in high-end sales resources coincides with slowing economy

Coinciding with IKN’s increased investment in sales resources is a potential
downturn in spending on IT. Recent comments by Xerox’s CEO suggest
companies are more cautious in their technology investments. Such caution could
impact IKN’s efforts in the high end as well as small-to-medium business
segments.

The “street” also notes there is a high degree of correlation between
commercial printing volumes and GDP growth, so a slower economy would
dampen both equipment and volume-dependent service/supply revenue. The
slowdown may already be upon us. Commercial printer Consolidated Graphics
(CGX) preannounced weak results in 3Q07, citing weak economic conditions.

7. GE may tighten credit terms
About 75% of IKN’s equipment revenue is financed by customers who have
IKN-arranged lease agreements with GE. Should GE tighten credit terms, sales

may slow.

8. Stock repurchases increase debt, reduce cash
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While bulls like the EPS boosts provided by the company’s aggressive stock
repurchases, they have soaked up a significant amount of cash. The company
spent $131M in F2006 to buy 10.7M shares (average price $12.26) and $175M in
F2007 to buy 12.1M shares (average price $14.46).

In the most recent Dutch auction self-tender, the company spent $295M to
buy back 22.7M shares ($13 per share) using $145M in cash and $150M in debt at
500 bp above Libor. After the offering, the company has about $231M in cash and
total debt of about $975M. Its debt-to-cap ratio has increased from 33% at the end
of F2007 to an estimated 40% today. Note that this ratio would be even worse but
for an estimated $162M in accumulated other comprehensive income (up from
$76M a year ago), most of which has come from currency translation adjustments.
We also note that out of shareholder equity of $1.468B, only $378M is tangible
book, the balance being in Goodwill.

If the company goes forward with its plan to repurchase another $205M
worth of shares with cash in the remaining three quarters of F2008, the balance
sheet will worsen further. We estimate the company will generate another $53M
in FCF from 2Q08-4Q08, so its net cash position at year end F2008 would be
about $79M after the completion of the share repurchase program, likely too low
for the comfort of existing lenders or for its working capital needs. The company
has acknowledged that it will likely have to borrow more money in F2008 to carry
out its repurchase plan, saying in its 10-K that the “rate and pace of such share
repurchases will be subject to certain conditions, including the receipt of additional
financing.”

Without another $205M in share repurchases, our share count assumption
will be too low, and EPS will be even worse than we expect. Thus, the company’s
existing debt load, coupled with its reliance on share repurchases to support its
share price, may the undoing of the IKN story.

9. European results bolstered by foreign exchange rates

IKN’s European business (13% of total revenue) has been strong, with
revenue up 10.5% and operating margins improving slightly in F2007. However,
much of the growth is due to favorable currency movements. On a constant
currency basis, revenue in Europe was up only 1% y-y in 2007. Recent signs of
weakness in Europe suggest IKN will see softer sales in Europe in 2008.
Moreover, the recent purchase of Danka’s European reseller business by Ricoh
suggests IKN faces the same consolidation challenges in Europe as it faces in the
US.
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10. Potentially unsustainable tax rate responsible for significant EPS growth

IKN’s tax rate in F2007 was 29.9%, significantly below the 36%-37% rate it
had guided to at the beginning of F2007. Had it been as expected, F2007 EPS
would have been $0.83, well below the $0.90-$0.95 guidance the company offered
on its 4Q06 conference call and the $0.91 reported.

Analyst models use a tax rate of 31% in F2008, well below the “structural”
tax rate of 35%-36% that the company says it will trend up to within the next 2-3
years. In our model, we use a tax rate of 33% in F2008 and F2009. However, if
the company were to get to a 35% rate in F2009, in our model EPS would be
reduced by $0.03 to $0.80.

11. Valuation

While consensus F2008 for IKN according to I/B/E/S is $1.02, these
estimates do not account for the recent change in share count and increased interest
expense burden the company has taken on with the recent Dutch auction.
Adjusting for these factors, IKN shares currently trade at about 10 times what we
expect will be the “street’s” F2008 EPS estimate of $1.21. We think EPS will fall
far short of expectations. Our target of $7.80 is 9x our F2008 EPS estimate.
According to “street” reports, forward multiples on Y1 EPS for IKN have ranged
from 7.2x-19.6x over the past five years.

With a current EV of $1.882M, on an EV/EBITDA basis, IKN is currently
valued at 6.6x the “street’s” F2008 EBITDA estimate of $286M. At our target
share price of $7.80, the company would have an EV of $1.59M (including a
reduction in cash to $79M from further share repurchases). Our F2008 EBITDA
estimate is $241M, giving the company an EV/EBITDA multiple of 6.6x at our
target price of $7.80.

We note that with a FCF yield of 12% at our target, shares may look cheap.
However, we think IKN is a classic value trap. Investors will think twice before
investing in a company where FCF is declining each year.

The risks to our thesis include better than expected penetration of high end
production accounts by IKN, and faster than expected adoption of color printing by
customers. While some bulls speculate that IKN could be bought by one of its
OEMs (most likely Canon), we think these companies can and are building their
own direct sales organizations, and have no need for IKN’s bloated organization.
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IKN’s shares may fall below our target if the share repurchases planned for
F2008 do not occur or if the company must take on very expensive debt to
accomplish these repurchases. In addition, should spending on IT be worse than
we expect, or share gains from competitors (e.g., XRX, HP) be greater on new
technology and market models, IKN may be in for even worse trouble than we
project.

12. Balance sheet analysis

$M

Current debt* 975

Current equity** 1,468

Current tangible book value 378

Current market value 1,137

Current cash 23 Hkk

Current DSO 47

Current DIO 73

$M 2007a  2008e  2009e
EBIT (excluding nonrecurring items) 2029 170.4 143.3
EBITDA 275.0 240.6 213.5
Surplus FCF (net income+D&A-capex) 119.3 794 62.1
Capex (63.9) (63.9) (63.9)
EV/EBITDA 6.8 6.6t 7.5t

*Includes $150M in debt from Dec 2007 tender

**after repurchase of $295M in shares

*#*after use of $145M in Dutch auction, and includes $27M in 1Q08 FCF
TAt target of $7.80
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12/06 3/07 6/07 9/07 12/07 3/08 6/08 9/08 12/08 3/09 6/09 9/09

% Total Sales 2006a 2007a 2008e 2009¢ 1Q07a 2Q07a 3Q07a 4Q07a 1Q08e 2Q08e 3Q08e 4Q08e 1Q0% 2Q0% 3Q0% 4Q09%
Equipment 423% 42.9% 42.7% 423% 41.3% 432% 42.8% 442% 41.3% 42.8% 42.7% 44.1% 41.0% 424% 42.1% 43.7%
Cust Srve & Supplies 342% 33.1% 31.9% 31.8% 34.3% 32.9% 33.1% 32.0% 33.2% 31.9% 31.9% 30.8% 32.9% 31.8% 31.8% 30.8%
On-Site Mngd Serv~ 11.9% 13.0% 13.9% 14.5% 13.0% 12.6% 13.2% 13.2% 14.0% 13.8% 14.0% 13.7% 14.7% 145% 14.8% 14.3%
Off-site Mngd Serv 38% 3.9% 39% 39% 40% 43% 41% 33% 37% 3.8% 3.9% 4.0% 40% 39% 4.0% 3.8%
Profess Servies 18% 22% 24% 27% 21% 1.9% 21% 25% 25% 24% 25% 24% 26% 27% 28% 2.8%
Mgd & Profess’l Serv 175% 19.1% 20.4% 21.2% 19.1% 18.9% 195% 19.1% 20.4% 20.3% 20.6% 20.3% 21.3% 21.1% 21.5% 20.9%
Service and Rental 36% 3.3% 33% 32% 35% 3.3% 31% 3.3% 35% 34% 3.1% 3.3% 33% 33% 3.1% 3.2%
Other 24% 17% 16% 15% 1.8% 18% 15% 15% 1.6% 16% 1.6% 15% 15% 15% 15% 1.4%
Total Revenue 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%
Equipment 748% 753% 755% 755% 75.0% T74.4% 757% 76.0% 755% 75.5% 755% 75.5% 755% 75.5% 755% 75.5%
Cust Srv/Suppl 55.2% 56.5% 57.0% 57.0% 56.1% 58.7% 55.8% 55.2% 57.0% 57.0% 57.0% 57.0% 57.0% 57.0% 57.0% 57.0%
Mgd/Profess’| 73.9% 72.8% T72.0% T72.0% T74.0% T72.7% T722% 72.3% T72.0% 72.0% T72.0% 72.0% T72.0% 72.0% 72.0% 72.0%
Service/Rental 30.0% 254% 25.0% 25.0% 28.0% 24.6% 26.1% 22.8% 25.0% 25.0% 25.0% 25.0% 25.0% 25.0% 25.0% 25.0%
Other 95.5% 66.5% 66.5% 66.5% 66.6% 66.6% 65.9% 66.9% 66.5% 66.5% 66.5% 66.5% 66.5% 66.5% 66.5% 66.5%
Total Cost of Sales 65.9% 66.8% 67.1% 67.1% 66.6% 67.2% 66.8% 66.7% 66.7% 67.0% 67.1% 67.3% 66.9% 67.1% 67.2% 67.3%
Selling/Administrative 29.6% 28.3% 28.8% 29.3% 28.6% 27.9% 28.1% 28.7% 28.9% 28.6% 29.1% 28.6% 29.5% 29.2% 29.6% 29.1%
Total Operating Exp 955% 95.1% 95.8% 96.5% 95.1% 95.1% 94.9% 954% 95.6% 95.7% 96.2% 95.9% 96.4% 96.3% 96.8% 96.4%
Operating Income 45% 49% 42% 35% 49% 49% 51% 46% 44% 43% 3.8% 41% 3.6% 37% 3.2%  3.6%
Interest Expense 12% -12% -15% -17% -12% -12% -12% -12% -13% -1.6% -1.7% -1.6% -1.7% -17% -1.7% -1.6%
Interest Income 03% 03% 02% 03% 03% 03% 02% 02% 02% 02% 02% 01% 02% 03% 0.3% 0.5%
Pretax Income 36% 3.9% 28% 22% 40% 4.0% 41% 3.6% 33% 3.0% 23% 2.6% 21% 24% 18% 2.4%
Taxes 12% 12% 09% 07% 12% 11% 14% 1.0% 11% 1.0% 08% 08% 07% 08% 06% 0.8%
Net Income 24% 27% 1.9% 15% 27% 2.9% 2.8% 2.6% 22% 20% 15% 17% 14% 16% 12% 16%

19



