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Waterman Group

Solid First Half Results

Despite the uncertainty that followed the EU referendum, Waterman has continued to
trade steadily with good levels of enquiries and nhew commissions. It has a sufficiently
broad operational and geographic spread to provide continued resilience and is likely to
benefit from the recent increase in government funding for road spending. In addition,
the fall in sterling will positively affect reported profits from its overseas activities. The
most recent trading update and interim results point to a consistent order book and
indicate that the full year outturn will be a touch better than last year. In addition, the
company is on track to deliver its objective to improve adjusted operating margin from
its current level of 4% towards 6% by 2019. The share price has been adversely affected
by worries over faltering UK construction markets and now offer significant upside
compared to peer group valuations.

Net

Year to Sales Adj. PBT Adj. EPS Cash/(Debt) P/E(fd) EV/EBITDA Yield
Jun £fm £fm P (Em) (x) (x) (%)
FY16a 9.3 36 7.6 54 102 51 39
FY17e 91.9 36 75 56 103 5.0 52
FY18e 955 4.4 93 6.1 83 4.0 6.2

For the six months to December 2016, Waterman delivered a stable outturn with
performance in-line with the first half of last year and with management expectations.
Group revenue increased by 1% to £45.7m with EBITDA up by 3.6% at £2.28m as the
margin improved from 4.8% to 5.0%. Operating profit was flat at £1.85m with the margin
also unchanged at 4.1%. The Group retains its target of moving towards a 6% margin at
the operating level by FY2019. Continuing profit before tax increased slightly from £1.81m.
to £1.83mand continuing EPS reduced from 4.0p/ share to 3.6p/share due largely to
increased income attributable to the partially-owned Australian operations. The
dividend was increased by 33% to 1.6p/ share.

The company has maintained cautious outlook for the current full year revenue outturn
but it is likely to continue to make progress on margin improvement. The UK business
is robust and order flow remains encouraging across a diverse range of activities. The
Group will benefit from strong overseas markets and the lower level of sterling on
translation of its overseas figures.

The shares are trading on a compelling valuation compared to the peer group. Even
after allowing for a substantial discount due to the relative low market capitalisation
the shares would need to be 67% higher at 130p/ share to trade in-line with European
peer companies. Recent M&A activity has been transacted at an average 110% premium
to the current price and the shares are trading on a 21% discount to NAV. The shares
yield 2% on the interim dividend alone and the prospect of further increases this year
making a full year yield of 5.2% which is underpinned by strong net cash balances.

This document provides information on Waterman Group - it is not a solicitation of an offer to buy or sell securities.
See the disclaimer on the back page.



A multi-disciplinary
consultancy practice with
global reach

A mature but continually
evolving industry

Waterman is a multi-discipline
niche operator with global
reach

Strong results in 2016 resulted
in a 50% increase in dividend
followed by a 33% increase in
TH17

Strong balance sheet

Outlook

Significant discount to peers on
all valuation measures
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Investment Thesis

Waterman was founded in 1952 as a structural engineering practice. It has since
expanded to become a multi-disciplinary engineering consultancy with a global
footprint. Its growth has largely been organic, although supplemented by some
strategic acquisitions, as it expanded its reach both operationally and geographically.
It is an established and well-run business that has weathered many economic cycles

The business that Waterman operates in is mature, with growth largely driven by
regional GDP and construction activity. In total, the industry generates revenues of
around US$550bn annually. However, it is highly fragmented, with the top ten, multi-
national, multi-discipline consultancies accounting for less than 15% of global market
share. There has been ongoing consolidation for many years as larger operations
acquire or merge with smaller players in order to reduce costs and gain exposure to
specialist activities. One of the key drivers of growth is the introduction of increasingly
sophisticated and expensive technological solutions. Despite this, there remains a very
large number of very small operators and an ever increasing number of new disciplines.

Waterman operates in the middle tier of UK consultancies. It has recognised
capabilities across a wide range of engineering disciplines and global reach but retains
flexibility in allocating resources and targeting contracts. It has a diverse operational
and geographic spread of activities, supported by a robust balance sheet. Its
involvement in a broad spectrum of private and public sector activities should ensure
that the outlook remains positive in all but the worst economic scenarios.

The FY2016 results were ahead of market forecast and driven by strong organic growth
in challenging markets. At the FY2017 interim stage the company experienced tougher
UK market conditions particularly in London building services but this was offset by
strong overseas performances and steady progress in UK structural engineering
resulting in an outturn that was in-line with the previous half year and management
expectations. The dividend was increased by 50% in FY2016 and by 33% for the first
half of 2017. This is both a reflection of the strong balance sheet and of the confidence
of the management of the company in future progress.

The company has strong cash balances with net cash increasing from £5.5m to £6.7m
in the first half of this year. Return on average capital employed (ex-goodwill)
increasing from 46.5% at June 2016 to 56.3% (14% to 16% including goodwill)

Despite some fears over the outlook for building and property markets in the UK
following the decision to leave the European Union, the recent trading update and
interim results give confidence that the Waterman platform is robust and ready for
further expansion.

The shares are trading on a discount to the peer group. On our estimates for 2016/17,
the shares are trading on an EV/ EBITDA multiple of 4.7x falling to 3.6x in 2017/18.
Adjusted PER is 10.3x falling to 8.3x and dividend yield 5.2% rising to 6.2%. To trade in-
line with an average of the current valuations of a basket of quoted peers the share
price (adjusted for small cap. discount) would need to be 67% higher at 130p. in
addition, recent M&A deals in the sector have taken place at over double the current
Waterman share price. Finally, the shares are trading at a 21% discount to the NAV of
97p/ share.
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Origins in the late Industrial
Revolution

The industry remains

fragmented
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Background

The Global Engineering Consulting Industry

The history of the engineering consultancy industry runs parallel to that of
management consulting, with both activities originating in mid-nineteenth century in
the UK. The rapid increase in the number of large infrastructure projects, like the
building of the railways, combined a wide range of engineering and managerial skills.
This led to the rise of project engineers working in specific areas of activity as specialist
consultants. After World War |1l, large multidisciplinary practices incorporating a
spectrum of engineering disciplines were established in the United States, with a
major cluster in California. Clearly, it is now a mature industry and growth is heavily
correlated to construction activity which in turn is a function of regional GDP. However,
new areas of activity emerge frequently, like for example environmental consultancy,
which has been accelerated in recent years by concerns over pollution and climate
change.

Number of Consultancies Share of Revenue
Country 1978 1985 1992 2010 1996 2010
USA 49 21 67 65 40.20% 31.00%
Canada 8 7 m 8 7.40% 7.20%
France 10 7 10 8 3.60% 3.60%
Germany 5 9 17 7 4.80% 0.90%
UK 8 17 20 10 13.50% 14.60%
Netherlands 3 6 m 6 11.80% 10.90%
Other Europe 9 16 m 33 830% 10.40%
Australia 1 1 1 10 0.20% 8.10%
Japan 2 8 14 10 420% 210%
China (0] 0] 0] 21 0.00% 3.70%
South Korea 2 2 6 0.00% 0.80%
RoW 5 6 39 16 6.00% 6.70%
Total 100 100 203 200 100.00% 100.00%

Source: Engineering News Record Global Sourcebook

The global engineering consultancy market has grown rapidly since the middle of the
last century and is now estimated to generate over US$550bn revenue annually. It is
estimated to employ over 500,000 people worldwide in businesses that range from
large multinationals to single operators. The sector is still highly fragmented with the
top 10 firms having less than 15% of the global market share. Despite recent moves
towards consolidation, between 65% and 80% of all firms have less than 10 staff
members. A typical firmin the industry in most developed countries consists of around
five or six professional associates plus support staff.

3 Capital Access Group



Increasing barriers to entry

The UK currently represents
around 11% of the global
market

Waterman is the 11*" largest UK
consultant by staff numbers
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Market share figures from IBISWorld show that the top 10 firms have around 11% of the
global market. Concentration of consultancy activity remains low, although barriers to
entry are high for the following reasons:

1. Building trust and establishing client relationships requires time and proven
expertise.

2. Competitive bidding or tendering is a difficult process.

3. The technology required is increasingly sophisticated and client needs are
changing rapidly.

The UK Market for Engineering Consultancy Services

It is estimated (IBISWorld Apr 2016) that the UK engineering consultancy market is
currently worthy around £50bn a year and is forecast to grow at an annualised rate of
4.8% between 2012 and 2017. Industry revenue has rebounded over the past five years
after contracting sharply during the years after the recession in 2008. The decline was
a result of depressed industrial production, constrained capital expenditure budgets
and weak levels of construction activity. Recovery gained momentum with an increase
in a range of infrastructure construction activities, including electricity and
telecommunication infrastructure. Subsequently, commercial capital expenditure
budgets also trended upwards, further boosting demand. These positive drivers have
been partially offset by sluggish industrial production activity and pressure on public-
sector spending.
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The industry is estimated to employ around 370,000 people in the UK across
approximately 78,000 businesses. In common with the rest of the world, the high level
of fragmentation means that market share concentration is low. The largest four
companies are estimated to have a combined market share of less than 5%.
Engineering consultancies are generally small-scale firms that confine their operations
to a narrow regional market or area of specialisation. This is demonstrated by the fact
that 89.6% of all industry operators in the UK have fewer than five employees, most of
whom are proprietors and partners. Only 0.8% of firms employ more than 50 people.
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Waterman is positioned in the middle tier of UK consultants, below the

multidisciplinary multinational operators like Atkins but above the majority of single
discipline specialists.

Ranking of UK Engineering Consultants
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