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Pennant International: 
Poised for a return to growth

The technology-led provider of training products and services 
for engineers working in the defence, aerospace, rail and  
power sectors is set to deliver sharply higher profits this year

Bull points

n New management team is transforming the business.
n Contracts building from blue-chip clients.
n Significant pipeline of bid prospects.
n Potential announcement of a major contract award in  
 coming weeks.
n Favourable industry trends supportive of return to growth.
n Investments in new products increasing addressable market.
n High and sustainable gross margins.
n Profit surge in 2018 highly likely.
n Surge in order book cover for 2019 de-risks forecasts.
n Robust balance sheet.
 
Bear points
n Chequered history.
n Timing of new contracts.
n Global economic uncertainty.
n Liquidity.

The key to maximising financial upside from a recovery situation 
is to spot the early signs of a turnaround early on. Restructuring 
of its business by a new management team suggests that Aim-

traded Pennant (PEN), a £36m market-cap company well below the 
radar of most investors, could convert a bumper bid pipeline into 
highly profitable work. Transformation of the company’s trading 
prospects was highlighted by a positive update in July and, priced 
on a cash-adjusted forward price/earnings ratio (PE) of 10 for 2018, 
it’s being woefully undervalued. Moreover, with an eye-catching set 
of half-year results due to be released in late September, and some 
large potential orders in the bidding process, there are significant 
catalysts on the horizon to spark a re-rating. For good measure, the 
share price has just signalled a major chart break-out.
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Founded exactly 60 years ago, Cheltenham-based  
Pennant International (PEN) has evolved from mod-

est beginnings into a technology-led business offering a 
wide range of products and services that are used to train 
and assist engineers in the defence, rail, power and aero-
space sectors. This year also marks Pennant’s 20th anni-
versary on the Alternative Investment Market (Aim). 

Admittedly, shareholders have had a rollercoaster ride 
during this time, but prospects have improved no end 
in the past 18 months. It’s no coincidence either that the 
transformation in the business has followed the appoint-
ment of 37-year-old Philip Walker as Pennant’s chief ex-
ecutive. The Grant Thornton trained chartered accountant 
has instilled financial discipline, that is now generating 
tangible results, and put together a highly capable new 
management team. The board has wisely invested in the 
business so that it has the platform to grow. 

When Pennant releases its first half-year results on Mon-
day 24 September, the company will report a 38 per cent 
rise in revenues to £13.2m, which represents organic growth 
after a spate of contract wins. Underlying pre-tax profits 
have increased an eye-catching 125 per cent to £2.1m, which 
means Pennant will have made as much profit in the first 
half of this year as it did in the whole of 2017. 

Importantly, the focus on improving the company’s finan-
cial and operational performance – Mr Walker was initially 
recruited as Pennant’s financial director – is generating 
cash. Net funds have doubled to £3m since the end of 2017, 
a sizeable sum in relation to Pennant’s market capitalisa-
tion of £36m. In turn, this is enabling the directors to bid for 
some large multi-million pound blue-chip contracts. Last 
week, the company was provisionally selected for the largest 
contract in its history and one that could generate revenue 
of £25m to £30m, deliverable over 2019, 2020 and 2021. The 
work involves the design, build and delivery of training 
equipment to an unnamed customer.

The upside from that contingent contract, which is 
expected to be formally awarded later this year, and other 
major ones in the pipeline is not being factored into ana-
lysts forecasts for next year, or beyond, another positive for 
investors willing to play this turnaround situation. Pen-
nant’s board were in buoyant mood when they released 
their pre-close trading update in July and rightly so as the 
company already has a three-year contracted order book 
worth £30m (excluding the above contingent contract) and 
a £60m active bid pipeline on which it is tendering. 

Ongoing improvements in the business have passed 
many investors by, however, as Pennant remains well 
below the radar of most fund managers. This offers a great 
value opportunity to exploit and one that may not take 
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long to reap returns from. That’s because the odds look 
heavily skewed to a favourable investor reaction when the 
company releases what will be impressive first-half results 
at the end of next month. To understand why demand for 
the company’s products and services has made a decisive 
move in the right direction after struggling to generate 
growth in the past, it’s worth delving into each part of  
the business.

Software delivering tangible results
Pennant offers a diverse range of technical training so-
lutions. The UK market accounted for 77 per cent of its 
annual revenues of £18m last year, with Canada, Australia 
and United States the main overseas territories. Around 
three quarters of revenue is derived from the defence  
sector, but the company has a growing and increasing 
civilian focus too, doing major work for Network Rail. 

The key for Pennant’s blue chip and government cus-
tomer base is that its products and services offer signifi-
cant tangible benefits and efficiency savings. Main prod-
ucts include: 
n Virtual reality software enabling operatives to carry 
out training exercises under a variety of normal and 
emergency scenarios: This is particularly applicable 
to highly dangerous activities such as skydiving, operat-
ing petrochemical plant, or maintaining munitions. The 
technology also enables trainees to familiarise themselves 
with live situations such as exploring a future workplace 
(carrying out virtual activities on an aircraft or submarine, 
for example). 
n Generic training aids: These are designed to comple-
ment training on real life equipment. For example,  
Pennant’s skill trainer developed in consultation with  
the Royal Air Force supports proficiency in hand tool  
procedures and electrical continuity checks. 

Pennant (PEN)
 Ord Price: 109p  Market Value: £36m

 Touch: 105-109p  12-Month High: 98p Low: 70p

 Discount Yield: 2.0%  PE Ratio: 11

 Net Asset Value: 40p  Net Cash: £3m

Year to Revenue Pre-tax 
31 Dec (£m) profit (£m) EPS (p) DPS (p)

2015 9.9 -2.10 -7.4 nil

2016 17.2 2.20 7.1 nil

2017 18.0 2.10 5.2 nil

2018** 20.5 3.50 9.8 2.00

2019** 21.3 3.65 10.0 2.20

% change +4 +4 +2 +10
Normal market size: 3,000 SETSqx
*Includes intangible assets and goodwill of £1.2m, or 4p a share
**WH Ireland forecasts. Pre-tax profits and EPS stated pre-goodwill amortisation charges
Source: Pennant annual report, London Stock Exchange
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Lessening students’ step across to working on real equip-
ment provides operational and maintenance savings for 
clients and improves safety outcomes. To date, Pennant 
has supplied more than 100 skill trainer units to UK and 
overseas military training establishments and aerospace 
colleges. Last year, the company won new contracts with 
customers in Abu Dhabi, China, Russia and Singapore.
n Emulation and simulation software: Products in-
clude radar system training for the aerospace and defence 
industry and control room training for Network Rail staff. 
Benefits include minimising the time the real equipment 
is off line for training duties and avoiding the possibility 
of recruits damaging equipment, which in the worst-case 
scenario could also lead to catastrophic accidents. 
n Engineered solutions: Pennant’s hardware and soft-
ware engineers analyse, design and manufacture bespoke 
solutions to satisfy a specific training need of a client. A 
good example is Pennant’s Cockpit Procedure Trainers 
which comprise full-size accurate replicas of an aircraft 
cockpit complete with flying controls, displays and  
facsimile ejection seat. 

Last year, Lockheed Martin, one of the world’s leading 
aerospace and defence contractors, increased its contract 
with Pennant ten-fold from £200,000 to £2m for the provi-
sion of a Rotary Wing Rear Crew Winch Trainer. It was the 
second major contract win with the US giant that year.
n OmegaPS: This Oracle-based software product re-
duces the support cost of maintaining major assets like 
trains, tanks or aeroplanes. The speed and frequency of 
maintenance and repair of major capital equipment has 
a substantial impact on overall cost of ownership, so by 
identifying and minimising life cycle costs, and providing 
timely and quality information, Pennant’s software offers 
tangible financial benefits to its customers.

Revenues are generated from the sale of licenses,  
associated maintenance agreements, software training 
courses and consultant services in support of product 
implementation.

Pennant’s OmegaPS software is used by several aero-
space manufacturers worldwide including: Boeing, BAE 
Systems, Alenia Marconi, Thales, Lockheed Martin, Airbus 
Helicopters, Oshkosh Defence, Rheinmetall. 

The Australian Defence Forces, and Canadian Depart-
ment of National Defence, are just two of the governments 
using the software too. Pennant’s existing contract with 
BAE Systems Australia for the maintenance of training 
equipment at Wagga Wagga has been extended by two 
years to cover 2020 and 2021, bringing in an additional 
AUS$3.5m (£2m) of revenue. 

Although not included in Pennant’s three-year order 

“To date, Pennant 
has supplied more 
than 100 skill  
trainer units”
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book of £30m, I understand that the Canadian Depart-
ment of National Defence is looking to extend its contract 
for a further five years which would bring in £4.5m of  
additional annual revenue. 
n Documentation and media services: Pennant has 
been at the forefront of meeting the demand from provid-
ers of major capital equipment to procure operation/main-
tenance publications and services from a single source. 

For instance, the company has worked on projects for 
Network Rail, who may have to cascade Safety Critical 
information to its staff and contractors after an accident or 
incident on the rail infrastructure. 

Other typical work includes driver route familiarisation 
and incident training products. Pennant has completed 
work on railway upgrades in the UK. Recent overseas  
contract wins include a new contract with Kawasaki 
Heavy Industries in Japan in relation to the Thomson-East 
Coast Line (Singapore’s new mass rapid transport rail  
project). Pennant could be breaking into the US market  
in a big way too as it has a £9m tender out for a US rail 
opportunity. 

A bumper order book supports  
a step change in profitability
At the end of June 2018, Pennant had a three-year order 
book worth £30m, having won new orders and contract 
extensions worth over £5m in the first half. In those six 
months, revenue was £13.2m, up from £9.6m in the equiv-
alent period last year. The order book offers substance 
to the market’s expectation the company can deliver the 
£7.3m of second half revenues required to hit house broker 
WH Ireland’s 2018 revenue target of £20.5m (up from 
£18.1m in 2017). Recurring revenues account for 35 per 
cent of that full-year forecast. The bumper order book also 
de-risks expectations that Pennant can drive up annual 
pre-tax profits by two-thirds to £3.5m and deliver the  
92 per cent rise in full-year adjusted EPS to 9.8p.

Importantly, the company’s relatively new management 
team should be able to grow the business significantly in 
the coming years. Pennant has £60m worth of bid pros-
pects for new work, and is targeting addressable potential 
orders worth over £120m. The fact that Pennant has been 
winning extensions on existing contracts indicates a high 
level of client satisfaction and suggests that the contract 
momentum is likely to continue. Investment in the busi-
ness is playing a part, too.

In the past couple of years, the company has invested 
£1.8m in new property and infrastructure, tripling produc-
tion capacity. Management also initiated the development 
of two new generic training products including a new 

“At the end of June 
2018, Pennant had 
a three-year order 
book worth £30m”
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suite of virtual reality training products to address gaps in 
the market. These will form standalone products in their 
own right with the aim of boosting the proportion of sales 
derived from generic training products by expanding mar-
ket coverage and improving the customer proposition.

Strong industry drivers
Industry drivers are supportive of Pennant continuing to 
convert its healthy bid pipeline into contracted orders. 
Although the timing of major contract awards is never 
easy to predict, the following factors highlight potential 
for significant growth:
n New capital equipment platforms for land, naval, air 
and rail are becoming more sophisticated, increasing the 
requirement for training.
n Use of ‘real’ equipment for training has safety implica-
tions, is expensive and often impractical, thus supporting 
demand for Pennant’s training aids.
n Defence forces and other organisations have moved 
towards outsourcing training services, including updating 
their training devices.
n Global training regulations are harmonising and the 
ability to utilise synthetic training is increasing.
n Global expenditure on defence and rail is on the rise.

Bid pipeline supportive of future growth
To put the company’s potential bid pipeline into perspec-
tive, earlier this year Pennant received a letter of intent to 
supply £10m worth of training aids to a Middle Eastern 
customer. Although there is no guarantee this will lead to 
a firm contract, it’s worth noting that the directors expect 
to “receive clarity from the client during the current quar-
ter” so we don’t have long to find out whether a firm order 
has been placed. Representing a third of the current order 
book it would be a significant order to win. The majority 
of the £10m revenue would be delivered in 2019 and is not 
included in current analyst forecasts.

The Middle East is a very important region for Pennant 
as it is finishing work on two major contracts worth a com-
bined £13m of revenue for the supply of part task train-
ers and mechanical and avionics systems (for practising 
maintenance activities) to aeronautical and engineering 
colleges. It has also tendered for work on a £15m Middle 
Eastern helicopter contract. This had been put on hold by 
the customer, but could come back to life next year, ac-
cording to commercial and risk director, David Clements. 
It would be the biggest contract in the company’s history 
if Pennant is successful with its bid.

In their pre-close trading update at the end of July,  
Pennant’s directors revealed their key contract with 
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General Dynamics UK, one of the country’s leading 
defence companies, has increased significantly. As part 
of its £3.5bn deal to deliver 589 Ajax fighting vehicles to 
the British Army, General Dynamics sub-contracted the 
army’s requirement for electro-mechanical trainers and 
computer-based training to Pennant. Winning a further 
£390m contract, to provide in-service support for the 
army’s Ajax fleet until 2024, has seen General Dynamics 
increase its spend with Pennant from an initial £7m to 
£12m, highlighting the trend for contracts to be expanded. 
Around £8m of Pennant’s revenue from this important 
deal will be recognised across 2018, 2019 and 2020.

Pennant has a well-established and durable relation-
ship with the UK Ministry of Defence (MoD) dating back 
to 1958. In recent years, the company has delivered Hawk 
advanced trainer aircraft equipment to the RAF, enabling 
students to fly Typhoon and F35 planes. Now, more than 
1,000 models have been delivered to clients in 18 coun-
tries. The close relationship with BAE Systems has opened 
doors in new foreign territories too. In partnership with 
BAE Systems, Pennant has the exclusive contract to equip 
and support the Australia Defence Force college in New 
South Wales. 

Taking all contracted orders into account, around 50 per 
cent of house broker WH Ireland’s £21m revenue estimate 
for 2019 is already covered by the current order book. If 
the aforementioned £10m Middle Eastern contract is land-
ed later this month (work would commence in September) 
then Pennant’s order book will cover 85 per cent of next 
year’s revenues, providing investors with a high degree 
of visibility. Furthermore, if the aforementioned £25m to 
£30m training equipment contract is formally awarded 
later this year then expect upgrades to analysts’ revenue 
and profit estimates for 2019 and beyond.

Platform for profitable growth
A major change last year was the consolidation of  
Pennant’s support services operation with its develop-
ment business. This was part of restructuring the com-
pany into three divisions: software services, support and 
development, and training systems.

Admittedly, contracts can be chunky. Last year, two 
clients accounted for £7.5m of the £9.7m revenues earned 
from the training systems business; and one client ac-
counted for £3.3m of revenue from software services. The 
flip side is that all of Pennant’s customers are blue chips 
or governments, which mitigates risk as does its manage-
ment of the contracts.

For instance, Pennant stipulates that the client pays  

“The close relationship 
with BAE Systems has 
opened doors in new 
foreign territories”
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for development work on contracts up-front. This can  
account for as much as a third of the overall cost of the 
contract. Pennant also protects its interests by making 
sure that it is not out of pocket if the terms of engagement 
with a client change. That can easily happen with new 
technology and weaponry which are likely to be undergo-
ing development at the time when Pennant starts work 
on its contract. Tight working capital management is 
important with larger contracts too, so payments for work 
are agreed to clearly established schedules to maintain 
collection rates.  

The financial discipline being adopted by the new 
management team should shine through in next month’s 
results. Adjusted operating profit margins, which have 
trended around the 12 per cent level for the past five years 
(apart from in 2015 when delays to securing work led to the 
hefty reported loss), are set to surge to 17 per cent this year.

The improvement in profitability also reflects the  
operating leverage in the business as a greater proportion 
of gross margin – which has been stable at 40 per cent  
the past two years – will fall to the bottom line as  
revenues rise.

Analysts at WH Ireland are factoring in 4 per cent 
growth in annual revenues to £21.3m in 2019, but this 
doesn’t include any of the £10m revenue from the Mid-

 2017 2016 2015 2014 2013
Training Systems £9.7m £12.1m £4.9m £12.3m £12.6m

Data Services £4.5m £1.8m £2.0m £2.4m £3.0m

Software £5.3m £4.3m £4.0m £4.9m £4.3m

Total £19.4m £18.2m £10.9m £19.6m £19.9m
Inter-segment sales £1.4m £1.0m £1.0m £1.8m £1.2m

External sales £18.0m £17.2m £9.9m £17.8m £18.7m

Operating profits post goodwill charges
  2017 2016 2015 2014 2013
Training Systems £0.68m £1.69m -£2.65m £1.50m £1.78m

Data Services £0.73m -£0.10m -£0.14m £0.02m £0.31m

Software £0.31m £0.22m £0.15m £0.34m £0.44m
Source: Pennant company report

Divisional revenues

                     Operating profit 
 2017 2016 2015 2014 2013

Reported operating profit after adjusting  

for allocated or (unallocated)corporate expenses £1.81m £1.90m -£2.36m £2.17m £2.25m

Amortisation of intangible assets £0.29m £0.30m £0.31m £0.08m £0.07m

Underlying operating profit £2.10m £2.20m -£2.05m £2.25m £2.32m

Adjusted operating margin 11.6% 12.8% -20.7% 12.6% 12.4%
Source: Pennant company report

Group operating profits and margins
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dle Eastern contract that could be landed in the coming 
weeks, and also excludes the record £25m to £30m train-
ing equipment contingent contract that Pennant has been 
selected for, subject to agreeing terms with the client. If 
the company is successful in converting its undisclosed 
bid pipeline then revenues could surge in 2019 and give a 
substantial boost to profits. 

The combination of a return to revenue growth – sales 
have been fluctuating in a range between £18.2m and 
£19.9m since 2013 – and the margin growth is an attrac-
tive proposition. It’s also worth flagging that Pennant still 
has £300,000 of unrelieved UK tax losses to offset against 
future profits, and receives research and development tax 
credits (£300,000 in 2017). Both factors are beneficial to 
the net profits Pennant will earn in the future. 

This explains why market expectations point to a 92 per 
cent rise in Pennant’s adjusted EPS, to 9.8p in 2018, based 
on pre-tax profits rising by two-thirds to £3.5m. In other 
words, a larger chunk of net profits are being retained by 
shareholders.

New management team and structure
The exit of former chief executive Chris Snook in February 
2017 was a turning point for Pennant as it has enabled his 
replacement Philip Walker, a Grant Thornton chartered 
accountant, to create a new team behind him. The chang-
es made to the board in the past couple of years have 
improved corporate governance no end.

David Clements, a 38-year old solicitor with extensive 
experience in corporate and commercial law, acting for 
both Aim-quoted and private companies, was appointed 
as commercial and risk director last October. His experi-
ence in the manufacturing, engineering and software  
sectors added much needed legal and commercial acu-
men and expertise to the board.

The promotion in April 2018 of 51-year old Gary Barnes 
from head of finance, where he had operational oversight 
of all financial matters, to group finance director made 
sense too. The appointment of retired Air Vice-Marshal 
John Ponsonby OBE as non-executive director is another 
shrewd move. Mr. Ponsonby previously held the posi-
tion of managing director at Leonardo Helicopters UK, a 
company which generates annual revenues in excess of 
£1bn. His military background is highly complementary to 

 2017 2016 2015 2014 2013
Gross margin 39.6% 40.4% 23.5% 39.1% 34.5%
Source: Pennant company report

Gross margins sustainable
Pennant five-year operating profits
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Pennant’s target market. Indeed, Pennant provides  
AgustaWestland with the part-task trainers to support the 
Lynx Wildcat helicopter.  

Simon Moore’s selection as chairman in the summer of 
2016 was also a sound decision. He replaced Christopher 
Powell who had been chairman since the company floated 
on Aim in 1998. Mr Moore won the prestigious non-execu-
tive director of the year award at the 2018 Grant Thornton 
company awards, so is clearly held in high esteem.  
Tim Rice, a 59-year old chartered engineer and former 
managing director of Vector Aerospace, also brings a 
wealth of experience as non-executive director. Mr Rice 
has previously worked in the defence and aerospace  
sector with companies such as Safran Group, Spirent  
Systems and Dowty. 

Other key appointments include an operations manager 
(overseeing key engineering, production, software and 
programme management functions) and a training spe-
cialist who was the former Deputy Head of Oman Military 
Technological College.

Aligning the board’s interests  
with outside shareholders
Admittedly, the new board of directors have minimal skin 
in the game, but they do have significant share options 
to heavily incentivise them. Chief executive Philip Walker 
has 525,989 share options exercisable at 55p, which 
mature in April 2020; finance director Gary Barnes has 
370,000 share options exercisable at prices between 26.75p 
and 86p; commercial and risk director David  
Clements has 305,455 share options exercisable at prices 
between 80.5p to 82.5p maturing between 2020 and 2023; 
and chairman Simon Moore has 300,000 share options 
at 55p, exercisable only when the shares have traded at 
100p or above for at least 10 days within a 20 business day 
period. In total, these four directors hold 1.5m unexpired 
share options, representing 4.55 per cent of the issued 
share capital. 

Clearly, with their salaries modest – excluding former 
chief executive Chris Snook, the board was paid a total of 
£370,000 in 2017 – then the financial upside for the direc-
tors will come from improving the operational performance 
of the business. A share price re-rating, so they can benefit 
from their options, is strong incentive for the board and 
aligns their interests with those of outside shareholders. 

Strong balance sheet, improving  
financial returns and low rating
Pennant is not only in a strong net cash position – net 
funds have doubled from £1.5m to £3m since the start 

“financial upside  
for the directors will 
come from improving 
the operational  
performance of  
the business”
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of the year – but it has a strong working capital posi-
tion, too. Current assets of £11.7m at the end of 2017 were 
almost four times current liabilities of £3m, indicating 
a strong liquidity ratio and ability to pay its bills. The 
company also has a low-cost £1.5m untapped credit 
facility priced at 2 per cent above Bank of England Base 
Rate. There shouldn’t be an issue with the company being 
able to fund further large contract wins as was the case 
a couple of years ago, when the previous board tapped 
shareholders for capital, albeit it was the first capital 
raised since 2001. This is reassuring to know if, as seems 
highly likely, the company lands a chunk of its £60m bid 
pipeline, two thirds of which is UK work with the balance 
split between the afore-mentioned US rail opportunity 
and Middle Eastern contracts.

Although WH Ireland are predicting the reinstatement 
of the dividend this year, institutional investors, it seems, 
would prefer the company uses its cash to fund the work-
ing capital requirements of the potential multi-million 
pound contracts in its pipeline in order to grow profits 
and increase shareholder value through an upward  
re-rating of the share price. The board have not yet  
discussed the dividend but it’s best to assume that the 
upside here is from capital growth rather than income. 

Interestingly, although Pennant has struggled under 
previous management to generate meaningful profit 
growth, its post-tax return on equity is not too shabby at 12 
per cent, and it should increase sharply to 18 per cent this 
year if the company hits analysts’ adjusted pre-tax profit 
estimates of £3.5m. Book value per share will rise too. 

My pro forma spot net asset value per share estimate 
of 45p a share is up 11 per cent since the start of the year, 
implying the shares are rated on 2.4 times book value. 
That’s not an expensive price-to-book value ratio for a 
company set to lift adjusted EPS by 92 per cent to 9.8p this 
year. There are also tantalising prospects of growing earn-
ings substantially in future years if the new management 
team convert their pipeline of bid prospects and reap the 

Directors Percentage of share capital
Chris Powell (non-executive director and  former 

chairman from listing in April 1998 until 18 May 2016) 16.46

Gary Barnes (finance director appointed 1 April 2018) 0.46

Simon Moore (chairman appointed 18 May 2016) 0.07

Philip Walker (chief executive appointed 1 March 2017) 0.02

David Clements (commercial and risk director appointed 11 October 2017) 0.02

Tim Rice (non-executive director appointed 26 September 2016) 0.02

John Ponsonby (non-executive director appointed 1 April 2018) nil

Total 17.03
Source: Pennant annual report, London Stock Exchange 

Directors interests and appointments
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upside from the significant investment in the business 
made over the past few years.

Pennant’s shares are attractively priced on a standard 
earnings basis too. Strip out 9p a share of net cash on the 
balance sheet and the cash-adjusted forward PE ratio is 
10 for 2018. This earnings multiple has scope to expand 
markedly if investors warm to the improving prospects of 
the company, putting to bed their caution over failures of 
previous management.

Peer group comparison
Although Pennant is classified as a software and computer 
services business, it’s in effect a hybrid as it owns intel-
lectual property around IT and computer software, equip-
ment to manufacture and assemble, and services. As a 
result, there are no direct comparators. Aim-traded defence 
and security company Cohort (CHT) is perhaps the most 
similar quoted company, but there are marked differences, 
not least of which is that Cohort is effectively a portfolio of 
different businesses that have been acquired. 

Nevertheless, if you make the comparison then Pen-
nant is undervalued, trading on a 10 per cent discount 
to Cohort based on its forward PE ratio, and more or less 
in line on an enterprise value to operating profit multi-
ple. The other point worth mentioning is that Pennant is 
priced on a substantial earnings discount to other small-
cap companies operating in the software and computer 
services sector. Indeed, a substantial number of small-cap 
IT companies with sub-£100m market capitalisations are 
rated on forward PE ratios north of 20.

Pennant is also lowly valued when you take into ac-
count recent mergers & acquisition activity in the sector. 
To put the undervaluation of Pennant into some perspec-
tive, a few months ago UK defence company Qinetiq 
(QQ.) acquired E.I.S. Aircraft Operations, a provider of 
airborne training services based in Germany, for €70m 
(£62m) on a cash-free, debt-free basis. 

Company Cohort Pennant
Share price  383p 109p

Shares in issue 40.7 32.9

Market value £156m £36m

Net cash £11m £3m

Enterprise value £145m £33m

Forecast operating profit  £16.1m £3.5m

Enterprise value/ operating profit multiple 9.0 9.4

Forward PE ratio 12.3 11.1

Forward dividend yield 2.4% 1.8%
Source: Edison Investment Research forecasts are for the financial year to end-April 2019 for Cohort,  
and WH Ireland forecasts for the financial year to end-December 2018 for Pennant. 

Peer group comparison
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E.I.S. Aircraft Operations delivers airborne training 
services and has been the exclusive provider of low-speed 
aerial training services to the German armed forces since 
1999. It also delivers aerial training services to the United 
States Air Force in Europe. The purchase price equated to 
13 times earnings before interest, taxation, depreciation 
and amortisation charges (Ebitda). This profit measure is 
also referred to as cash profits as it gives a more accurate 
idea of the overall cash profitability of the business.

On the same basis, Pennant is forecast to make around 
£3.7m of cash profits in 2018 after adding back a likely 
£200,000 depreciation charge to this year’s adjusted 
pre-tax profit forecast of £3.5m, which is stated before 
amortisation of intangible assets. Strip out Pennant’s cur-
rent cash pile of £3m from its £36m market value, and the 
company’s enterprise value of £33m equates to a modest 9 
times this year’s likely cash profits, a massive discount to 
the exit multiple of 13 times for E.I.S. Aircraft Operations. 

True, E.I.S. Aircraft Operations has produced far better 
financial results than Pennant over the past three finan-
cial years. Justifying a higher multiple of earnings, E.I.S 
had compound annual revenue growth of 17 per cent; 
average cash profit margin of more than 20 per cent; and 
strong cash flow generation too. It’s not a precise compar-
ator though as Pennant trains the maintainers of complex 
equipment rather than pilots, and its equipment is more 
technologically advanced. However, with Pennant’s busi-
ness in the ascent, and offering a global reach, then the 
valuation gap with both listed and non-listed comparable 
companies looks overly harsh.

Liquidity
Pennant’s shares are readily tradable on a bid-offer spread 
of around 4p and in a minimum bargain size of 3,000 
shares, although you can generally trade between the 
spread. It’s worth noting though that the top seven share-
holders control 65 per cent of the issued share capital so 
price moves can be accentuated. It also means that several 
purchases may be needed to buy a decent line of stock.

This factor is likely to work in shareholders’ favour if, as 
expected, investors start to warm to the turnaround that 
the new management team have been making. Of course, 
the share price reaction to any disappointment would be 
greater than normal too, but this is not an issue as Pen-
nant’s management team have already guided investors to 
expect an impressive set of results in late September, thus 
skewing the odds towards a favourable reaction when 
they are released.
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Interestingly, Pennant’s share price has just pushed through the 
100p glass ceiling that has held back progress since February 
2014. In doing so, the chart has completed a reverse head and 
shoulders pattern over the past four and a half years with the 
neckline being the 100p resistance level. The chart break-out is 
likely to alert chart followers and could gain real momentum if 
the company is formally awarded any of the multi-million con-
tracts I have outlined above.

Importantly, the positive share price momentum is aligned 
with Pennant’s improving operational performance; the company 
has already stated that half-year pre-tax profits for the first half 
this year will match the outcome for the whole of 2017, and that 
it’s on target to deliver 67 per cent higher full-year pre-tax profits 
too. On this basis, the shares are rated on a forward PE ratio of 
10 net of cash in the bank (a sum worth 9p a share). That is well 
under half the rating of other small-cap software companies 
operating in the sub-£100m market cap space. This indicates 
significant scope for earnings multiple expansion if, as seems 
highly likely, investors start to warm to Pennant’s turnaround.

Taking into account all the risk factors below, and the rela-
tive valuations of rivals, an initial target price of 180p a share 
is reasonable, implying a cash-adjusted forward PE ratio of 17 
for 2018. That earnings multiple will drop sharply in 2019 and 
2020 if two thirds of the £60m bid pipeline is converted into firm 
orders later this year, as seems highly likely, prompting analyst 
upgrades. Strong buy.

Target price

Name of shareholder Percentage of share capital
Christopher Powell 16.46

Canaccord Genuity Group 14.01

BGF Investment Management 11.04

Liontrust Asset Management  11.03

Downing LLP 5.69

Seal D Esquire 3.95

Barclays Stockbrokers 3.43

Total  65.61
Source: Pennant annual report, London Stock Exchange

Major shareholders
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Risk assessment
Of course, no business is immune to risks and there are a 
number to consider:

n High customer concentration: Around 60 per cent of 
Pennant’s sales in 2017 came from just three clients. The 
mitigating factor to this concentration risk is that by their 
nature these are generally multi-year contracts. Given 
development work undertaken is paid for by the customer 
at the start of a contract, and milestones embedded into 
the contract makes the programmes self-funded for Pen-
nant, there is a financial incentive for the client to see the 
contract through. 

Also, the fact Pennant has long established relation-
ships with blue chip clients and governments, which 
continue to place new business with the company, sug-
gests the chunky nature of Pennant’s work and high 
customer concentration is actually less risky than it would 
first appear. Of course, contract delays – as was the case 
in 2015 under the previous management team – can have 
a significant financial impact, so this is always a risk. To 
mitigate this factor, the company actively targets sales of 
support and software services as a means of increasing 
recurring revenue and reducing the financial impact of 
contract delays.

n Defence focus: Around 75 per cent of the company’s 
revenues in 2017 were derived from defence contracts. 
The risk is a reduction in defence spending which would 
negatively impact revenues and profits. To counter this, 
the company has diversified into civilian sectors to reduce 
reliance on defence spending generally. The rail sector is 
Pennant’s most active area of civil business. Also, Pen-
nant’s multi-million pound contract on the Ajax military 
land vehicle programme has diversified its business away 
from aviation-related projects.

n Prime contractor dependence: Pennant is depend-
ent on a large number of prime contractors awarding it 
sub-contracts to deliver the training solutions on large 
programmes. To mitigate the risk of loss of business, work 
for prime contractors is carried out under written contracts 
spanning a number of years. Pennant maintains long-
term relationships with several prime contractors, so is 
not overly reliant on any one of them. Relationships are 
developed at all organisational levels, from technical leads 
to programme managers to executives. Also, direct sales, 
particularly of software products and consultancy services, 
are an increasingly important part of the business mix.
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n Contract pricing: Pennant’s key contracts are often 
on a fixed price with a fixed delivery timeline, so can be 
impacted by a number of factors.

For instance, the company enters into contracts on fixed 
prices on ‘engineered-to-order’ projects where it has never 
designed and delivered the required product before. In 
such cases, the fixed price must be calculated without ref-
erence to the previous costs of producing such a product. 
This creates a risk of mispricing a contract. Or if there are 
external delays with its suppliers, then this could lead to 
compensation claims from customers. 

To mitigate these risks, Pennant deals with trusted 
suppliers who have a track record of performance, em-
ploys qualified and experienced programme managers 
to manage the delivery of projects, and has a commercial 
team who monitor ‘scope creep’ from clients, and manage 
requests for changes to the original contract.

n Customer dependence: When delivering ‘engineered-
to-order’ contracts, Pennant is often dependent on the 
provision of data from its customers. However, this may 
not be available because it has not been created, or a 
third-party data owner may be unwilling to release the 
data. The risk is always flagged up to the customer in pre-
contract negotiations so that the contracting assumption 
is clear at outset. If a programme ultimately terminates 
due to the unavailability of data, Pennant still has the 
right to payment for work carried out until termination of 
the contract.

n Managing growth: Ramping up production to meet 
much higher levels of demand creates challenges. Pen-
nant is unable to run a standard assembly line and has 
to custom-configure its production facilities for each 
‘engineered-to-order’ project. This means that if Pennant 
lands a number of the bespoke contracts in its £60m bid 
pipeline, then it may need to increase its manufacturing 
facilities, the cost of which could be between £1m to £3m, 
according to commercial and risk director David Clements. 
The financial returns on these multi-million pound con-
tracts would justify the investment though.

Pennant also needs staff with a wide range of techni-
cal skills, including engineering and software design 
and programming. Expertise is required in various areas 
including fixed wing and rotary aviation and parachuting. 
The pool of people with the appropriate skills is limited, 
thus creating the possibility of the business being unable 
to recruit the necessary human resource. 

To mitigate this risk, employee training and develop-
ment is prioritised in technical areas so that skills gaps 
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can be filled internally. Good links to former employers 
are maintained by those staff with military backgrounds, 
enabling the recruitment of additional experts in specific 
areas. The company also maintains a panel of recruitment 
consultants with track-records of finding suitable people, 
enabling Pennant to flex resource to meet demands of its 
programmes.

n Changes in training standards: The business is driven 
by the training requirements of its customers which are in 
turn driven by training standards set down by various au-
thorities (such as the European Aviation Safety Agency).

The rapid development in virtual and augmented real-
ity technology and other innovative solutions present 
challenges and opportunities to Pennant’s traditional 
hardware focused approach to training aids. To ensure its 
product range keeps pace with, and anticipates changes 
to regulation, the company has a discrete business unit 
comprising specialists in relevant training regulation and 
delivery. This unit proactively considers and implements 
product improvements to enhance training value and also 
works in conjunction with the company’s virtual technol-
ogy specialists on innovative ways to deliver training.

n Foreign currency risk: Pennant’s ongoing defence 
related contracts with the Canadian and Australian gov-
ernments accounted for £3.7m and £341,284 of last year’s 
revenue, around 22.4 per cent of the total. This means that 
a 5 per cent rise in sterling against the Canadian dollar 
impacts profits by £64,000, and the same move against 
the Australian dollar and US dollar would be £3,468 and 
£10,191, respectively. 

Sterling is flat against the Canadian dollar this year, but 
did rise by 7.6 per cent at one point in the first quarter, so 
there will be a small currency headwind here. Sterling 
strengthened against the US dollar in the first 15 weeks of 
this year, but has since dropped sharply and is down 3 per 
cent for the year overall so the net effect is pretty neutral. 
Sterling is around 3 per cent higher this year against the 
Australian dollar, but given the small sums, this is a minor 
consideration. 

Overall, the company’s currency matrix is not a major fac-
tor in relation to this year’s pre-tax profit forecast of £3.5m.
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