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Description

Surface Transforms (SCE) is 100%
focused on manufacture and sales of
carbon ceramic brake discs. It has
capacity in place for ca.£17.5m
annual revenues, readily expandable
to multiples of this.
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SURFACE TRANSFORMS

A whole new level of contract winning

The most significant of several 2020 contract wins was announced on 14
September, from a new global customer, OEM 8. New order momentum is rising
significantly. SCE’s position as one of only two global manufacturers of a new
automotive component - carbon ceramic brake discs - is bringing a series of major
opportunities. As a consequence of OEM 8, our 2022 sales estimates double. To
be winning such orders shows that these exacting clients embrace SCE'’s product,
its robust supply chain and manufacturing. SCE also provides a £0.4m upgrade on
recent sales revenue.

>

SCE is clearly endorsed as a major supplier: With a superior product and OEMs
keen to promote a credible newer supplier in SCE, it is well positioned to win a
large share in the £200m, carbon ceramic brake disc market, which is set to
grow by an order of magnitude. The OEM 8 order is a game changer.

Our estimates: Our forward estimates reflect only existing contracts. Gross
margins are steady, at either side of 70%, and new sales bring operationally
geared returns. This new multi-year £27.5m order takes capacity utilisation to
ca.60%. Investment is being made to support future growth.

SCE has arrived: This is only just the beginning of top-line growth above market
growth. 2019’s success in winning its first OEM orders transformed SCE’s
industry-wide visibility. Lead times are over a year on the tests the OEMs
undertake, giving good indications of pipeline opportunities.

Risks: 2020 revenues have been affected by COVID-19 and, longer term, the
macro-industry sales of cars globally may be affected by an economic slowdown
or - at the luxury end, germane to SCE - by stock markets. A major revenue
increase at SCE leads to a (definable) increase in working capital needs.

Investment case: This large market is 99%-supplied by one, highly profitable
player. Single supply was a most anomalous position for an auto OEM market;
now SCE also supplies. Thus, the OEM 8 order, while a true “game changer’,
simply fits into the broader expansion of the market and of SCE in the market.
This has been anticipated for some years. It is coming about on a broad front.

Financial summary and valuation

Year-end May*/ 7-month

Dec**(£m) FY18* FY19* 19E* FY20E** FY21E*™ FY22E**
Sales 1.36 1.00 1.45 2.00 7.30 12.50
EBITDA -2.01 -2.60 -1.41 -1.90 0.65 3.40
EBITA -2.30 -2.94 -1.70 -2.55 -0.15 2.45
PBT -2.30 -3.04 -1.76 -2.65 -0.40 2.20
PAT -1.83 -2.12 -1.32 -2.10 0.15 2.75
EPS (adjusted, p) -1.66 -1.68 -0.97 -1.44 0.10 1.78
Shareholders’ funds 5.55 6.96 5.57 572 5.87 8.62
Net (debt)/cash 0.62 1.60 0.65 1.00 0.40 3.10
P/E () loss loss loss loss n/a 23.0
EV/sales (x) 44.8 60.7 n/a 30.5 8.3 4.8
EV/EBITDA (x) loss loss loss loss loss 17.9
DPS (p) nil nil nil nil nil nil

*May year-end, **Change of year-end to December
Source: Surface Transforms, Hardman & Co Research estimates

Disclaimer: Attention of readers is drawn to important disclaimers printed at the end of this document
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A new client - not the first this year - and

sales estimates double

OEM 8 is a whole new category, taking
utilisation to 60%

Working capital spend, plus capital

expenditure

Added operational capacity put in place

Sales and profit upgrade from current

trading

2019 had seen major advances, with an

order won earlier in 2020 too

New estimates - for example, we now
estimate FY’22 EPS at 1.78p, vs. 0.55p

previously

Increasingly important advances

SCE has announced a major new client for tier one sole supply. Our 2022 sales
estimates more than double, but the news is better than that. The OEM 8 order
confirms that the global OEM industry recognises SCE’s importance, and the major
advances of 2019, and now 2020, are forming the base upon which much more
seems likely to come.

September, new OEM 8 order

The contract is for SCE discs to be the standard fit, tier one sole supplier of the

carbon ceramic brake disc on both axles of this car. As sole supplier, faith is being

shown, not just in the superiority of the product, but also in the fully robust nature

of the SCE supply chain. SCE has proven, established expertise. The order takes SCE

capacity utilisation to ca.60%.

» The lifetime revenue on this specific car model contract is estimated to be
approximately £27.5m. The initial contract runs through to 2024.

» In addition to this model news, the announcement anticipates that SCE “looks
forward to further extending our relationship with this major new customer”.

Cashflow implications

The impact on profitability is exciting (see page 3). There are three factors leading
to a cash outflow:

an obvious and necessary need for investment into working capital;
» SCE has stated that it is undertaking modest capital expenditure; and

with a series of orders won and high hopes for more, SCE is undertaking a
significant increase in manufacturing support headcount, which will add £2.0m
p.a. to the cost base between 2020 and 2022, with the bulk of the recruitment
taking place in the next 12 months.

We do note the useful allied announcement, on 14 September, that it is prudent to
raise expectations of revenue in 2020 to ca.£2.0m. This increased revenue will
mitigate the working capital impact of additional overhead this year, following the
board’s decision to invest in the company's headcount.

Rapidly rising sales momentum, with robust margins

In 2019, SCE secured a ca.£28m order book. OEM 8 is not the only good news
regarding order wins this year - so far. In June, an additional contract to an existing
client was announced, with a lifetime value of more than £5m and production due
to start in mid-2022.

Financial implications of OEM 8: upgrade, operational

and capital investment

The top line increases materially. Previously, we estimated £5.7m revenue for FY22:
now we estimate £12.50m. SCE has stated the OEM 8 run rate at £8m p.a. (by
2022).

See table overleaf.
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Cash implications - reinforcing SCE for

growth

Large capacity in place

Financial summary, previous and new (*) estimates

Year-end Dec (Fm) FY21F FY21E* FY22E FY22E*
Sales 4.00 7.30 5.70 12.50
EBITDA -0.10 0.65 1.00 3.40
EBITA -0.80 -0.15 0.30 2.45
PBT -0.80 -0.40 0.30 2.20
PAT -0.25 0.15 0.85 2.75
EPS (adjusted, p) -0.16 0.10 0.55 1.78
Shareholders’ funds 6.27 5.87 7.12 8.62
Net (debt)/cash 2.65 0.40 3.60 3.10
DPS (p) nil nil nil nil

Source: Hardman & Co Research

Note that the cash estimates in the table above refer to net cash. Gross cash is
ca.£0.2m higher.

Cash initially reduces as a result of bringing forward £0.6m in 2020 and £0.9m in
2021 of new capital expenditure; also, there is a rise in working capital for the
significantly enlarged sales revenue. It is important to note that the capital
expenditure is to fully complete Production Cell One and to enhance efficiencies
and cost savings (partially passed to the clients, to support new share gains), and
that the capacity utilisation rises to 60% on full run-rate of all current contracts. The
payback for a further capacity step-change should be within two years:

» £17.5m p.a. sales capacity is in place with current capital equipment;
» gross margins are robust: in the 65% to 75% range for some while, we estimate.

This is a highly cash-generative business model.
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Cashflow-negative, set to turn positive in
2H21

Experienced in commissioning new capital

expenditure

An unusually strong competitive position

Successful handling of Brexit and COVID-
19 factors to date

A little more detail on COVID-19
indicates unlikelihood of sales
downgrades exceeding 7% of 2021

estimates

Valuation not dissimilar to the confirmed

order book’s gross margins

Risk mitigation and valuation

Cashflow

The company is currently cashflow-negative, and had been budgeted as such, even
prior to COVID-19. Meaningful, positive cashflow is built into the financial
projections on current contracts, which run for several years.

Even before the OEM 8 success, 2021 calendar year would transition to cashflow-
positive. Growth built in through existing contracts generates further cash. These
existing contracts have firm volume offtakes, prices and timings.

Capital expenditure is being undertaken. The capital plant is modern, and readily
calibrated and commissioned. No commissioning is without risk but, to date, any
disruptive effect has been minimal, and this is a far smaller operational move than
opening a whole new factory, as was undertaken two years ago - to make SCE
robust for exactly this growth.

Competitive position

SCE has only one competitor, BremboSGL, and the substantial ownership of the
latter by the Quandt family (the owners of BMW) makes other OEMs cautious,
offering a very significant opportunity for SCE.

Brexit and COVID-19

Whichever way the exit from the single EU market and possible trade barriers
develop, the product is a high-gross-margin sale. The contract with German OEM 5
includes the warehousing of the finished product in Germany.

COVID-19 led to significant downgrades for the retrofit and track cars segments for
2020. It is noteworthy that the guidance from SCE on this segment in very recent
months has been positive. The extent of the initial downgrades to projections has
been reduced. Nonetheless, this COVID-19 risk has not gone away. Were the 2021
racing season to be halved - we expect it to be unchanged from pre-COVID-19
estimates - the hit to FY'21 profits might be of the order of £0.5m. This would be
a manageable eventuality. More significant for SCE is the possibility of a major global
recession. This would, indeed, bring revenue risk to model sales. Once a new
technology becomes accepted by the market, it invariably migrates to mid-range as
a function of the OEM seeking up-to-date product to sell, and as a result of the
ever-falling manufacturing cost being shared with the OEMs.

At the current enterprise value, the market capitalisation of SCE is only some 50%
higher than the (non-time-value discounted) gross margin in the current OEM order
book. Hardman & Co estimates this at ca.£40.0m, which is a figure OEM 8 has just
broadly doubled. Given the competitive position in the market and the evidenced
rapid growth, this seems modest. The growth of SCE and the potential for more lead
us to conclude that the shares appear to offer value.

Set against this, 2020 is still set for losses, but profits are visible beyond that, and
operational gearing is high. Naturally, the volumes are not guaranteed, but these are
multi-year orders with global players, which themselves benefit from more medium-
term visibility of delivery volumes than normal in the automotive industry.

The EBITDA margin expands significantly due to operational gearing.
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Financial performance

Revenue account

Revenue account

7-month

period
Year-end May*/Dec**(£m) FY17* Fy18* FY19* FY19E  FY20E** FY21E** FY22E**
Sales 0.70 1.36 1.00 1.45 2.00 7.30 12.50
Gross profit 043 0.92 0.62 0.87 1.42 4.96 8.38
Gross margin 61.43% 68.00% 61.70% 60.00% 71.00% 68.00% 67.00%
R&D & overheads™* -2.81 -2.93 -3.22 -2.28 -3.32 -4.31 -4.98
EBITDA -2.38 -2.01 -2.60 -1.41 -1.90 0.65 3.40
EBITDA margin loss loss loss loss loss 8.90% 27.20%
EBITA -2.53 -2.30 -2.94 -1.70 -2.55 -0.15 2.45
EBITA margin loss loss loss loss loss loss 19.60%
Net finance income 0.00 0.00 -0.10 -0.06 -0.10 -0.25 -0.25
PBT (adjusted) -2.53 -2.30 -3.04 -1.76 -2.65 -0.40 2.20
Exceptional items 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Tax 0.35 0.47 0.92 0.44 0.55 0.55 0.55
PAT -2.18 -1.83 -2.12 -1.32 -2.10 0.15 2.75
EPS (diluted, adjusted, p) -2.42 -1.66 -1.68 -0.97 -1.44 0.10 1.78
DPS (p) 0.00 0.00 0.00 0.00 0.00 0.00 0.00

*May year-end, **December year-end, *** includes £0.13m negative exceptional items in 2018
Source: Surface Transforms accounts, Hardman & Co Research estimates

There are significant tax losses, which have been incurred to build the business
market position.

Balance sheet

Balance sheet

7-month

period
@31 May*/Dec**(Em) FY17* FY18* FY19* FY19E™  FY20E** FY21E** FY22E**
Net current assets (including cash) 2.53 1.73 2.80 2.60 2.80 2.30 5.10
Shareholders’ funds 3.90 5.55 6.90 5.57 5.72 5.87 8.62
Net (debt)/cash*** 1.53 0.62 1.60 0.65 1.00 0.40 3.10

Avg. shares diluted (m)

90.00 110.30 125.20 136.00 145.40 154.60 154.60

*May year-end, **December year-end, ***includes modest current debt
Source: Surface Transforms accounts, Hardman & Co Research estimates

Cashflow

Cashflow

7-month

period
Year-end May*/Dec** (Em) FY17* Fy1i8* FY19* FY19E*  FY20E**  FY21E** FY22E**
Cash from operations, net tax -1.21 -2.17 -2.20 0.20 -1.25 0.30 3.50
Capex -2.07 -2.00 -0.10 -0.20 -0.60 -0.90 -0.80
Interest 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Equity issuance 0.05 3.48 3.30 0.00 2.20 0.00 0.00
Net cashflow -3.23 -0.69 1.00 0.00 0.35 -0.60 2.70
Depreciation 0.15 0.29 0.40 0.29 0.65 0.80 0.95

*May year-end, **December year-end
Source: Surface Transforms accounts, Hardman & Co Research estimates
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Clear quantified drivers to 2021 growth...

...and to 2022 as well

Note 1H'21E EBITDA losses

Investing on the back of strong order

intake

Controlled investment into current assets

Manufacturing capacity now in place;

current capex is modest, but slightly rising

Cash outflow bottoms out mid next year

Further points of detail on the financial model

>

In 2022E, the cash generation of the business comes to the fore. In the current
year and 2021E, top-line growth is accompanied by incremental investment in
the operations and in work in progress. In 2022, our estimates are for a
generation of £2.70m net cash. Our estimate is based on the company entering
that year with the full run-rate complement of work in progress for the enlarged
sales rate in our model.

Sales estimates comprise 2021E OEM 6 and OEM 8 rising significantly; 2022E
OEM 5 and OEM 8 are rising significantly.

Overheads and R&D are increasing as result of major new orders and the
potential for more.

EBITDA: note that 1H'21E EBITDA losses are expected to reach just over
£1.0m, on the increased cost base put in place for future growth.

Our estimates for 2020 EBITDA profits have reduced, due to operational
investment on expanded business. There is, indeed, a slight rise in sales
estimates from retrofit and track cars versus estimates as of spring 2020. For
OEM 8, de minimis revenue is modelled for 2020. Our model is for £3.0m,
followed by, conservatively, less than £8.0m for 2021 and 2022.

The finance charge in the accounts is non-cash.

Net current assets: there is tight control, but this item increases inevitably, given
rising revenue. For 2020 and thereafter, the ratio of current assets to sales has
fallen significantly compared with prior years. Cashflow’s “cash from operations”
typically broadly matches EBITDA in a steady-state revenue business, but
growth here at SCE is significant. 2021 is the year during which we model
significant rises in current assets, due to working capital. Nonetheless, this rise
should be well below £1.0m. A modest amount of debtor finance is open to the

company to take on.

Capex: note the rises, which are nonetheless modest. A future significant spend
of ca.£8m would be needed for a step change investment to double capacity to
more than £30m p.a.

Note also that estimates for cash during the course of 2021 are expected to be
below those at end-2020. Cashflow for 2H'21 is expected to be positive and
remain positive thereafter.

Shareholders’ funds for 2021E rise de minimis, as a result of the investment in
operations support; the significant positive impact from order wins is in 2022E.
Cost base investments provide a robust platform for significantly greater future
revenues.

15 September 2020
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Disclaimer

Hardman & Co provides professional independent research services and all information used in the publication of this report has been compiled from publicly
available sources that are believed to be reliable. However, no guarantee, warranty or representation, express or implied, can be given by Hardman & Co as to the
accuracy, adequacy or completeness of the information contained in this research and they are not responsible for any errors or omissions or results obtained
from use of such information. Neither Hardman & Co, nor any dffiliates, officers, directors or employees accept any liability or responsibility in respect of the
information which is subject to change without notice and may only be correct at the stated date of their issue, except in the case of gross negligence, fraud or
wilful misconduct. In no event will Hardman & Co, its dffiliates or any such parties be liable to you for any direct, special, indirect, consequential, incidental damages
or any other damages of any kind even if Hardman & Co has been advised of the possibility thereof.

This research has been prepared purely for information purposes, and nothing in this report should be construed as an offer, or the solicitation of an offer, to buy
or sell any security, product, service or investment. The research reflects the objective views of the analyst(s) named on the front page and does not constitute
investment advice. However, the companies or legal entities covered in this research may pay us a fixed fee in order for this research to be made available. A full
list of companies or legal entities that have paid us for coverage within the past 12 months can be viewed at http://www.hardmanandco.com/legals/research-
disclosures. Hardman may provide other investment banking services to the companies or legal entities mentioned in this report.

Hardman & Co has a personal dealing policy which restricts staff and consultants’ dealing in shares, bonds or other related instruments of companies or legal entities
which pay Hardman & Co for any services, including research. No Hardman & Co staff, consultants or officers are employed or engaged by the companies or legal
entities covered by this document in any capacity other than through Hardman & Co.

Hardman & Co does not buy or sell shares, either for their own account or for other parties and neither do they undertake investment business. We may provide
investment banking services to corporate clients. Hardman & Co does not make recommendations. Accordingly, they do not publish records of their past
recommendations. Where a Fair Value price is given in a research note, such as a DCF or peer comparison, this is the theoretical result of a study of a range of
possible outcomes, and not a forecast of a likely share price. Hardman & Co may publish further notes on these securities, companies and legal entities but has no
scheduled commitment and may cease to follow these securities, companies and legal entities without notice.

The information provided in this document is not intended for distribution to, or use by, any person or entity in any jurisdiction or country where such distribution or
use would be contrary to law or regulation or which would subject Hardman & Co or its affiliates to any registration requirement within such jurisdiction or country.

Some or all alternative investments may not be suitable for certain investors. Investments in small and mid-cap corporations and foreign entities are speculative
and involve a high degree of risk. An investor could lose all or a substantial amount of his or her investment. Investments may be leveraged and performance may
be volatile; they may have high fees and expenses that reduce returns. Securities or legal entities mentioned in this document may not be suitable or appropriate
for all investors. Where this document refers to a particular tax treatment, the tax treatment will depend on each investor’s particular circumstances and may be
subject to future change. Each investor’s particular needs, investment objectives and financial situation were not taken into account in the preparation of this
document and the material contained herein. Each investor must make his or her own independent decisions and obtain their own independent advice regarding
any information, projects, securities, tax treatment or financial instruments mentioned herein. The fact that Hardman & Co has made available through this
document various information constitutes neither a recommendation to enter into a particular transaction nor a representation that any financial instrument is
suitable or appropriate for you. Each investor should consider whether an investment strategy of the purchase or sale of any product or security is appropriate for
them in the light of their investment needs, objectives and financial circumstances.

This document constitutes a ‘financial promotion’ for the purposes of section 21 Financial Services and Markets Act 2000 (United Kingdom) (‘FSMA’) and
accordingly has been approved by Capital Markets Strategy Ltd which is authorised and regulated by the Financial Conduct Authority (FCA).

No part of this document may be reproduced, stored in a retrieval system or transmitted in any form or by any means, mechanical, photocopying, recording or
otherwise, without prior permission from Hardman & Co. By accepting this document, the recipient agrees to be bound by the limitations set out in this notice.
This notice shall be governed and construed in accordance with English law. Hardman Research Ltd, trading as Hardman & Co, is an appointed representative of
Capital Markets Strategy Ltd and is authorised and regulated by the FCA under registration number 600843. Hardman Research Ltd is registered at Companies
House with number 8256259.

(Disclaimer Version 8 - Effective from August 2018)

Status of Hardman & Co’s research under MiFID Il

Some professional investors, who are subject to the new MiFID Il rules from 3rd January 2018, may be unclear about the status of Hardman & Co research and,
specifically, whether it can be accepted without a commercial arrangement. Hardman & Co’s research is paid for by the companies, legal entities and issuers about
which we write and, as such, falls within the scope of ‘minor non-monetary benefits’, as defined in the Markets in Financial Instruments Directive |I.

In particular, Article 12(3) of the Directive states: ‘The following benefits shall qualify as acceptable minor non-monetary benefits only if they are: (b) ‘written
material from a third party that is commissioned and paid for by a corporate issuer or potential issuer to promote a new issuance by the company, or where the
third party firm is contractually engaged and paid by the issuer to produce such material on an ongoing basis, provided that the relationship is clearly disclosed in
the material and that the material is made available at the same time to any investment firms wishing to receive it or to the general public...’

The fact that Hardman & Co is commissioned to write the research is disclosed in the disclaimer, and the research is widely available.

The full detail is on page 26 of the full directive, which can be accessed here: http://ec.europa.eu/finance/docs/level-2-measures/mifid-delegated-regulation-

2016-2031.pd

In addition, it should be noted that MiFID II's main aim is to ensure transparency in the relationship between fund managers and brokers/suppliers, and eliminate
what is termed ‘inducement’, whereby free research is provided to fund managers to encourage them to deal with the broker. Hardman & Co is not inducing the
reader of our research to trade through us, since we do not deal in any security or legal entity.
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