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Drake & Scull International (DSI)

Exploiting the Crisis — Initiating with a BUY rating

The construction sector in the GCC has faced rough weather since October
2008, leading to significant volatility and uncertainty in the fortunes of
stakeholders in this Industry. This has resulted in a significant deterioration of
listed GCC construction companies’ stock prices and thereby creating good
opportunities to build exposure in companies with strong fundamentals for
long-term investors.

DSl is a leading end-to-end contracting company providing Mechanical,
Electrical and Plumbing (MEP), Infrastructure, Water and Power (IWP), and Civil
Contracting services. It successfully raised through an IPO close to AED 1.2bn
(1.2bn shares at AED 1/share) in July 2008. We believe DSI has a good
opportunity to exploit the current situation by expanding through acquisitions
and internal growth at reasonable costs. DSI was listed on March 16 2009 on
the DFM and has yet to deploy IPO proceeds.

Key Financials

Revenue Optg_; Net Profit EPS ROE ROA
AED mn Profit Income chg (%) (AED)
FY06 496 56 58 68.6% 0.03 78.3% 16.87%
FYO7 820 100 106 82.4% 0.05 69.4% 11.02%
FYO08 1,720 141 212 100.6% 0.10 9.22% 6.09%
FYO9E 1,255 91 133 -37.3% 0.07 5.43% 4.22%
FY10E 1,305 91 135 1.3% 0.07 5.26% 4.08%
CAGR (06-10E) 27.4% 13.0% 23.5% NA 29.1% NA NA

DSI's current backlog of more than AED 3.6bn is well distributed among its
customers with whom the company has maintained healthy long-term
relationships. Approximately 80% of their current order book is from existing
customers. Diversity of client base and repeat orders are key critical success
factors in the current macro environment where orders are getting lesser and
competition is increasing.

We expect DSI to generate a higher share of revenues from Infrastructure,
Water and Power (IWP) division in the future, a more niche and higher margin
business relative to MEP and civil contracting divisions. This will give DSI better
revenue visibility and higher margins.

The company is very well placed to exploit opportunities outside the UAE as
well. It already has about 30% of its order backlog outside the UAE and is in an
ideal position to further diversify its operations. Management has already made
its intentions clear to aggressively expand outside the Federation with an
acquisition budget of AED 300-500mn in the near term.

Despite the current challenging macro environment, DSI has managed to add
more than AED 948mn to its order book during the first 3 months of 2009
(outside of Dubai); giving us confidence that any order cancellations in future
might be offset by new orders. The company recently announced that they
have three new projects outside the UAE (Libya, Jordan, and Thailand) in the
pipeline.

DSI reported strong 1Q09 results with a 162% (YoY) increase in net profits.
Revenue achieved during the quarter is AED 488mn with a gross margin of
17.9%. The company’s board also approved a buyback of 10% of outstanding
shares subject to regulatory approvals.

We initiate coverage of DSI with a “Buy” recommendation and a fair value
target price of AED 1.09 per share, translating into an upside potential of 38%.
We calculate DSI's net cash per share as AED 0.52 per share, which is about
65.8% of the current share price of AED 0.79 per share, limiting the downside
from current levels. We have a “Neutral” short-term outlook of the stock, as we
believe that concerns about the broader market would continue to have a
bigger impact on the stock.

© SICO 2009 All Rights Reserved
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Investment Arguments

AED 1.4bn cash gives ammunition for growth: One of DSI's key distinctive
advantages is the substantial amount of cash it has on its books. This gives the
management significant leverage to execute their growth strategy, pay off
debt if needed and weather any liquidity crunch due to payment delays that
are currently inhibiting the sector. We believe that DSI was fortunate in raising
money through an IPO in July 2008, just before the macro environment took a
turn for the worse. While most construction companies are facing severe
liquidity constraints and are finding it difficult to finance their working capital,
DSI enjoys a strong cash position.

Focus on IWP to boost growth: GCC states have made it clear that they will be
increasing their infrastructure projects spending in 2009. Dubai, in its 2009
budget, announced more than AED 37.7bn worth of spending plan with focus
on infrastructure projects. DSI is the only listed company in the GCC region
offering infrastructure, water, and power projects execution capabilities under
one division. This is a niche segment and is expected to generate more than
20% in gross margins even in the current environment. Management plans to
exploit this opportunity aggressively and expects to generate more than 70%
of its revenues in the next 3-4 years from the IWP division.

Geographically diversified growth approach: DSI has close to 50% of its backlog
from outside Dubai. Currently, its backlog is spread across Saudi Arabia, Sudan,
Abu Dhabi, Bahrain and Sharjah, with the company planning to expand
aggressively outside the UAE into Saudi Arabia, Libya, Jordan, Kuwait and
Qatar. This expansion will cushion DSI from any country specific shocks and will
provide more clarity on future revenue prospects in the current scenario.

Diversified client base: DSI’s current backlog is spread across 19 clients limiting
its exposure to any one particular client. The largest portion of backlog is the
district cooling project of Durrat Al Bahrain, which accounts for about 16% of
the backlog. The backlog’s diversity in terms of clients and project type,
coupled with the fact that about 80% of backlog is from existing customers in
the form of repeat orders, provides us comfort from the threat of potential
any order cancellations in the near future.

Successful track record: Some of the high visibility projects that DSI completed
in the past are the Jumeirah Beach Hotel, Jumeirah Beach Residence, Dubai
Festival City, Park Place Tower, and the Jewels Twin Towers in Dubai. DSI has
been awarded “MEP Contractor of the Year” twice (2007 and 2008) at the
Middle East MEP Awards which started in 2007. It also received the “Medium
MEP Project of the Year” in 2007 at the Middle East MEP Awards.

Preferred contractor for future orders: DSI's legacy of maintaining healthy
relationships with its clients, its strong financial position, sufficient liquidity to
withstand the crisis and successful track record of project execution will give it
an edge over its competitors in getting new orders. This is a critical success
factor in an environment where new orders are limited and competition is
increasing.

Expansion at minimal costs: Most GCC listed construction companies are
currently trading at 25-40% of the valuations that were prevailing during June-
July 2008. DSI fortuitously raised capital at the right time (July 2008) and is now
in a position to acquire other companies at reasonable valuations. We believe
that several GCC Construction companies are struggling to survive due to the
ongoing liquidity crunch, and can be acquired at discounts to their fair
valuations; enabling DSI to grow through reasonably priced acquisitions. The
availability of skilled labour, a major impediment last year for construction
companies, is now a non-issue as skilled labour is available at much lower costs
compared to last year.
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Construction sector opportunity still exists: We believe that the GCC
construction market still offers sufficient opportunities for construction
companies. Although, we expect Dubai’s property market to be under pressure,
the utilities sector in Dubai will provide opportunities for DSI in the IWP space.
We also expect GCC countries to increase their infrastructure and affordable
housing projects expenditure in 2009. Accordingly, we expect DSI to get more
projects from Abu Dhabi and Saudi Arabia in the near future as the company is
aggressively targeting the significant opportunities existing in these two target
markets.

A safer bet in the current environment: According to our valuation, DSI with a
target price of AED 1.09 per share offers a 38% upside from current levels. We
believe that the downside from current levels is minimal even in a worst-case
scenario. DSI has rallied 28% from its low of AED 0.64/share on March 31st
2009. We have a “Neutral” short-term outlook of the stock, as we believe that
concerns about the broader market would continue to have a bigger impact on
the stock. The key risk to DSI's stock price will be a selloff in the broader
regional market.

Our bedrock valuation for DSI is AED 0.75/share. This is derived based on
assumptions such as no further additions to the order book till the end of 2010,
conservative margins, project cancellations (10%) from existing backlog and
delays (20-85%) in project execution for projects in the current backlog
depending on certain criteria. DSI has won projects worth AED 948mn in first
three months of 2009, which includes an AED 596mn district cooling project for
Durrat Al Bahrain. Such award of projects highlights DSI's expertise in IWP,
which will provide better revenue visibility and higher margins in the future.
With a net cash balance of AED 0.52 per share, we believe DSI to be a relatively
lower risk stock in a sector marred with high uncertainty.

Key Risks

Further weakening of the construction market: The GCC's construction market
macro environment, especially in Dubai, can get much worse in future leading
to more project cancellations and delays translating into higher uncertainty for
DSI. We have accounted for project cancellations and delays to discount this
risk. Further, only 35% of the company’s projects are exposed directly to
Dubai’s residential, hospitality and commercial sector. All of these projects have
commenced execution and 35% of these projects are in an advanced stage of
execution. DSI has close to 50% of the backlog from outside Dubai and more
than 40% of total backlog from infrastructure related projects. Further, factors
such as customer relationships, repeat orders and diversity of client base gives
us comfort against any major setbacks. Till to date the company has reported
no cancellations in its backlog.

Payment delays creating liquidity trap: Currently the entire value chain of the
construction industry is inhibited with low liquidity leading to payment delays.
Many stakeholders in this sector follow a “pay when paid” philosophy thereby
increasing the risk for MEP contractors who are at the lower end of the value
chain. Although the GCC governments including Dubai are trying to boost
liquidity in the region, we don’t expect any immediate liquidity ease in the
sector. This may make operations unfeasible for many MEP contractors,
however for DSI this will not be the case. Though the company will have a
negative impact on its cash conversion cycle in the future, we don’t expect this
to have any major impact on its operations as DSl is cash rich and can easily
fund its day to day operations even under the current conditions. Furthermore,
healthy relationships with clients lower the risks of any payment defaults.

Retendering of projects may lead to margin squeeze: Due to a significant fall in
the costs of construction materials, developers are finding it beneficial to
retender already tendered projects. This renegotiation/retendering are leading
to margin squeeze for contractors if they are unable to renegotiate and reduce
their contract costs accordingly.
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DSI, due to their strong client relationships and long-term perspective,
voluntarily passes on any cost reduction benefits to clients. As of date, we are
informed that the company has not yet faced any undue pressure but we still
have assumed a degree of margin squeeze going forward. However, a higher
proportion of revenues will come from IWP in future, which has relatively
higher margins.

Disputes to increase: In the current operating environment in the GCC (where
we are witnessing project delays/cancellations, payment delays/defaults and
unwarranted contract renegotiations) it is natural to expect a rise in the
number of disputes. However, we do not see any major risks from a legal
perspective for DSI, as the company being cash rich, is relatively immune from
delayed payments; DSI has successfully accommodated both clients and
suppliers’ liquidity and operational problems and has the balance sheet
strength to successfully manage this crisis.

Higher competition: As the construction market shrinks with more project
cancellations and declining new orders growth, competition will increase
among current players. DSI will face higher competition in the future, which we
have considered in our valuations. However, competition for the company in
the IWP segment will be relatively less as it is a more niche area of business.
DSl's existing relationships with its customers, diverse client base, aggressive
growth strategy, and entry into new markets should help it successfully manage
future growth in competition.

Lack of funding: Currently, banks are shying away from real estate and
construction lending. To make the situation worse, off-plan sales model is
redundant in the current market due to absence of speculators and investors.
Consequently, participants in the construction sector are struggling to meet
their capital expenditure and working capital requirements. We feel that DSI
can currently manage its funding requirement with the cash it had raised in
July 2008 and hence, does not face any such risks.

Slowdown in new order awards: There has been a marked slowdown in new
order awards in the last six months. We expect this slowdown to last for at least
two years more, until there is more clarity on factors like supply, demand,
availability of credit, interest of investors and regulations. We have not
assumed any further new orders for DSI in FY09 and a limited growth in order
book in FY10, majorly from the IWP division. GCC Governments have reiterated
their commitment to funding projects that are linked to basic infrastructure. As
such, we expect DSI to benefit from this expenditure.

Effective use of capital: DSI has a challenging task of effectively using AED
1.2bn that it had raised in July 2008's IPO. In case the company is unable to
successfully deploy and make acquisitions (as planned) which are earnings
accretive, it will be difficult for DSI to justify to its shareholders on providing
them with sufficient return on their capital. We believe that DSI has a well
thought out plan to effectively use the cash in this environment. Further, we
expect that the company may pursue 2-3 acquisitions in the near future outside
the UAE to expand their operations and de-risking their business
geographically.
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Valuation and Recommendation

We initiate our coverage of DSI with a “Buy” rating and a fair value target
price of AED 1.09/share. At current levels the stock provides an upside potential
of 38%.

Exhibit 1: DSI - Fair Value upside (downside)

Calculation of upside (downside)

Fair value per share, AED 1.09
Current price, AED 0.79
% upside (downside) 38.1%

Source: SICO Research

We decided to undertake a scenario based DCF analysis to calculate the fair
value of DSI. To discount the projected cash flows and terminal value we have
used a weighted average cost of capital of 11.84%, which is based on the
WACC of 2009. The rationale for taking WACC based on 2009 is to account for
a significant reduction in outstanding debt for DSI by the end of 2009. We also
are not assuming that DSI will borrow significantly in the near future unless it
first utilises cash raised from the IPO.

The key assumptions behind the critical components of WACC have been
explained below:-

Beta: We have assumed a beta of 1.0 (in line with the market beta) as DSI was
recently listed (March 16™, 2009) on DFM and hence, has very limited price
movement history.

Risk free rate: We have used US 10-year Treasury yield of 2.92% as the
benchmark risk free rate as the UAE Dirham is pegged to the US dollar.

Country risk premium: We have derived the country risk premium based on the
yield of the Abu Dhabi 10 yr (USD) bond over the US Treasury and adjusted
default spread of Dubai over Abu Dhabi. This is taken as 4.13%.

Equity risk premium: We have assumed an equity risk premium of 4.88%.
Cost of debt: By considering the interest rate for both short term and long-term
borrowings, we arrive at a cost of debt of 8% for DSI.

Scenario based DCF

Scenario 1: Bedrock valuation

Exhibit 2: Bedrock Valuation - Assumptions

Bedrock case key assumptions FV TP*
1. No more backlog additions for 2009 & 2010 0.75
2. 10% of existing backlog to be cancelled

3. 20-85% delay in many projects depending on execution
status, client, region and project nature

4. On hold projects excluded in backlog estimation

5. No acquisitions assumed

6. Terminal Value - EV/Ebitda (x) (12/31/10) 4.00
7. WACC 11.84%

Source: SICO Research, *Fair Value Target Price (AED/share)

Based on the above assumptions, we arrived at a target price of AED 0.75 per
share for DSI. We have assumed DSI's Dubai based residential projects, which
are yet to commence execution to be delayed the most. The objective of such a
scenario is to see what can be the worst-case impact on DSI’s valuation if the
situation deteriorates. Currently median EV/Ebitda (FYO9E) for peer group is at
5.3x and therefore, we have assumed a conservative multiple of 4x at the end
of FY10.
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The key financials under the bedrock scenario going forward will be:

Exhibit 3: Key financial estimates — Bedrock Scenario

AED mn 2008A 2009E 2010E
Revenue 1,720 1,255 1,305
Growth yoy 109.7% -27.0% 4.0%
Gross Profit 324 211 221
Margins (%) 18.8% 16.8% 17.0%
Operating profit 141 91 91
Margins (%) 8.21% 7.28% 6.96%
Net Income 212 133 135
Margins (%) 12.3% 10.6% 10.3%
Source: SICO Research

The above financials show that revenues will decline based on the assumptions
stated in exhibit 2. Margins will also be under pressure as competition increases
and DSI passes on any benefit of lower material costs to clients. Operating
profit will be primarily impacted by higher depreciation and management fees.
Management fees will not be applicable after FY10 based on the current
agreement (settlement over 3 years 2008-10) and hence operating margins will
be favourably impacted by about 3% post FY10. We have assumed no
management fees after FY10 in other scenarios as well. Net income margins are
higher than operating margins, primarily due to interest income from IPO
proceeds.

Scenario 2: Base case valuation

Exhibit 4: Base case valuation - Assumptions

Base case key assumptions FV TP*
1. Marginal (AED 300mn) backlog additions for 2009 (May- 1.09

Dec 09) and conservative additions in 2010
2. 10% of existing backlog to be cancelled

3. 20-85% delay in many projects depending on execution
status, client, region and project nature

4. On hold projects excluded in backlog estimation

6. IWP segment to form majority of the new bulk orders
7. 30% of the new orders to come from outside UAE

8. No acquisitions assumed

9. Terminal Value - EV/Ebitda (x) (12/31/12) 4.50
10. WACC 11.84%

Source: SICO Research, *Fair Value Target Price (AED/share)

Based on the above assumptions, we arrived at a target price of AED 1.09 per
share for DSI. Similar to the bedrock scenario assumptions, residential projects
that have negligible execution till date and based in Dubai, have been assumed
to be delayed the most. In the current environment, we have been conservative
in our order book growth assumptions despite the fact that DSI has won close
to AED 948mn in new orders during the first 3 months of FY09. We have also
not assumed any acquisitions in the near future, which may provide a further
upside to our estimates. Based on EV/Ebitda (FYQ9E) for peer group, which is at
5.3x, we have assumed a conservative multiple of 4.5x at the end of FY12 to
determine the terminal value. The key financials under the base case scenario
going forward will be:

Exhibit 5: Key financial estimates — Base case scenario

AED mn 2008A 2009E 2010E 2011E 2012E
Revenue 1,720 1,255 1,305 1,463 1,952
Growth yoy 109.7% -27.0% 4.0% 12.1% 33.4%
Gross Profit 324 211 221 268 354
Margins (%) 18.8% 16.8% 17.0% 18.4% 18.2%
Operating profit 141 91 91 147 188
Margins (%) 8.21% 7.28% 6.96% 10.04% 9.65%
Net Income 212 133 135 194 238
Margins (%) 12.3% 10.6% 10.3% 13.2% 12.2%
Source: SICO Research




SICO RESEARCH

Drake & Scull International

The above financials show that the revenues will decline in 2009 and 2010
based on the assumptions stated in exhibit 4. Gross margins will be under
pressure in 2009 and 2010 as competition increases and DSI passes on any
benefit of lower material costs to the clients. However, as more revenues flow
in from the IWP segment, which has much higher margins (about 20%
compared to 14-15% in MEP and civil contracting), we will see a pickup in
margins in FY11 and FY12. Higher depreciation and management fees in FY09-
FY10 will adversely impact operating profit. Net Income margins are higher
than operating margins, primarily due to interest income from IPO proceeds.

As a majority of DSI's fair value target price comes from the terminal value
which is dependent on the EV/EBITDA multiple assumption, it becomes
imperative for us to do a sensitivity analysis by juxtaposing different values of
EV/Ebitda multiple and WACC. The following table highlights the sensitivity of
DSI's fair value target price to changes in EV/Ebitda multiple and WACC
assumptions.

Exhibit 6: Sensitivity analysis — Base case scenario

EV/Ebitda (x)

35 4 45 5 55

10.84%| 1.02 1.06 1.11 1.15 1.20

U 11.34%| 1.01 1.05 1.10 1.14 1.19
b 11.84%|  1.00 1.05 1.13 1.18
= 12.34%| 0.99 1.04 1.08 1.13 1.17
12.84%| 0.99 1.03 1.07 1.12 1.16

Source: SICO Research

We notice that our fair value target price is more sensitive to the changes in
EV/Ebitda multiple than WACC assumptions. As a conservative assumption, we
assumed a 4.5x (end of FY12) as the multiple for EV/Ebitda even though we
expect the construction sector outlook to be much better and clearer at the end
of FY12. Accordingly the multiple might expand for DSI leading to higher
upside.

Scenario 3: Bull case valuation

Exhibit 8: Bull case valuation — Assumptions

Bull case key assumptions W TP*
1. Backlog additions to be 15% higher than base case 1.23
2.5% of existing backlogtobe cancelled

3.10-30% delay in many projects depending on
execuUtion status, client, region and project nature

4. 0n hold projects excludedin backlog estimation

5. WP segment to form majority of the new bulk arders
.35 % of the new orders tocome from outsice UAE

7. Mo acquisitions assumed

2. Terminal Value - EAVEbitda (%) (12/31412) 5.00
9. WA CC 11.84%
Source: SICO Research, *Fair Value Target Price (AED/share)

Based on the above assumptions, we arrive at a target price of AED 1.23 per
share for DSI. Similar to other scenarios assumptions, residential projects that
had negligible execution till date and based in Dubai have been assumed to be
delayed the most. We have not assumed any acquisitions even in the ‘Bull case’
due to uncertainty involved. We have assumed a multiple of 5x for EV/Ebitda at
the end of FY12 to determine the terminal value in this scenario.

Financials below in exhibit 9 shows that revenues will grow in 2009 and then
decline in 2010 based on the assumptions stated in exhibit 8. Gross margins will
be slightly under pressure in 2009 and 2010 as competition increases and DSI
passes on any benefit of lower material costs to the clients. However, as we
expect more revenues to flow from IWP segment, which has much higher
margins, we will see a pickup in margins in FY11 and FY12.




SICO RESEARCH Drake & Scull International

Exhibit 9: Key financial estimates — Bull case scenario

AED mn 2008A 2009E 2010E 2011E 2012E
Revenue 1,720 1,255 1,305 1,463 1,952
Growth yoy 109.7% -27.0% 4.0% 12.1% 33.4%
Gross Profit 324 21 221 268 354
Margins (%) 18.8% 16.8% 17.0% 18.4% 18.2%
Operating profit 141 91 91 147 188
Margins (%) 8.21% 7.28% 6.96% 10.04% 9.65%
Net Income 212 133 135 194 238
Margins (%) 12.3% 10.6% 10.3% 13.2% 12.2%
Source: SICO Research

Similar to other scenarios, higher depreciation and management fees in FY09-
FY10 will adversely impact the operating profit. Net Income margins are higher
than operating margins, primarily due to the interest income from IPO
proceeds.

Exhibit 10 summarizes the potential upside and downside from the base case
scenario (fair value target price) and the current price.

Exhibit 10: DSI - Potential Up/Downside

Bedrock Case Base Case Bull Case
0.75 1.09 1.23
Up/Downside -31% 13%
Current price 0.79
Up/Downside -5.1% 38.0% 55.7%
Source: SICO Research

Relative Valuation

We have also compared DSI with other regional and global peers involved in
the construction industry. For DSl we have used our own estimates while for
other companies we have relied on Bloomberg.

‘ Exhibit 7: Relative valuation

Market Cap EV/ EV/Sales EV/Ebitda

Company Country (USD mn) EV/Sales Ebitda PE  P/BV ROE (2009E)  (2009E)
DSI UAE 468 0.38 3.25 8.20 0.76 9.2 0.45 4.67
Arabtec Holding Co UAE 795 0.38 2.16 3.29 1.42 60.96 0.367 2.683
Nass Corp BSC BAHRAIN 83 0.28 5.04 2.41 0.8 36.29 0.39 NA
Mohammad Al-Mojil SA 1000 1.21 5.67 5.63 1.97 35 1.782 7.15
Mabanee Co SAKC KUWAIT 1014 12.32 26.35 143.09 3.07 23.16 8.988 11.82
Kuwait Co for PPCC KUWAIT 48 0.74 8.55 1.7 1.16 14.66 NA NA
Makkah Const SA 1261 7277  116.19  179.38 1.1 0.73 NA NA
Murray & Roberts SOUTH AFRICA 1851 0.44 3.79 7.17 2.87 40.32 0.365 3.506
Galfar Engineering OMAN 634 0.95 475 9.01 2.48 31.33 0.93 7.048
Al-Hassan Engineering Co OMAN 44 0.7 4.04 8.34 1.43 17.92 NA NA
CGCC KUWAIT 245 0.64 9.37 8.31 3 38.03 NA NA
Voltas Ltd INDIA 432 0.55 21.98 10.28 3.7 41.5 0.396 5.866
BES Engineering Corp TAIWAN 401 1.3 NA 4325 0.72 0.2 NA NA
Larsen & Toubro Ltd INDIA 11431 35 2456 23.83 5.2 26.2 NA NA
Leighton Holdings Ltd AUSTRALIA 5635 0.68 8.75 15 3.12 42.88 0.42 5.074
Balfour Beatty PLC BRITAIN 2490 0.16 5.16 8.03 1.91 29.17 0.148 4.759

Median 714.1 0.69 5.67 8325 1.94 30.25 0.408 5.07
Source: Bloomberg, SICO Research
Note: For companies with FY ending March, EV/Sales & EV/Ebitda estimate is for 2010E 9Price as on May10th)

DSl trades at a premium to other peers based on various valuation parameters
like PE and EV/Sales (2009E). As DSI has a net cash of 0.52/share, it will continue
to trade at a premium to other peers on PE basis as market acknowledges the
fact that “cash is king” in the current macro scenario.
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We feel that EV/Ebitda and EV/Sales multiple are more appropriate to judge
DSl’s relative value as enterprise value will better capture the cash component
that DSI holds in its books. On EV based multiples (EV/Ebitda and EV/Sales), DSI
is trading at a significant discount to the median for the peers. Historically,
(2005-07) DSI has achieved an average ROE of 86%. However after the IPO,
DSI's equity has expanded substantially and there has not been any significant
addition to profits as the cash is yet to be deployed. This has resulted in a low
ROE of 9.2% in FY08, which should improve once DSl starts deploying the cash
effectively to expand the business.

Going forward, for FY09-FY 10, our conservative revenue and profit assumptions
(refer exhibit 4 & 5), has led to a higher EV/Sales and EV/Ebitda multiple when
compared to FY08. This is due to the assumed decline in sales and profits in
FY09 and FY10. Additionally, we have not factored in growth from acquisitions.
We have assumed an exit multiple of 4.5x (EV/Ebitda) to determine the terminal
value at the end of FY12.

Price Performance vs. DFM Index

Exhibit 11: DSI — Price/Volume chart vs. DFM Index
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DSI was listed (March 16" 2009) on the DFM at AED 0.74/share which is 26%
lower than its IPO price of AED 1.00/share in July 2008. It currently has a market
cap of close to AED 1.6bn and is actively traded. DSI's average daily volumes
have been above 69.6mn shares (excluding listing day volumes). The stock has
relatively underperformed the index since listing, and is up about 7% since its
debut compared to the broader market, which is up about 13%.
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Business Description

Drake & Scull International - Overview

DSl is a leading end-to-end contracting company providing Mechanical,
Electrical and Plumbing (MEP), Infrastructure, Water and Power (IWP), and Civil
Contracting services based in the UAE. Formed in 1966, it is one of the oldest
and most experienced contracting companies in the UAE. DSI provides MEP and
IWP services through its subsidiary DSI (Abu Dhabi), and Civil Contracting
services through Gulf Technical Construction Company (GTCC).

Exhibit 12: DSI — Shareholding and Corporate Structure
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Source: Company data, SICO Research

DSl issued its IPO in July 2008 and successfully raised AED 1.2bn. The IPO was
oversubscribed more than 101 times. DSI PJSC offered 55% of its stake holding
to outside public. The original founders of the company were allotted 45% in
DSI PJSC for their in-kind contribution of assets and liabilities of erstwhile DSI
and its subsidiaries. DSI PJSC was incorporated on November 16" 2008. The
company got listed on the Dubai Financial Market.

Corporate history and key milestones

Since 1966, DSI has achieved several milestones, some of which are shown
below. During the last 3 years DSI has completed more than 25 projects. Some
of the high visibility projects that DSI completed in the past are the Jumeirah
Beach Hotel, Jumeirah Beach Residence, Dubai Festival City, Park Place Tower
and the Jewels Twin Towers in Dubai.

Exhibit 13: DSI — history and milestones

2007 - Entry
into civil
contracting via
GTCC
subsidiary

1977 -
Incorporation
of D&S Dubai

W

1987 -
Completed
MEP works on
Emirates Golf
Club

2008 -
Successfully
raising AED
1.2bn via IPO

Source: Company data, SICO Research
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DSI was awarded “MEP Contractor of the Year” twice in a row in 2007 and
2008 at the Middle East MEP Awards (started in 2007). It also received the
“Medium MEP Project of the Year” in 2007 at the Middle East MEP Awards.

Business segments and strategy

DSI conducts its operations under three different business clusters i.e., MEP, IWP
and civil contracting. DSI has been into MEP contracting since 1966, while IWP
division was established in 2006. DSI ventured into civil contracting in 2007 with
the acquisition of GTCC. The key activities under these segments are given in

exhibit 14.

Exhibit 14: DSI - Business Divisions
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ventilation, AC, refrigeration, d. Power generation & distribution high rise buildings
4. Plumbing, process and high purity
piping systems 2. Infrastructure & reticulation work

Source: Company Data, SICO Research

DSI provides MEP and IWP services through its subsidiary DSI (Abu Dhabi). MEP
services are provided directly to corporations, municipalities and other
governmental entities, owners/developers and tenants of buildings or,
indirectly, by acting as a subcontractor to construction managers, general
contractors, systems suppliers and other subcontractors. DSI provides MEP
services on its own in the UAE but outside it provides through partnerships/JVs.

DSI is the only company in the UAE that provides Infrastructure, Water and
Power related contracting services under one division. Though based in Dubai,
DSl provides this service throughout the MENA region. As IWP works involves a
design and build approach, margins from this division is generally 2-3% higher
than MEP, and 4-5% higher than civil contracting. Having expertise in this niche
segment, DSI intends to generate the majority of its future growth and
revenues from IWP division. Management is targeting 70% of its future
revenues to come from IWP division during the next 3-4 years.

DSI undertakes civil contracting work through its subsidiary Gulf Technical
Construction Company (GTCC). GTCC was acquired (80%) by DSI in 2007 as part
of the latter’'s vertical integration strategy. GTCC and DSI together are
undertaking several projects - “Royal Amwaj Resort and Spa” and “Laguna
Tower Hotel and Residence”. In the past, GTCC and DSI together executed the
district cooling project of Dubai Festival City and Jumeirah Beach Residence.
GTCC focuses on undertaking medium sized civil contracting projects.

12
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Backlog Analysis

Current Order book

DSI's total order backlog currently amounts to AED 4.2bn, out of which roughly
close to AED 535mn is on hold resulting in a net active backlog of close to AED
3.6bn. Exhibit 15 shows the breakup of the backlog of DSI, both across business
segments as well as by nature.

Exhibit 15: DSI — Current backlog by Business Segment and nature
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Source: Company data, SICO Research

Note: Have not considered projects that are on hold currently

The bulk (44%) of the backlog is from the IWP segment, followed by the MEP.
This is in line with the company’s strategy to generate more revenues in future
from the IWP segment. We expect infrastructure and utilities to increase their
share of contribution in future, at the cost of other segments especially
residential, which currently comprises of 30% of the backlog.

Exhibit 16: DSI — Regional exposure of backlog (focus Dubai)
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Note: Have not considered projects that are on hold currently

Approximately 49% of the backlog is outside Dubai. About 55% of the
residential backlog is exposed to Dubai while in mixed-use projects Dubai has
the majority share of close to 88%. Infrastructure & utilities has 36% exposure
to Dubai and we expect this segment to be relatively more resilient than other
segments. Exposure to Dubai in residential and mixed use is of concern and we
have accordingly accounted for delays and cancellations in our projections.
However, to truly decipher the risk of the projects, one has to take a closer look
into details like the status of the project (awarded or only Letter of Intent),
execution status and client profile. We have looked into these parameters as
well.
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Exhibit 17: DSI — Backlog Status
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While none of DSI’s projects have been cancelled, 13% of the backlog is
currently put on hold. These projects comprise of a civil and MEP package of
close to AED 535mn for one of its clients. The project has not yet commenced
and as such, we do not expect any major commitment of resources towards this
project by DSI. 90% of DSI's projects have commenced operations, out of which
a majority (63%) is still in the early stages (0-15% execution). 43% of the
backlog that has been executed less than 15% is based in Dubai while only
9.5% of the total backlog has an execution progress of less than 5% and is
based in Dubai. We have assumed 10% project cancellations in our projections
and 20-85% delays in many projects based on criteria like execution progress,
location, project nature, project status and client. We have also not considered
any revenues from on hold projects.

Exhibit 18: DSI — Client Break up
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DSI's backlog has a healthy mix of clients and hence is not concentrated
towards any particular client, a critical de-risking factor in the current
environment. According to management, close to 80% of its existing backlog is
from repeat clients and this is another critical success factor for growing in this
environment. DSI has currently 33 projects in its backlog (other than projects
that are on hold). These 33 projects are distributed between 19 different clients
with the highest exposure being to Durrat Al Bahrain (16.3%), for which it has
recently (March 2009) obtained the letter of Intent.
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Exhibit 19: DSI — Recent contract awards history
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DSI has won close to AED 3.3bn worth of contracts since the beginning of 2008
out of which close to AED 948mn was won during the last three months. Both
these contracts (awarded in 2009) are from outside Dubai. This highlights the
fact that even though there will be a slowdown in Dubai, in terms of new
contract awards, one can expect DSI to get more contracts from outside the
emirate.

Note: We did not include the new projects announced by DSI in Libya, Jordan, and Thailand in our
analysis due to lack of sufficient information on them at the time of publishing this report.
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Use of IPO Proceeds

DSI successfully raised in July 2008 close to AED 1.2bn by an IPO. According to
the latest balance sheet dated Nov 17* 2008, DSI has more than AED 1.4bn in
cash and bank balances on its books. Though there is no explicit blueprint as to
how and when this cash will be spent, DSI has clearly stated its intentions to
expand both by internal growth and acquisitions and also by venturing into
other MENA countries. Exhibit 20 lays down the details along with timeline on
the use of IPO proceeds as per our estimates. However, for projections we have
not accounted for the acquisitions due to the high uncertainty.

Exhibit 20: DSI — Use of IPO Proceeds
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Source: Company, SICO Research, Zawya

Clearing of short-term debt: Currently, DSI has close to AED 252mn in short
term debt on its books. We expect DSI to clear these debt obligations as they
mature in FY09.

Expansion driven by acquisitions: DSI has allotted between AED 300-500mn on
acquisitions. It is currently targeting two firms in Saudi Arabia; one of which is a
civil engineering firm and the other an MEP contractor. It is also looking to
acquire one MEP firm in Kuwait and Qatar each. DSI's board has already
approved the idea of acquiring these firms and they are currently under
valuation by the third party. The final board approval will however depend on
the valuations.

Horizontal expansion: DSI plans to grow its operations in Abu Dhabi, Libya and
Saudi Arabia. It has been executing projects in Abu Dhabi and Saudi Arabia and
will focus on these target markets more aggressively in the future. In addition,
DSI has recently managed to secure projects in Libya, Jordan and Thailand, the
details of which are yet to be disclosed. These projects are further discussed in
the following “Recent developments” section of the report.

Vertical integration: DSI plans to acquire building materials suppliers to shield it
from volatile movements in the price and supply of raw materials. We do not
anticipate any acquisition in FY09 but there is a possibility of the same
happening in FY10.

Day to day operations: Currently there is a lack of liquidity in the entire value
chain of the construction industry. We expect DSI to use the IPO’s cash proceeds
as a cushion to finance its working capital in case of client payment delays.
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Recent Developments

Robust 1Q09 results — DSI reported strong 1Q09 results on 10th May 2009. Net
income increased by 162% YoY to AED 78mn on a turnover of AED 488mn.
DSl's gross profit margin declined by 95bps to 17.9% compared to FY08 margin
of 18.85%. However, considering the current macroeconomic environment,
achieving 17.9% in gross margins is commendable. Segment - wise
performance, MEP accounted for approximately 58% of the total revenue,
while IWP and civil contracting accounted for 19% and 23% respectively.

Operating profit margins for DSI was 11.9% during 1Q09, a significant
improvement over the 8.21% achieved in FY08. This is primarily due to lower
selling, general, & administration expenses of 5.2% (as a percentage of sales)
compared to 9.78% (as a percentage of sales) in FY08.

Buy back of shares — DSI's board has approved buy back of 10% of outstanding
shares from the market subject to regulatory approvals. Currently, DSI has
2,177.78mn shares outstanding. If we assume the repurchase is undertaken at
AED 0.9/share, this would translate into a cash outflow of about AED 196mn;
leaving more than AED 1.2bn in cash on its balance sheet. We estimate DSI’s
cash requirement to be roughly AED 850mn for its announced expansion plans,
meeting debt obligations and day-to-day operations.

Projects in pipeline — DSI announced on 09" May 2009 that it has three new
projects in pipeline. These projects include a hotel in Jordan, an airport in Libya
and a residential project in Thailand. Currently, no further details are available
with respect to the size, nature, and timeline for these projects. However, it
highlights the fact that DSI is aggressively pursuing opportunities outside the
UAE in line with its strategy. The company’s board has recently approved
setting up of companies in Libya and Jordan for the execution of these projects.
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Results Analysis — FY2008

DSI PJSC was incorporated on November 16" 2008. Accordingly, the balance
sheet of newly formed DSI PJSC was made available as on November 17™ 2008.
Announcing its FY08 Income statement, and 1Q09 results, DSI reported total
revenue of close to AED 1.72bn during FY08, showing an increase of 110%
from FYO7 revenues.

Exhibit 21: DSI —

Revenue and Gross Margins

22%

20%
24%
14%
MEP WP Civil Contracting

® Gross Margins

EMEP ®|WP " Civil Contracting
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Note: Gross margins are based on Nov 16" 2008 financial statements

Its gross profits also increased by 109% as margins remained constant at 18.9%.
We note that a major portion of the revenue has come from MEP business. IWP
division has contributed just 19% to the top line. This revenue mix will change
in next 2-3 years with IWP contributing more to the top line. DSI has managed
to achieve gross margins for MEP and IWP at 20% and 22% respectively. We
believe that going forward these margins will not be sustainable in the current
environment for DSI. However, this underscores the fact that margins in IWP
are much higher than MEP and civil contracting and we expect this to be the
case in the future as well, being a niche business and involving a design and
build approach.

Exhibit 22: DSI — Assets and Liabilities profile (Nov 17" 2008)
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More than 40% of total assets of DSI are in the form of cash. This gives the
company operational flexibility and the ability to withstand liquidity pressures.
It has negligible leverage currently with total debt being just 8% of total assets
compared to equity of around 66%. Additionally, 97% of debt is short term in
nature and we expect DSI to have negligible debt by the end of FY09. The Cash
conversion cycle has increased from -31 days to -18 days (YoY) and we expect it
to increase further in FY09 and FY10 as payments are delayed and advances
from customers decrease.
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Financial Statement Analysis

Income Statement Analysis

Changing revenue mix:

We expect DSI's revenue mix to substantially change over the next 3-4 years.
According to the latest available statement, MEP had contributed the maximum
percentage to the overall revenue, followed by civil contracting and IWP. Based
on the current backlog and management’s strategy, we expect IWP to become
much more meaningful in terms of contribution to DSI’s top line. By FY12, we
expect IWP division to contribute close to 65% to the overall revenue mix
versus current contribution of 19%. Exhibit 23 highlights the change in the
revenue mix in the next four years.

Exhibit 23: DSI — Revenue mix
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Key financial indicators:
Exhibit 24: DSI — key financial indicators
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We expect revenues to decline in FY09 and FY10 based on our assumption of
no further order book additions in FY09, 10% project cancellations from
existing backlog and 20-85% delay in many projects in the backlog. We have
also not assumed any upside from acquisitions in our projections. We expect
gross margins to decline going forward due to more intense competition and
little benefit from falling construction costs on existing backlog as we assume
that DSI will pass them on to its customers. However, as IWP will contribute a
higher portion to the revenue mix in the future, gross margins will not fall
dramatically and should increase in FY11.
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Operating margins for the next two years will suffer by about 3% due to higher
component of management fees. DSI has to pay close to AED 74mn by 2010 to
Drake and Scull Group Ltd. (5% stakeholder) as compensation for terminating
an agreement. Net profit margins are higher than operating margins due to a
significant increase in interest income from IPO proceeds that are kept as time
deposits.

Exhibit 25: DSI — Gross margins division-wise trend
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We expect MEP gross margins to decline to 16% in FY09 from 20% in 2008.
Similarly, IWP and civil contracting gross margins are expected to decline by
200bp and 100bp respectively to 20% and 13% in FY09.

Balance Sheet Analysis

Leverage analysis:

We have not assumed any acquisitions in our projections. This will mean that a
substantial portion of the cash will be lying on the books of DSI. As 97% of
current debt is short term in nature, post FY09 we expect the company to have
negligible debt. DSI should be able to finance its capital expenditure with
existing cash.

Exhibit 26: DSI — Cash, Debt and Leverage
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Return ratios:

Return on average assets and return on average equity fell significantly in FY08,
from FYO07 levels, as a result of a substantial growth in assets and equity due to
the IPO proceeds received. At the same time, net profit is expected to decline in
FY09 based on our base case assumptions (exhibit 4). It is very likely that DSI
will make acquisitions in the near future to generate higher return from its
liquid assets However, as we have been conservative in our analysis, we assume
that a significant portion of the cash will remain on the books (without being
deployed in acquisitions) and generate a nominal return of 4%.
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Any acquisitions which results in higher returns either directly (additional
revenues and profits) or indirectly (securing raw materials) will add to the
upside.

Exhibit 27: DSI — Return ratios
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Cash conversion cycle:

DSI will see its cash conversion cycle increasing during the next two years
before peaking out. In the current environment, we expect clients to struggle
to make timely payments. In addition, customer advances will reduce and
inventory will pile up due to projects getting delayed. All these factors will
mandate that DSI will have to finance its working capital. We do not see this as
a major impediment for DSI’s operations or growth, as DSI has sufficient cash to
operate without any liquidity issues and to expand its operations as planned by
management.

Exhibit 28: DSI — Cash Conversion Cycle
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Industry Analysis

Exhibit 29: Construction sector — changing dynamics
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The exhibit above effectively summarizes the key issues inhibiting the GCC
construction sector over the last 6 to 8 months. We expect this scenario to last
at least during the next 2 to 3 quarters and accordingly will have implications
on the future growth prospects and modus operandi of the sector. We have
discussed these issues in detail, along with the key trends going forward in the
Appendix 1: Construction Sector Dynamics attached at the end of the report.

However, this does not mean that we should write off, in the near term, the
GCC construction sector. On the contrary, we expect significant opportunities to
exist for contractors focusing on infrastructure and active in Abu Dhabi and
Saudi Arabia.

Infrastructure spending to be a priority

The construction sector will be under stress in the current macro environment
for at least the next 2-3 quarters. However, expenditure on infrastructure in
2009-10 the UAE, Saudi Arabia, and Qatar will be either higher or at the same
levels based on their respective budgets. One major exception is Kuwait, which
has forecasted a 36% lower expenditure in the 2009-10 budget.

Dubai has announced a public sector spending plan of AED 37.7bn in 2009-10
focussing on infrastructure projects. This will boost the utilities sector as many
power stations, desalination plants, and wastewater networks planned. We
expect a sharp slowdown in expenditure towards luxurious residential projects
in 2009-10 but projects aimed at basic infrastructure will be given priority and
MEP firms will stand to benefit.
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Outside Dubai, Abu Dhabi is a very strong market for contractors to focus in
2009-10 in the UAE. About 64% of the UAE's GDP is contributed by Abu Dhabi
and 98% of the oil revenues are generated by the emirate. With break even oil
price below USD 30/barrel, Abu Dhabi is in a much better shape than other
emirates and GCC states to weather the crisis. Unlike Dubai, which has been
heavily exposed to the real estate and construction sector, Abu Dhabi’s
exposure has been around 4% (lower than overall UAE’s exposure of roughly
7%). Abu Dhabi has plans to spend roughly USD 275bn on infrastructure over
the next five years. This will create extraordinary opportunities for contractors.

Saudi Arabia plans to spend USD 400bn on infrastructure projects in the next
five years as the Kingdom seeks to benefit from lower construction costs. Qatar
has allocations of more than USD 10bn as expenditure on strategic
infrastructure projects.

Exhibit 30: MEP as a % of construction market
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Source: Industry estimates, SICO Research

Construction costs have declined

Since September 2008, we have seen a significant decline in key raw material
costs used in construction. Construction materials like steel, copper, aluminium,
and cement form a significant portion of MEP contractor’'s raw material
requirement. Below table shows the trend of copper, aluminium and steel
rebar prices since beginning of 2008.

Exhibit 31: Trend in Copper, Steel and Aluminium price
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Cement prices differs in each GCC state, depending on demand, supply and
regulations. Most GCC states regulate directly/indirectly the price of cement.
However, in line with other key raw materials, cement prices have taken a
beating since mid 2008 due to decline in demand and new capacity additions.
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Cement prices in the UAE have fallen from a high of AED 470/ton for bulk
cement in mid 2008 to around AED 280/ton, a fall of 40% in 9 months. Freight
expenses have also fallen due to lower fuel costs resulting in lower raw
material prices.

Movement in prices of raw materials have had a significant impact on MEP
contractor’s margins. As can be seen in the table below, close to 70% of the
contract cost for MEP contractors is dependent on raw materials costs.

Exhibit 32: MEP Contractor’s cost structure
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Other outlays like hiring of equipment and skilled labour also have also
declined considerably. In fact, skilled labour is now easily available and at very
reasonable costs unlike early 2008.

However, a lot depends on the terms of the contract that has been signed
between the contractor and client, and between supplier and contractor. The
majority of the contracts in the construction industry until 2007 had been “cost
plus” contract but since 2008, we have also seen an increase in contracts having
“escalation clauses” embedded in them. Depending on the nature of contract,
contractor’s margin will be impacted.
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Appendix 1: Construction Sector Dynamics

Construction Sector — Going through a litmus test

The past 12 months has seen perhaps the biggest roller coaster ride for
construction sector, especially in certain parts of the GCC like Dubai. Until
September 2008, we had seen a plethora of ambitious projects announcements
by major players across the Gulf. In the first three quarters of 2008 sentiment in
the GCC, unlike rest of the world, was of sheer optimism and confidence; with
oil recording a high of USD 147 a barrel in July 2008. Investors and speculators
were hopeful that the region would be unaffected by the credit crisis and
growth that was witnessed during the last several years would continue
unabated.

Current dynamics - A complete “U"” turn

The pace of change in the dynamics of the construction sector in the UAE, since
November 2008, has been daunting. Things have become negative and
currently there does not seem to be enough clarity on how bad this downturn
get. There are a number of issues inhibiting the sector currently as highlighted
below:-

- Cancellation of projects already awarded to contractors
- Delays to current projects to ease clients’ cash flow

- Cancellation of tenders and negotiations underway for prospective
projects

- Re-tendering of projects already negotiated with clients

- Diminishing construction market leading to lower margins and more
competition

- Uncertainty in the continuance of secured projects, especially those
awarded recently to contractors

- Late payments or cessation of payments altogether, from clients

- lLack of funding availability and willingness to finance performance
bond by banks

- Liquidity crunch in the sector making survival a challenge for
stakeholders

- Increase in disputes between clients and contractors as well as investors

These factors have led to reduced contractor's activity. The effects of these
factors are more pronounced in Dubai than in Abu Dhabi and it emanates from
private, semi-government, and even government clients. We shall discuss each
of these factors in more depth.

Project delays and Cancellations

Since October 2008, there have been a series of projects that were delayed, put
on hold or even cancelled. As the property market is cooling off and investors
as well as speculators are shying away, developers have been putting several
projects on hold to cope with slackening demand. According to Proleads, in
UAE alone, there has been more than USD 580bn worth of projects that have
been deferred or cancelled. Many of the recently announced mega projects like
the Meraas Jumeirah Gardens, valued at about USD 98bn and Nakheel’s Harbor
project, estimated at USD 38bn, have been put on hold.

Project delays and cancellations may very well increase in the near future. In
March 2009, Emaar Properties (Middle East’s largest homebuilder) announced
that it will temporarily stop construction of any new projects and will primarily
focus its attention on completing existing projects for which construction was
initiated.
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Despite this assurance, investors who had purchased properties off-plan are
pressurizing Emaar Properties to cancel/postpone more than AED 90bn of
projects to arrest this freefall in the property market. They are also lobbying
the developer either to refund money or alternately to transfer any money
invested to other Emaar units or provide them with credit notes. This highlights
the fact that the current downturn in property market has not yet seen its
worse with more project cancellations/delays expectations going forward.

Retendering in Vogue

With building materials, overheads and labour costs decline, developers are
finding retendering of existing projects as an option to get lower bids.
Developers have been delaying tendering and asking contractors to rebid for
delayed projects. Projects already in negotiation are suddenly getting stalled to
reappear as tenders. Saudi Arabia’s oil company, Saudi Aramco went a step
further, asking contractors and suppliers already working on the USD 11bn
Manifa project to revise their original prices. This trend will most likely continue
further in 2009 and have an adverse impact on contractors’ margin and order
book. According to Proleads, there has been 833% rise in retendering of
projects in UAE between October 2008 and March 2009. In March 2009, there
were 28 projects being retendered compared to October 2008 (beginning of
crisis) when only three projects were retendered. Contractors also prefer
renegotiation rather than going in for a legal dispute.

Contractor’'s margins getting squeezed

As mentioned, with building material costs falling, contractors are being
pressurized by clients to reduce prices. With the construction market shrinking
and competition increasing, contractors are being forced to renegotiate. This
situation has been challenging for many contractors as they are not able to
reduce  staff salaries  proportionately.  Additionally, most  sub
contractors/suppliers are operating at full capacity and are still charging high
prices to contractors, thereby squeezing profit margins. In fact, many
contractors had negotiated long-term fixed price contracts with their suppliers
and hence were not immediately benefitting from the drop in building
materials costs leading to margin squeeze. Hence, reduced order book, higher
competition, and high overheads are leading to margin squeeze for most
regional contractors, especially in Dubai.

Lack of Funding Availability

The real estate sector, especially in Dubai, has been hardest hit due to a lack of
funding availability. As investors and speculators exit the market, the off-plan
sales model, which relied on Design-Sell-Build principle, is now a thing of the
past. Hence, developers of the mega residential, commercial, and mixed used
projects have to rely on their own cash reserves and bank financing for paying
contractors. However, banks have been shying away from real estate lending
and with sales of property drying up; developers are struggling to pay
contractors their dues on a timely basis. This has led to a credit squeeze for
contractors who in turn are struggling to finance their operations and fulfil
their obligations.

Generally, contractors have to furnish performance bonds (about 10% of the
contract amount) to developers as a guarantee against any failure by the
contractor to meet obligations specified in the contract, such as completion
dates. Recently, there has been an attempt by developer Meydan to cash in on
such bond against Arabtec and Malaysia’s WCT for project delays. In case this
becomes a trend in the industry, it will further aggravate the financial situation
of the contractors as most of the projects committed by them during the last 2
years have been on very tight schedules and at times unrealistic deadlines.
However, due to future uncertainty, in many cases developers, and in many
cases clients want the projects to be delayed.
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Cognizant of this fact, banks have started refusing providing performance
bonds to contractors if the banks do not have confidence in the client’s ability
to pay on time. Even if banks are issuing bonds to contractors, it is at a much
higher commission than previously and contractors now have to maintain
higher margins (from 10% earlier to as high as 60%), further aggravating the
cash flow problems for contractors.

The only silver lining has been the recent effort by the UAE government to
boost liquidity. The UAE Central bank has provided AED 120bn in emergency
funding to ease the credit crunch faced by the UAE’s banks. Along with this, a
further AED 16bn capital injection has been provided to Abu Dhabi’s five key
banks. The UAE Central bank has also bought USD 10bn of Dubai’s four-year
bonds to meet its refinancing obligations (by government and quasi
government entities). This USD 10bn is a part of the USD 20bn long-term bond
program. In all likelihood, a part this lifeline of USD 10bn will be used by
Dubai’s government to finance bond obligations of Dubai’s main developers
who are either government owned or quasi-government. This in turn might, to
an extent, ease liquidity in the system. However, UAE banks are still reluctant to
lend to either developers or genuine borrowers. This may be due to the
significant exposure to real estate and/or higher risk averseness towards
construction and real estate.

Investor’s confidence shattered

There have been issues between investors and developers about the
interpretation of certain laws and lack of clarity on resident visas. Property
Investors in Dubai recently formed a Dubai Property Investors Group and filed a
petition to the Dubai government asking for more clarity and requesting them
to take actions against developers who are technically bankrupt and or not
meeting commitments. As most of the construction market in Dubai is
controlled by developers who are quasi government entities, the government
will have to be more proactive in boosting investor confidence.

Recently, we have seen positive steps from Dubai’s government and the Real
Estate Regulatory Authority (RERA) who are trying to bring reforms to resolve
deadlocks. The UAE government has now proposed that resident visas will be
issued by the federal government and not by the respective emirates, as was
done in the past. More clarity has also been provided on how developers will
use the amount deposited in escrow accounts and on procedures for off plan
properties sales. From March 2009, new developers in Dubai will now have to
pay 100 per cent of the land price to start selling properties "off plan" and will
have to inject a minimum 20 per cent of the project value to commence
construction.

All these measures are being taken to boost investor’s confidence in Dubai's
property market.
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Key Trends — 2009
Construction sector’s value chain — changing dynamics

The dynamics of the construction sector has seen some major transitions during
the last four years. The construction market made the shift from being a
buyer’s to seller's market in 2005 resulting in several changes in the sector’s
modus operandi. With contractors having a great choice of projects to
undertake during the boom phase, they started becoming selective. This
resulted in developers and clients struggling to get quality contractors for their
projects. With contractors calling the shots, clients started adopting new
alternative procurement methods such as direct negotiation and two-stage
tenders in order to lure contractors by offering to share risks.

The rapid rise in costs of materials, especially in 2007 and the first half of 2008
coupled with the speed of growth of the sector, especially real estate,
prompted contractors and clients to secure the supply chain. This resulted in
formation of joint ventures, partnerships, and alliances across the value chain
promoting risk sharing and collaboration, which benefitted all parties. Many
large contractors and clients also formed alliances/partnerships to collectively
diversify and expand to other markets in a conscious effort to de-risk from
concentration in one particular market and making project execution easier in
the new environment. Contractors were signing more contracts having
escalations clauses, especially for cement and rebar, in order to shield them
from rapid rise in prices.

With the dynamics of the industry changed over last 6-8 months, the
construction market has again shifted from a sellers’ to a buyers’ market, and
viable developers now have more control. Developers have a better bargaining
position in negotiating contracts with contractors and they are looking to
minimize their costs and take advantage of falling construction costs. This has
led to re tendering, project delays, re bids of ongoing projects and disputes.

The industry again has shifted its preference to a fixed price lump sum contract
under the FIDIC structure. This is because clients are now seeking certainty in
the current environment and will prefer to transfer the risk to the contractor,
rather than share the risk as done previously. With higher competition and
lesser projects, contractors may have to oblige to fixed price lump sum contracts
in the current dynamics.

Disputes to increase

As contracts are cancelled, projects put on hold, developers delay payments and
businesses lose money, disputes will increase. In February 2009, a delegation of
Dubai contractors approached the government asking it to force developers to
pay their dues. We had seen many mutual alliances, JVs, partnerships being
formed during the boom time especially in 2007. The same alliances will be
severely tested this year.

The million-dollar question will be whether it makes commercial sense for
contractors to go in for arbitration or approach the courts. In Dubai, where the
problem is at its worst, the government fee for filing a case is 7% of the claim
amount, with lawyers charging at least 10-15%. Further, contractors will not
have any guarantee on when to expect the case to be resolved and how much
compensation they will finally get, if they get any in the first place.

Feedback from industry experts indicates that as yet acrimony amongst parties
have not resulted in formal disputes, but if the situation does not improve one
can expect use of legal instruments to become more popular. The Dubai
International Arbitration Centre reported that in the first three months of
2009, 65 new arbitrations have been filed, compared with 77 for the whole of
2007 and 100 in 2008.
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The regulatory framework will be tested across the GCC, as the market
contracts and excessive delayed payments become more frequent. Speedy
resolutions to the disputes will be a critical factor going forward determining
the growth of the construction industry and which is dependent on a robust
regulatory and legal framework.

Project Selection to be critical

Until mid 2008 contractors use to overstretch themselves by committing to
several projects at any given point of time and/or undertaking projects of size
that they had never handled before. This led to project delays, work force
shortages and shortage of materials as well as many other execution and
quality issues. However, during the last two quarters, more ambitious projects
are being shelved and the focus has shifted to much needed infrastructure
projects. Given the risks of more projects delays/cancellations in the current
environment, contractors will focus on projects that have government backing
and are critical for economy, as these projects will be the least affected. We
have seen most GCC countries increasing or at least maintaining their planned
developmental spending for infrastructure related projects like road, water,
sewerage, oil, and gas projects during current and next years. Projects focusing
on high quality affordable housing where there is still demand should also be a
safer bet in this environment. Large ambitious real estate projects will be
avoided by contractors as it seems to be worst affected in this slowdown.

Geographic diversification to be pursued

Along with project selection, most large contractors are trying to venture into
different countries to de-risk their operations from concentrating in one
country or region, as well as to capitalize on new opportunities. There is an
increasing trend among contractors, who are at present primarily focused on
the UAE, to venture into other countries like Saudi Arabia and Qatar where
they expect better opportunities as the impact of the downturn is expected to
be less severe. Arabtec Holdings, one of the largest regional contractors and
based in the UAE, has ventured into Qatar and Saudi Arabia in line with this
strategy. However, this does not mean that contractors from outside the UAE
are not venturing into UAE for opportunities. Galfar Engineering and Al Hassan
Engineering (Oman’s largest contractors) are venturing into the UAE to scout
for more opportunities in the infrastructure sector. DSI has plans to focus on
Saudi Arabia and Qatar in future.

Geographical diversification will be challenging for contractors who do not
have deep pockets as currently banks and financial institutions in countries like
Saudi Arabia are not aggressively lending to contractors for even projects that
are having government backing. Contractors will need to watch the funding
environment in the target countries closely before committing to projects.

Bankruptcies and consolidation

Construction in the GCC has been a very fragmented industry with more than
5,000 contractors existing in the UAE market alone. Barring a few, most of
them are small players having one or two orders at any given point of time. A
number of the larger contractors (like Arabtec Holdings and Al Habtoor
Leighton) who can execute projects of very large scale by having the necessary
pre qualification criteria such as access to manpower, track record, experience
etc are limited. In the current market scenario, many of the small contractors
are struggling to survive as their clients delay payments and/or their orders are
cancelled. Access to funding is getting very difficult for these small contractors.

Contractors to focus on liquidity management

Contractors who can manage the current liquidity crisis adeptly and survive for
next 12 months will emerge far better and relatively less scathed from this
crisis. Despite order book cancellations, most large contractors in the UAE have
sufficient backlog to keep them busy for next 18-24 months and hence top line
growth is not a major worry.
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With broad expectations that oil prices might recover (or stay above USD 50
levels) in 2H09, the scenario after one year should be better than current in
terms of visibility leading to some kind of buoyancy returning to the
construction market. Hence, the challenge remains more about surviving during
the next year or so. The entire construction sector’s value chain is currently
stuck in a vicious circle as one stakeholder’s liquidity issues affects the other
stakeholder’s day to day business viability.

Contractors that develop innovative strategies to conserve cash and manage
their cash conversion cycle will fare much better. As most contractors have
formed alliances, partnership, or joint ventures throughout the value chain, the
critical factor will be to see how the contractors could exploit these
relationships to maintain their cash flows. Listed contractors might abstain from
taking measures like paying cash dividends, as it can be detrimental for them
under the present circumstances. Contractors having low leverage can try and
access debt markets as well as bank financing. However only a select few
contractors depending on their credit profile, track record and size may be
successful in the current environment.

Under the current trend of banks getting bailed out by the respective
governments / central banks across the world as well as liquidity getting
pumped into the system across GCC, access to funding might become easier
going forward. For contractors, we feel that project based funding will be
easier to get rather than funding at the company level.

Feedback from the sector indicates that companies consider managing liquidity
as the single most important criteria for success in 2009. Contractors will spend
a lot of time and resources in managing cash flows in 2009 and trying to obtain
contractual payments from both private and government clients.

Conclusion

On the macro front, as mentioned earlier, construction and infrastructure
spending by the GCC governments in 2009 may actually rise when compared to
2008. Most of the governments can very well afford to run budget deficits (if
need be) as they have accumulated very substantial surpluses during the last 3-4
years. In addition, the fact that the Gulf region overall is under-borrowed will
also enable them to access debt markets. We have already seen efforts in this
direction with Qatar raising USD 3bn and Abu Dhabi already raising USD 3bn in
two tranches. Bahrain has also announced plans to raise tap debt markets
during May 2009.

GCC markets are primarily government driven and we think that this will be a
critical stabilizing factor amidst the ongoing financial crisis. Projects that have
government support will continue to flourish over projects requiring private
finance and/or having real estate focus as they will find getting project finance
difficult in this environment.

The priority for spending will be for projects related to infrastructure like
water, power, sewerage, and roads/bridges. GCC governments may also
encourage high quality affordable housing projects.

Private sector spending will decline substantially at least in the UAE. However,
the key concern for the contractors will not be the order book decline but
liquidity management in terms of funding and timely payments by their clients.
We feel that large established contractors will have a significant advantage to
survive in this turmoil than the other smaller players. Though we are seeing
some indications that clients have started paying their delayed payments, we
should be cautious before we assume that liquidity and timely payments are no
longer critical issues inhibiting the sector.
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Financial Statements and Key Ratios

Drake and Scull - Income Statement

AED mn 2007A 2008A 2009E 2010E 2011E 2012E
Revenue 820 1,720 1,255 1,305 1,463 1,952
Contract costs 665 1,396 1,045 1,084 1,194 1,597
Gross Profit 155 324 211 221 268 354
SG&A 50 168 90 100 122 166
Management fees 5 15 29 30 0 0
Operating Profit 100 141 91 91 147 188
Other Income 7 36 6 7 1 15
Finance Costs 5 9 9 2 2 2
Interest income 4 44 47 42 42 42
Profit before tax 106 212 136 137 198 243
tax 0 0 3 3 4 5
Profit after tax 106 212 133 135 194 238

Drake and Scull - Balance Sheet

AED mn 2007A 2008E 2009E 2010E 2011E 2012E
Inventories 155 277 263 269 296 398
Contract & Ret. Receivables 334 628 533 540 547 544
Due from related parties 0 18 7 1 9 10
Prepayments & other receivables 41 139 20 101 95 98
Bank balances and cash 128 1,330 1,196 1,309 1,492 1,814
Other current assets 49 78 33 33 33 33
Total Current Assets 706 2,470 2,122 2,263 2,473 2,898
PP&E (net) 9% 167 184 192 216 252
Goodwill 147 830 830 830 830 830
AFS investments 10 13 13 13 13 13
Total Assets 959 3,481 3,149 3,298 3,532 3,993
Accounts Payable 374 565 446 510 597 767
Due to related parties 2 18 8 11 1 15
Adv. from customers 155 299 209 167 147 222
Short term loans 59 252 28 28 28 26
Excess billings 22 28 25 26 29 39
Total Current Liabilities 612 1,163 715 742 812 1,069
Total long term debt 6 9 7 4 1 -

Other liabilties 187 21 33 49 69 95
Minority Interests 8 10 14 18 22 26
Total Shareholders Equity 144 2,277 2,380 2,485 2,627 2,803
Total Liabilties and Equity 959 3,481 3,149 3,298 3,532 3,993

Note: DSI declared FY08 Income statement details along with its 1Q09 results but has not provided FY08 year
ending (as of 31* December 2008) balance sheet. In the above statement, balance sheet data for FY08 refers to the
balance sheet we estimate for FY08 based on balance sheet dated November 17" 2008.
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Drake and Scull - Cash Flow Statement

AED mn 2007A 2008E 2009E 2010E 2011E 2012E
Net Income 106 212 133 135 194 238
Depreciation 15 23 22 39 58 87
Other Adjustments 3.63 (44.91) (25.88) (23.68) (19.50) (14.54)
Working Capital changes (49.82) (315.88) (54.48) (0.70) 42.79 156.69
Cashflow from Operations 74.72 (125.76) 74.49 149.02 275.17 467.26
Capital Expenditure (55.04) (96.96) (36.76) (43.86) (77.61) (116.29)
Other inv. Activities 25.37 42.22 47.24 42.87 43.04 43.34
Cashflow from Investing (29.68) (54.74) 10.48 (0.99) (34.57) (72.96)
Equity raised/repaid - 1,198.00 - - - -
Debt raised/repaid (9.47) 189.42 (227.39) (2.84) (2.84) (2.84)
Dividends (30.00) - (25.84) (26.14) (47.34) (58.52)
Other financing activities (16.75) 91.08 33.93 (6.05) (7.88) (10.38)
Cash flow from financing (56.22) 1,478.50 (219.30) (35.03) (58.05) (71.74)
Net chg in Cash (11.17) 1,298.00  (134.33) 113.00 182.55 322.57
Year ending 31 Dec. 2007A 2008E 2009E 2010E 2011E 2012E
Liquidity Ratios

Current Ratio 1.15 2.12 2.97 3.05 3.04 2.71
Quick Ratio 0.90 1.89 2.60 2.69 2.68 2.34
Operating Cashflow ratio 0.12 -0.11 0.10 0.20 0.34 0.44
Cash conversion Cycle -31 -18 44 54 49 36
Operating performance ratios

Gross margins 18.91% 18.85% 16.79% 16.95% 18.35% 18.15%
Operating profit margins 12.18% 8.21% 7.28% 6.96% 10.04% 9.65%
Net Income Margins 12.87% 12.32% 10.59% 10.31% 13.24% 12.19%
Return Ratios

ROAA 16.2% 8.1% 4.0% 4.2% 5.7% 6.3%
ROAE 91.7% 13.6% 5.5% 5.4% 7.4% 8.6%
ROCE 30.7% 7.7% 4.0% 3.8% 5.8% 6.9%
Solvency Ratios

Interest Coverage Ratio 22.3 18.9 10.9 40.7 66.0 93.7
Debt/Capital 31.4% 10.3% 1.4% 1.3% 1.1% 0.9%
Total Assets/total Liabilities 1.18 2.89 4.10 4.06 3.90 3.35
Valuation Ratios

Adjusted EPS (AED) 0.046 0.096 0.073 0.074 0.087 0.107
BVPS (AED) 0.07 1.05 1.09 1.14 1.21 1.29
P/BV 11.95 0.76 0.72 0.69 0.65 0.61
P/E 17.2 8.2 10.9 10.7 9.1 7.4
EV/Ebitda 13.62 3.25 4.67 3.25 1.19 NA
EV/Sales 2.02 0.38 0.45 0.34 0.18 NA
Dividend yield 1.7% 0.0% 1.5% 1.5% 2.8% 3.4%
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NOTES

Time horizon

Short term SICO Research issues a Short term outlook if the analyst feels that there are factors which might affect the
short-term performance of the stock during the immediate six months after issuing a rating.
This might be due to both quantitative and qualitative factors which the analyst think can affect the price
Performance in the short- term. Short term outlook can be different from the long term rating and
the estimated up side or down side from the current price based on the fair value estimate for the company

Long term
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Fair value for a stock is calculated as of the valuation date
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Neutral Fair value estimate is between +/- 10% from the current share price.
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