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WPP.L: What Happens Next

BOTTOM LINE: One of the most common topics to emerge over the past week in relation to the
transition underway at WPP is the prospect of a break-up of the company or a major divestiture
program. For the most part, we don’t think this speculation makes much sense, and if anything
WPP probably emerges from this process as a net buyer rather than a net seller. We continue to
value the company at 1330p on a YE2018 basis and rate the stock Buy.

When we pause to assess what will happen next to WPP, for starters, we are guessing that
members of the Board understands the industry well enough to know that the broadly-defined
marketing industry is not experiencing a secular decline at this time, that WPP is only slightly
under-performing other traditional agency holding companies, and that WPP should be seen as a
going concern. This means that the Board is likely to focus on growth and expansion
opportunities within the company’s industry when it appoints a new CEO. Reinforcing this view,
we can imagine that the business units which are most desirable to acquirers (relatively
separable and with high growth potential) are the least desirable ones to sell, especially
competitors. Further, a broad sales process could bring a chill to business activity across the
network, as clients begin to question where their business will be housed in the new future, and
as prospective employees avoid the holding company.

Size is not by itself necessarily a problem. For anyone other than Martin Sorrell, WPP may be too
big a confederation of businesses to be micro-managed the way it was in the past. However, it is
not necessarily too big a company to be managed if organized and managed differently. This
could mean fewer direct reports and less direct involvement in different parts of the business by
the company’s executive team. While less co-ordination across the company may result,
individual business unit leaders who undergo less ongoing scrutiny from the center may become
less constrained and less risk averse, freer to find the new revenue streams the company expects
it will need to support future growth. Key to this occurring is the degree to which different WPP
business units have capable executives running them (we think they do, by and large).

With regard to timing, we think it is unlikely that any major change occurs in the company’s asset
base until a new CEO is appointed. Our guess is that the Board recognizes an external search for
a new CEO adds cultural risks and potentially takes a significant amount of time before a new
individual could be installed and brings their own team in. This suggests that the next CEO may
more likely be an insider, or alternately an outsider available to start quickly who gets paired with
a strong internal #2 executive

Once an individual is in place at the top, we would expect a review of the company’s business to
occur and a process that leads to an articulation of the company’s strategic direction and the
ways in which WPP will pursue growth within the marketing industry. That direction could include
or exclude some major business units or other assets, but could also identify areas which warrant
significant ongoing investment. It's not unreasonable to think that Kantar might be sold in part or
in whole (either to private equity, or possible to another market research company who it does not
compete with) because Kantar is relatively separable and because investors have never been
fond of it. Of course, it's also possible that new ideas arise around how to realize synergies
between the research division and other parts of WPP. We think it is more realistic to assume that
various assets within the company’s venture portfolio which do not provide tangible business
benefits for the rest of the company could be divested. At the same time, WPP will want to
demonstrate its commitment to growth, and so we would not be surprised to see enhanced M&A
activity, especially in faster-growing areas of the broadly-defined industry, such as marketing
technology and related services.

We maintain our 1330p YE2018 price target on WPP stock as well as our Buy rating.

VALUATION. We value WPP’s business with a DCF framework, incorporating a 7.4% near-term
discount rate, a 12.8% long-term discount rate and a 6% long-term growth rate.

RISKS. Agency risks relate to blowback from the transparency issue, squeezing fees from clients,
competition from adjacent industries, reduced competition between marketers and demand for
advertising services.
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Risks

Investors will need to consider the following among company and industry risks for agency holding companies:

TRANSPARENCY BLOWBACK. Marketers are beginning to learn about practices associated with agency fee
transparency. To the extent undisclosed or under-appreciated forms of compensation have unduly become a factor
for an agency or the industry and are later discovered, marketer-clients may try to limit similar arrangements in the
future, reducing long-term growth.

FAILURE TO MEET REVENUE OR MARGIN EXPECTATIONS. Client losses or the failure to improve operations
could lead to shortfalls of revenue or margin expectations.

SQUEEZING FEES. Marketers are typically squeezing their agencies for operational efficiencies on an ongoing
basis. Agencies have historically proven resilient in finding cost saving opportunities to perform like-for-like services.
However at some point such efforts may no longer yield incremental benefits, and as long as agencies operate in a
competitive manner they will suffer. In a similar light, high margin services offered today are typically likely to become
standard-margin services in the future, as the more a service becomes standardized, the more that marketers’
procurement teams seek to standardize processes and drive agency margin out of the activity.

COMPETITION FROM ADJACENT INDUSTRIES. We remain skeptical that today’s digital media companies such as
Google or Microsoft will ever actively compete with agencies. This should hold not least because digital media
companies will want to retain their margins (significantly higher than those for agency services) but also because
clients generally want some perceived independence from advisors making marketing budget recommendations.

However, agencies are increasingly placed up against today’s IT services firm in providing some services today. This
type competition is more likely to increase in the future, although not across all marketing-related disciplines.
Companies such as Accenture and IBM are increasingly positioning parts of their businesses adjacent to agencies as
they seek to build platforms which can manage the execution of media campaigns, monitor the impact of those
campaigns and integrate those efforts with an array of marketing data within a company’s ERP (enterprise resource
planning) system.

REDUCED COMPETITION BETWEEN MARKETERS. We have previously identified that advertising spending — and
marketing in general — is primarily driven by the competitive intensity that is present within a given category. To the
extent that industries evolve to feature reduced levels of competitive intensity, marketing services would generally
suffer.
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WPP Discounted Cashflow Model

WPP DISCOUNTED CASHFLOW MODEL (All Figures In mm of £ Except Per Share Totals and Where Noted as $)

FY18E FY19E FY20E FY21E FY22E
Net Income 1,338.2 1,441.2 1,632.2 1,627.9 1,764.2
D&A 480.0 497.5 515.0 532.5 550.0
Change in Working Capital 0.0 0.0 0.0 0.0 0.0
Capital Expenditures / Acquisitions (650.0) (860.0) (930.0) (1,015.0) (1,068.2)
Common Stock Dividends 0.0 0.0 0.0 0.0 0.0
Share Repurchases (500.0) 0.0 0.0 0.0 0.0
Other Changes in Cash Balances 0.0 0.0 0.0 0.0 0.0
Changes in Cash Flows 1,431.9 1,078.7 1,117.2 1,145.4 1,246.0
Interest Expense 268.1 275.0 281.9 288.7 295.6
Less: Tax Adjustment (60.3) (61.9) (67.6) (72.2) (73.9)
« Assumed Tax Rate on Interest 22.5% 22.5% 24.0% 25.0% 25.0%
Unlevered Free Cash Flows 1,639.7 1,291.8 1,331.4 1,362.0 1,467.7
NPV of Future Cash Flows 1,203.3 1,155.2 1,100.8 1,105.0
Sum of Future Cash Flows 4,564.3
NPV of Terminal Value 16,199.2
Value of Future Cashflows 20,763.4
Plus: 2018E Cash 1,596.7
Plus: Share of Private Company/Other Investments 1,000.0
Value of Cashflows, Cash and Investments 23,360.1
Less: 2018E Debt (7,525.5)
2018E Common Equity Value 15,834.6
Shares Outstanding 2018E 1,253.5
Equity Value 2018E (Pence Per Share) 1,330.0
Current Equity Value (Pence Per Share) 1,156.0
2018E Equity Value Premium 15
Vs. Current Price °
Current Exchange Rate 1.41
Equity Value 2018E ($ Per ADR) 93.00
Current Equity Value ($ Per ADR) 81.41
2018E Equity Value Premium 14%
Vs. Current Price °
KEY ASSUMPTIONS
Near-Term Discount Rate 7.4%
Terminal EV/FCF Multiple 18.8x
Long-Term Growth Rate 6.0%
Long-Term Discount Rate 12.8%

Source: Pivotal Research, Company Reports
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WPP: Income Statement

WPP INCOME STATEMENT (All Figures In mm of £ Except Per Share Totals)
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Appendix: Important Disclosures

Analyst Certification

I, Brian W. Wieser, hereby certify that the views expressed in this research report accurately reflect my
personal views about the subject company and their securities. | further certify that | have not received
and will not receive direct or indirect compensation related to specific recommendations or views
contained in this research report.

Legal Disclaimers

Pivotal Research Group LLC is an independent equity research company and is neither a broker dealer
nor offers investment banking services. Pivotal Research Group LLC is not a market maker for any
securities, does not hold any securities positions, and does not seek compensation for investment
banking services. The analyst preparing this report does not own any securities of the subject company
and does not receive any compensation directly or indirectly from investment banking services.

Stock Ratings

Pivotal Research Group LLC assigns one of three ratings based on an expectation of absolute total return
(price change plus dividends) over a twelve month time frame. The ratings are based on the following
criteria:

BUY: The security is expected to have an absolute return in excess of 15%.
HOLD: The security is expected to have an absolute return of between plus and minus 15%.
SELL: The security is expected to have an absolute return less than minus 15%.

Ratings Distribution

Pivotal Research LLC currently provides research coverage of 72 companies, of which 53% are rated
BUY, 38% are rated HOLD, and 10% are rated SELL. Our company does not offer investment banking
services. This data is accurate as-of 4/19/18.
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Other Disclaimers

Information contained in this report has been prepared from sources that are believed to be reliable and
accurate but are not guaranteed by us and do not represent a complete summary or statement of all
available data. Additional information is available upon request. Furthermore, information and opinions
expressed are subject to change without notice and we are under no obligation to inform you of such
change.
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This report has been prepared solely for our institutional clients. Ratings and target prices do not take into
account the particular investment objectives, financial and/or tax situation, or needs of individual
investors. Investment decisions should take into account all available information, not just that which is
contained in this report. Furthermore, nothing contained in this report should be considered an offer or
solicitation by Pivotal Research Group LLC to buy or sell any securities or other financial instruments.
Past performance is not indicative of future performance and estimates of future performance contained
in this report are based on assumptions that may not be realized.

Material in this report, except that which is supplied by third parties, is Copyright ©2018, by Pivotal
Research LLC. All rights reserved. No portion may be reproduced, sold, or redistributed in any form
without express written consent of Pivotal Research Group LLC.

Commission Sharing Arrangements

Pivotal Research Group LLC has commission sharing arrangements (CSA) with numerous broker-
dealers. Please contact Jeff Shelton at 212-514-4681 for further information.

Additional Information Available Upon Request
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