
 22 March 2018 

 

www.progressive-research.com   
This marketing communication has not been prepared in accordance with requirements designed to promote the 

independence of investment research. Please refer to important disclosures at the end of the document. 

 

 
 

GAMA.L 

730p 

Market Cap: £668.4m 

 

SHARE PRICE (p) 
 

 

12m high/low 770p/511p 

Source: LSE Data 

 

KEY INFORMATION 

Enterprise value £636.8m 

Index/market AIM 

Next news AGM, 23 May 2018 

Gearing N/A 

Interest cover N/A 

 

GAMMA COMMUNICATIONS IS A 
RESEARCH CLIENT OF PROGRESSIVE 

 

Living up to expectations 

Growth products drive ongoing performance 

Gamma has reported Adjusted EBITDA 2% ahead of our estimate at 
£41.6 million. Overall, revenue, margins and earnings increased 
despite the continued decline of the traditional business in the partner 
channel. While the mobile proposition has been slower to become 
established in the channel, it is now growing and Gamma’s Cloud PBX 
and SIP Trunking products continued to grow ahead of the market. 
Gamma launched its initial fixed/mobile converged offering in 
December and its new high capacity national optical network project 
remains on schedule. The direct business announced a number of 
significant contracts as it produced its best year to date with the 
Public Sector base securing new wins. The outlook statement states 
that the Group is ‘in great shape for 2018 and the foreseeable future’. 
Gamma has also announced the appointment of new CEO Andrew 
Taylor who will take over from Bob Falconer following May’s AGM. We 
have upgraded estimates for FY 2018E and FY 2019E to reflect good 
growth prospects, and we introduce new FY 2020E estimates. 

▪ FY 2017 revenue increased by 11.7% to £238.4 million (FY 2016: 
£213.5 million) with the growth split evenly between the indirect channel 
and the direct business. The dividend increased by 12% to 8.4p. 

▪ The net operating cash inflow before tax for the year of £38.8 million 
compared to £31.3m in 2016. This represented a 93% conversion of 
adjusted EBITDA in 2017 compared to 92% for 2016. Gamma had no 
debt and cash of £31.6 million at the end of 2017 

▪ Both the direct and indirect businesses grew well in 2017 with SIP 
Trunking and Horizon Cloud PBX products continuing to perform well 
while volumes of Broadband and Ethernet products reflected the benefit 
of previous investment. SIP and Cloud PBX continue to be the main 
drivers of Gamma’s growth and the Group will invest further in their 
development to service what remains a healthy market. 

▪ The direct business announced significant new contract awards 
including; Care UK, Rush, Stackhouse Poland and Thrifty UK and the 
Public Sector base grew with further key wins. 

▪ We increase revenue estimates by 5% for FY 2018E and 7% for FY 
2019E acknowledging good growth in 2017 and the prospect of strong 
growth in lower-margin data products. EBITDA also increases by 7% 
and 8% respectively reflecting revenue growth and margin 
considerations. 
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FYE DEC (£M) 2016 2017 2018E 2019E 2020E 

Revenue 213.5 238.4 264.7 290.1 320.7 

Adjusted EBITDA 34.2 41.6 47.9 53.4 55.8 

Adjusted PBT 24.9 27.5 31.3 35.4 36.1 

Adjusted EPS 21.1 24.6 27.5 30.9 31.5 

EV/Sales (x) 3.0 2.7 2.4 2.2 2.0 

EV/ Adj. EBITDA (x) 18.6 15.3 13.3 11.9 11.4 

P/E (x) 34.6 29.7 26.5 23.6 23.2 

Source: Company Information and Progressive Equity Research estimates 
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Succession planning 

Gamma has announced that after 15 years at the group, Chief Executive Bob Falconer 
will retire at this year's AGM. Andrew Taylor has been appointed as Chief Executive 
designate and will join the Board on 4th April, assuming the role of Chief Executive after 
the AGM on 23rd May 2018.  Mr Falconer will remain involved in the business over the 
coming months to ensure a smooth transition and handover. 

Andrew Taylor has over 22 years' experience in the telecommunications industry, and a 
track record of achievement both in the UK and internationally. Until recently, he was 
CEO of Nomad Digital, a provider of IP connectivity and digital solutions to the global 
transportation sector. His previous roles included Digicel's Regional Chief Executive 
Officer with responsibility for all fixed and mobile operations across the Northern 
Caribbean, driving significant growth in both revenues and profitability. From 2008 to 
2010, he was Chief Executive of Intec Telecom PLC, a provider of software solutions, 
which, after a period of significant growth, was acquired by CSG in 2010. He had 
previously held a number of management and operational roles across the 
Telecommunications industry, including senior positions at both Alcatel-Lucent and BT.  

FY 2017 results – progress as expected 

While the direct business enjoyed a record year, the indirect business overcame the 
ongoing decline of the traditional business in the partner channel and a slower than 
anticipated uptake of the mobile proposition to report good overall growth.  As flagged, 
Group Adjusted EBITDA in FY 2017 was ahead of market expectations at the time of 
Gamma’s January trading update. Overall, revenue, margins and earnings increased. 

Gamma saw the expected continuation of strong growth in SIP Trunking, Cloud PBX 
and data services, with margins reflecting strong market positioning. Despite higher 
Inbound product sales volume during the year, pricing pressure continued to affect 
revenues during the second half of 2017 and these ended lower for the full year. lower 
revenues in the first half reflected price pressure. The traditional business continues to 
decline at expected rates while mobile produced volume growth following the transition 
to Gamma’s own Full MVNO (mobile virtual network operator). The number of partners 
increased and the Group continued to invest in helping the channel sell more Gamma 
products. This included the launch of its new partner marketing platform ‘Accelerate’. 

Adjusted reported numbers (£m) 

 

Source: Gamma information 
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Outlook 

Gamma’s outlook statement is again positive and anticipates that the Direct business 
will continue to ‘grow healthily’; it also states that the business is in ‘great shape’. 

Revenue and profits 

FY 2017 revenue increased by 11.7% to £238.4m (FY 2016: £213.m) with the growth 
split evenly between the indirect channel (growing £12.4m to £181.4m) and the direct 
business (adding £12.5 million to £57.0 million). Gross profit increased by 14.4% to 
£113.0m as the gross margin increased to 47.4% (FY 2016: 46.3%). Adjusted EBITDA 
increased by 21.6% to £41.6m (FY 2016: £34.2m).  Adjusted Fully Diluted EPS 
increased by 16.6% to 24.6p (FY 2016: 21.1p).   

Cash 

The net operating cash inflow before tax for the year of £38.8m compared to £31.3m in 
2016. This represented a 93% conversion of adjusted EBITDA in 2017 compared to 92% 
for 2016. Some £13.4m was spent on enhancing Group assets in 2017, of which £4.4m 
was spent on the new national network. There is a further £1m to be spent on the 
network in 2018. With no borrowings, Gamma had net cash of £31.6m at the end of 2017 
compared to £28.2m a year earlier. 

Business segments 

Indirect 

Gamma’s indirect business produced good growth in 2017 with the number of active 
channel partners expanding to 1,089. The decision to increase support to existing 
channel partners by providing strong customer support and differentiated products has 
helped them broaden their portfolios and to take a higher overall share of the market. 
Indeed, product differentiation remains the most valued feature and one which can help 
drive channel partners’ own development. That, together with providing all services as 
a bundled offering continues to present an attractive proposition to existing and 
prospective channel partners. SIP Trunking and Horizon (Cloud PBX) remained the main 
contributors to growth in the channel during 2017. Revenues grew by £12.4 million to 
£181.4 million in FY 2017 (FY 2016: £169.0 million) and the channel now represents 
76% of Gamma’s total revenues. 

Direct 

The direct business is reflecting the focus on larger enterprises and the public sector, 
with new contracts agreed with customers such as Savills plc and a number of councils 
and NHS Trusts. Gamma’s direct business won £54.5 million of new contract awards 
during 2017 and secured £15.3 million of customer contract renewals and extensions. 
Public sector contracts included those with the Financial Ombudsman Service, 
Intellectual Property Office, Leicester City Council and the City and County of Swansea 
who all migrated from legacy solutions to Horizon.  Gamma is in the process of being 
accredited for the Health and Social Care Network to enable Gamma and its partners to 
compete for the replacement to the current N3 network.  The accreditation process is 
expected to conclude mid-2018.  

Revenues from the direct business rose to £57.0 million in FY 2017 (FY 2016:£44.5m) 
with gross profit increasing to £26.5 million (FY 2016: £20.6 million).  Growth was 
predominantly in the Enterprise and Public Sectors. 
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The table below shows the split of the respective contributions in 2017. 

Segmental data for 2017 

 

Source: Gamma information 

 

Product highlights 

Below, we summarise some of the main points which the announcement makes about 
the progress of Gamma’s products during 2017 and beyond:  

SIP Trunking 

▪ Anticipated slowdown in the rate of conversion from ISDN to SIP not evident in 2017 

▪ SIP Trunking volumes grew 33% to 680,000 channels during 2017 

▪ Gamma remains the UK market leader in SIP Trunking, and although the rate of 
conversion appears to be slowing, Gamma’s win rate is not – clearly suggesting that 
the group’s product is gaining market share 

▪ Gamma estimates that just under 2 million lines are still to convert to a SIP Trunking 
or Cloud PBX solution. 

Cloud PBX (Horizon) 

▪ The number of Horizon ‘seats’ grew by 44% to 331,000 

▪ Product enhancements increased the appeal to the Healthcare and Recruitment 
Sectors 

▪ Enhanced call recording and credit card payment services added to product 
attraction in Finance and Retail sectors 

▪ The Cloud PBX market is at an early stage and continues to grow strongly 

Indirect Direct Total

Traditional products and services 50.5 10.8 61.3

Growth products and services 130.9 46.2 177.1

Total revenue from external customers 181.4 57.0 238.4

Inter-segment revenue 45.8 - 45.8

Traditional products and services 12.5 3.7 16.2

Growth products and services 74.0 22.8 96.8

Total gross profit 86.5 26.5 113.0

Segment operating profit 29.0 12.6 41.6

Share based payment expense -1.8 -0.2 -2.0

Segment EBITDA 27.2 12.4 39.6

Depreciation and amortisation -12.7 -0.7 -13.4

Segment profit 14.5 11.7 26.2

Interest income 0.2 – 0.2

Tax -2.0 -1.8 -3.8

Group profit after tax 12.7 9.9 22.6
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Inbound 

▪ Units up but pricing pressure has affected revenues 

Cloud Compute / Backup 

▪ In 2017, Gamma launched a Cloud based server and back up service. Based on the 
Amazon Web Services platform, it is at an early stage of uptake by channel partners 

Network & Data  

▪ Voice traffic grew by 21% 

▪ Data more than doubled 

▪ The build out of the new core fibre backbone continues according to plan with 85% 
of the route now delivered by Gamma’s partner CityFibre 

▪ Reducing Ethernet prices are making it more attractive to small businesses  

▪ Over 5,000 Ethernet services under management 

▪ Business broadband connections grew over the year from 54,000 to 75,000 

Mobile services 

▪ Transfer of the remaining customers to Gamma’s ‘Full’ MVNO. 

▪ Services had the expected slower start in the channel relative to the direct business 
with channel partners were either cautious or in existing contracts 

▪ Gamma’s first release fixed/mobile converged service ‘Connect’ was launched to a 
number of channel partners in December 2017 
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Accounting standards 

When it reported its interim results, Gamma provided a useful detailed update on the 
new accounting standards relating to revenue recognition (IFRS 15) and leases (IFRS 
16). 

IFRS 15 

Gamma will adopt IFRS 15 from 1 January 2018, and the 2017 numbers just reported 
will be restated as comparators for the 2018 audited financial statements.  

There are four adjustments: 

▪ “Up front” subscriptions which were previously recognised on purchase are removed 
and are now amortised over the period for which a customer is expected to use the 
service. 

▪ Assets which were supplied as part of a service are removed from the fixed asset 
register and instead recognised as a sale at the point of delivery to the customer with 
a corresponding reduction in ongoing service revenues. 

▪ Installation revenue is now spread over the length of the contract. 

▪ The cost of commissions in the direct business is now spread over the length of the 
contract to which they relate. 

It is reassuring to see that the final analysis of the effect of implementing IFRS 15 in 
2017 would, as flagged by Gamma in its initial review, see the main effect on EBITDA 
which reduces by 6.7% to £38.8 million. The first two adjustments see some similar, 
opposite movements in depreciation and amortisation. Fully diluted EPS, both adjusted 
and non-adjusted, are not materially affected, with each increasing, as they do, by 0.4%. 

IFRS 16 

IFRS 16 comes in to effect on 1 January 2019, however early adoption is allowed as 
long as IFRS 15 has been adopted and so Gamma intends to adopt it from 1 January 
2018. It will use the modified retrospective approach in recognising lease liabilities and 
a right-of-use asset. Restatement of prior years is not allowed in respect of IFRS 16 but 
Gamma has calculated that the right of use asset to be recognised as at 1 January 2018 
will be £6.1 million with a corresponding liability of £6.4 million.  Ceteris paribus, the 
expected depreciation charge on the right of use asset in the 2018 accounts will be £1.3 
million which compares to an operating lease charge of £1.6 million within the operating 
expenses for 2017.  The effect on EBITDA and adjusted EBITDA is therefore expected 
to be an increase of £1.6 million but there will not be a material effect on Profit After Tax 
or fully diluted EPS or fully diluted adjusted EPS. 

Our numbers 

We are currently leaving our numbers unaltered, to allow comparison with historic 
performance.  We will, either to match the group’s reporting, or at some other date, 
update our estimates to include the effect of the new standards, which is likely to be a 
net impact (from both IFRS 15 and IFRS 16) of around £1.5m to EBITDA. 
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Estimates 

Our estimates are based on our views on the growth of the business lines and they 
continue to anticipate that SIP and Cloud PBX will be the main drivers of growth in the 
short term. We expect Broadband and Ethernet revenues to grow strongly as well – 
although this is lower margin business. We view the long term impact of the mobile 
business as a support for the Group’s product and services and note the longer term 
prospects for the converged product. Meanwhile, we continue to allow traditional product 
revenues to drift down in our estimates and also acknowledge pricing pressure in the 
Inbound product. 

We increase revenue estimates by 5% for FY 2018E and 7% for FY 2019E 
acknowledging good growth in 2017 and the prospect of strong growth in lower-margin 
data products that we mention above. EBITDA also increases by 7% and 8% 
respectively, reflecting the revenue expansion and the margin consideration. Profit and 
earnings numbers reflect those changes and some offsetting movements in depreciation 
and amortisation.  

FY 2017 actual outturn and estimate changes 

 

Source: Gamma information, Progressive Equity Research estimates 

 

 

£m unless stated Est Act Diff. (%) Old New

Change 

(%) Old New

Change 

(%)

Revenue 235.0 238.4 1% 252.3 264.7 5% 270.0 290.1 7%

Adj EBITDA 40.8 41.6 2% 44.9 47.9 7% 49.4 53.4 8%

Reported PBT 24.6 26.4 7% 25.3 28.0 10% 26.8 32.6 22%

Fully adj PBT 27.9 27.5 -1% 28.6 31.3 9% 30.1 35.4 17%

Reported EPS (p) 20.8 23.9 15% 21.3 24.0 13% 22.5 28.0 24%

Fully adj EPS (p) 23.6 24.6 4% 24.8 27.5 11% 26.0 30.9 19%

FY17 FY18E FY19E
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Financial Summary: Gamma Communications 

Year end: December (£m unless shown)      

      

PROFIT & LOSS 2016 2017 2018E 2019E 2020E 

Revenue 213.5 238.4 264.7 290.1 320.7 

Adj EBITDA 34.2 41.6 47.9 53.4 55.8 

Adj EBIT 24.3 27.5 31.2 35.2 35.9 

Reported PBT 21.6 26.4 28.0 32.6 33.3 

Fully adj PBT 24.9 27.5 31.3 35.4 36.1 

NOPAT 22.3 22.4 25.3 28.5 29.1 

Reported EPS 18.7 23.9 24.0 28.0 28.6 

Fully adj EPS 21.1 24.6 27.5 30.9 31.5 

Dividend per share 7.5 8.4 9.3 10.2 11.3 

      
CASH FLOW & BALANCE SHEET 2016 2017 2018E 2019E 2020E 

Operating cash flow 31.3 38.8 42.1 47.8 53.1 

Free Cash flow 9.7 10.7 11.0 13.8 16.1 

FCF per share 10.2 11.3 11.7 14.7 17.0 

Acquisitions 0.0 0.0 0.0 0.0 0.0 

Disposals 0.0 0.0 0.0 0.0 0.0 

Shares issued 0.1 0.0 0.0 0.0 0.0 

Net cash flow 3.4 3.4 3.0 4.9 6.2 

Overdrafts / borrowings 0.0 0.0 0.0 0.0 0.0 

Cash & equivalents 28.2 31.6 34.6 39.6 45.8 

Net (Debt)/Cash 28.2 31.6 34.6 39.6 45.8 

      
NAV AND RETURNS 2016 2017 2018E 2019E 2020E 

Net asset value 80.2 98.8 116.9 137.2 157.1 

NAV/share 87.6 107.9 125.3 147.0 168.4 

Net Tangible Asset Value 70.2 88.8 107.1 127.8 148.3 

NTAV/share 76.7 97.0 114.8 137.0 158.9 

Average equity 73.5 89.5 107.8 127.0 147.1 

Post-tax ROE (%) 24.1% 25.3% 21.0% 20.8% 18.3% 

      
METRICS 2016 2017 2018E 2019E 2020E 

Revenue growth 379.0% 11.7% 11.0% 9.6% 10.6% 

Adj EBITDA growth 620.8% 21.6% 15.2% 11.5% 4.4% 

Adj EBIT growth (177.7%) 13.2% n.a. n.a. 1.9% 

Adj PBT growth (959.9%) 10.4% 13.8% 13.0% 2.0% 

Adj EPS growth 574.4% 16.4% 12.0% 12.2% 2.0% 

Dividend growth N/A 12.0% 10.1% 10.3% 10.3% 

Adj EBIT margins 6.6% 11.5% 11.8% 12.1% 11.2% 

      
VALUATION 2016 2017 2018E 2019E 2020E 

EV/Sales 3.0 2.7 2.4 2.2 2.0 

EV/EBITDA 18.6 15.3 13.3 11.9 11.4 

EV/NOPAT 28.6 28.5 25.2 22.3 21.9 

PER 34.6 29.7 26.5 23.6 23.2 

Dividend yield 1.0% 1.2% 1.3% 1.4% 1.5% 

FCF yield 1.4% 1.6% 1.6% 2.0% 2.3% 
 

Source: Company information and Progressive Equity Research estimates 
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