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Action taken leaves K3 better positioned 

Continued focus on own-IP 
K3’s delayed full year results for the 12 months to the end of November 
2019 are broadly in line with previous guidance and a little ahead of our 
estimate of Adjusted EBITDA. Covering a period before COVID-19, the 
results reflect the impact of certain expected high-margin orders not coming 
through, in combination with weaker trading conditions. Since that year-
end, much has changed in the operating environment and K3 has 
subsequently put its underperforming UK Dynamics business into 
administration and extended its loan facilities. The Group continues to focus 
on the development of its own-IP products and, with a more robust financial 
position, can look to future growth from its solid customer base. In 
particular, the Global Accounts business is seeing growth from its IKEA 
business while geographic diversity should mitigate softer current trading 
in the UK and Europe. Although we do not reintroduce estimates at this 
point, we hope to review that later in the year.  

▪ The Group has modelled a variety of COVID-19 scenarios taking into 
account different geographic territories and revenue streams. As well as 
supporting its staff, K3 announced a number of measures to conserve cash 
(including furlough and tax deferrals schemes) and put its UK Dynamics 
reseller subsidiary into administration. It has also significantly 
strengthened the Company’s balance sheet. 

▪ The management team makes a number of comments about the near 
term outlook for the business, assuming six months of ‘soft trading’ from 
March to August 2020. That period straddles the financial half year point 
of 31 May 2020. Unsurprisingly, the comments reflect upon likely 
reductions in sales in Europe and the UK – although the Global business, 
which has a Far East bias, ‘appears to be through the worst’ and 
management expects a low level of impact. 

▪ Indeed, on current trading, K3’s management notes that its IKEA 
franchisee customer base is ‘performing well and ahead of expectations’. 
The Global Accounts business continues to extend sales of its own IP into 
its customer base. 

Having taken action to improve liquidity and further hone its focus on its more 
profitable businesses, we believe that K3’s management team has positioned 
the Group well to come out of the difficult operating environment with a 
positive outlook.  

Note: (I) FY2016 is a June year end; (II) FY2017 is 17 months to November 2017  
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FYE NOV (£M)  2016(I) 2017 (II) 2018 2019 

Revenue  89.2 118.2 83.3 78.4 

Adj EBITA  9.5 -1.7 4.6 1.8 

Fully adj PBT  8.8 -3.0 4.0 1.0 

Fully adj dil EPS (p)  22.9 -7.7 6.8 -6.6 

EV/Sales (x)  0.3x 0.3x 0.4x 0.4x 

EV/EBITDA (x)  2.4x 12.6x 3.8x 4.3x 

PER (x)  2.9x N/A 9.8x N/A 

Source: Company Information and Progressive Equity Research estimates 
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Performance and positioning 

Then and now 

While the year just reported saw K3 make further progress in building out its own-IP 
offering, the impact of COVID-19 on the timing of the results announcement and the 
current business environment means that the business has moved on considerably since 
the end of last November. 

Staff have been working remotely where practicable and, while customer site visits have 
been restricted. 

As well as supporting its staff, K3 announced a number of measures to conserve cash 
(including furlough and tax deferrals schemes), withdrew guidance on current year 
estimates and put its UK Dynamics reseller subsidiary into administration. It also 
significantly strengthened the Company’s balance sheet through £6 million of additional 
loans from Barclays and two of K3’s major shareholders. Barclays agreed to extend its 
facilities to K3 by £3.0m to a maximum of £13.0m in total, on similar commercial terms and 
duration to the existing facilities, which expire on 31 March 2021.  

The Dynamics business put into administration only operated the UK element of K3’s 
Dynamics business (thus not affecting K3’s Microsoft Dynamics practices outside the UK) 
and was loss-making (to the tune of £3m at the operating level for the 12 months to 30 
November 2019). We understand that there was no parent company cross-guarantee for 
this business. The combination of the new facilities and the closure of an underperforming 
unit should significantly bolster K3’s financial position. 

In our view, these were significant decisions which help to strengthen the financial position 
of the business, to focus it on maintaining and growing the Company’s core profitable 
business units and to allow the group to continue the successful transition towards its own 
IP. 

Although there are weaker trading conditions in Retail because of COVID-19, management 
comments that its IKEA franchisee customer base is ‘performing well and ahead of 
expectations’ in an update on current trading. K3’s Global Accounts business includes the 
relationship with IKEA and it performed strongly in FY 19. Crucially, as a balance to the 
slower fashion business, K3 is currently seeing expansion in IKEA franchise numbers and it 
continues to extend sales of its own IP into the Global Accounts customer base. 

The future for K3  

Near term 

The Group has modelled a variety of coronavirus scenarios taking into account different 
geographic territories and revenue streams. The Group has implemented actions (see 
above) to mitigate short term cost and cash outflows. 

The management team makes a number of comments about the near term outlook for the 
business assuming six months of ‘soft trading’ from March to August 2020. That period 
straddles the financial half year of 31 May 2020. It expects: 

▪ A reduction in new sales of around 90% in its mainland Europe territory. 

▪ Software sales to be 70% lower in the UK. 
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▪ The Global business, which has a Far East bias, ‘appears to be through the worst’ and 
management expects a low level of impact. 

▪ Services revenue for UK ERP projects is expected to decline by 75% due to delayed 
projects and fewer on-site implementations. 

▪ Channel and partner software sales are anticipated to be 30% down. 

▪ Maintenance and Support revenue is expected to be resilient but management expects 
to see some bad debts and delayed payments. 

Overheads are expected to reduce by £4.7m following the entry into administration of the 
UK Dynamics business while a further £3.3m reduction in overheads is expected as a result 
of the measures already taken. 

As at 30 June 2020 cash balances were at £12.7m less an overdraft of £3.8m with fully 
drawn bank facilities of £12.8m. Based on the assumptions above the Group expects cash 
balances (net of overdrafts) to reach a low point of £6.0m in September 2020 before the 
fourth quarter high seasonal maintenance and support renewals are received. Although 
the fact that the bank facilities are due to expire in March 2021 remains a risk to the Group, 
management expects to be able to obtain necessary funding to support working capital 
requirements. A shareholder loan is also repayable in June 2021. 

Management also states that Group maintenance and support revenues would need to 
reduce by 50% for the Group to experience liquidity issues, while noting that, given their 
contracted nature, this is thought to be highly unlikely.  

Medium term 

The Group continues to focus on increasing revenues from its own IP which will serve to 
improve both margins and the proportion of recurring revenues in the total. Its products 
include: 

▪ K3|imagine, a cloud-native platform developed to help businesses create their own 
business applications quickly and easily. Customers currently operating K3’s point of 
Sale product, DdD will be offered migration to the more advanced K3|imagine retail 
suite. 

▪ K3|dataswitch, which integrates K3’s products into any IT infrastructure.  

▪ K3|fashion and K3|pebblestone, tailormade Enterprise Resource Planning (ERP) 
solutions to enhance Dynamics365 for enterprise fashion and apparel businesses. 

▪ K3|mstore, a ticketing and point of sale solution for visitor attractions. 

▪ K3|cloud, a dedicated, flexible, scalable cloud platform which runs critical line of 
business applications. 

K3 also has a number of other apps which address, inter alia, payments, ordering 
donations, stock control and digital security. K3’s solutions can be quickly and easily 
integrated into any IT infrastructure using its K3|dataswitch integration suite which means 
that customers can retain their existing core systems but can adopt the latest solutions and 
applications. K3 plans to develop new applications for K3|imagine and will seek to develop 
sales in new geographies. 
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Management believes that K3|imagine has the potential to be a material driver of margins 
and recurring income and notes that, since the financial year end, it has closed £0.8m of 
K3|imagine contracts with the pipeline now worth £4m in FY20. Six K3|fashion orders have 
also been signed with performance elsewhere ‘in line with management expectations’. 
Global Accounts continues to grow well. 

Whilst the majority of K3’s sales are direct, it also sells through channel partners and 
management sees great potential here with indirect sales remaining a key focus for future 
growth. 

In terms of K3’s revenue growth, it is important to remember the industry-wide effect of 
the accelerating shift towards Software-as-a-Service contracts which will flatten revenue 
growth but will also increase revenue visibility. Meanwhile, the usual seasonality between 
the two halves of the financial year will reflect the timing of a large proportion of software 
licence and maintenance contract renewals which fall in the second half. 
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FY 19 numbers 

Accounting and reporting changes 

Given the Group’s focus on growing its own IP sales, it has restated the segmentation 
analysis from Own IP units and Supply Chain Solutions units to own IP product revenue and 
third-party product revenue. K3’s overhead base is now treated as a single overhead base 
not linked to specific units or products. The Group adopted IFRS15, IFRS16 and IFRS9 in FY 
19, adopting the modified retrospective approach for implementation meaning that the FY 
19 results are not directly comparable with prior year. As we have seen with other 
companies, the impact of IFRS16 was to increase non-current assets, liabilities and 
depreciation charges (FY 19 included £1.7m of depreciation of right of use assets). 

Third-party 

In the Third-party business the performance in the UK services business showed the effects 
of Brexit uncertainty. The Global Accounts business, which includes K3’s relationship with 
IKEA continued to grow strongly. The SYSPRO business delivered good results with 
customer renewals of software licences remaining high at 98%. Sage activities also 
generated good profits. In the Dynamics business, the shift to cloud-based solutions 
continued and K3 sees good potential for its solutions and the prospect of greater lifetime 
value of customer relationships over time. As we note elsewhere, income from 
cloud/consumption-based contracts is recognised over longer periods. 

Own-IP 

K3’s own IP is either embedded into third party solutions or available in its own solutions, 
which are cloud-based and ERP and device agnostic, and are easily integrated with clients’ 
IT infrastructures. We highlight a number of those solutions above. Seven major K3|fashion 
contracts were secured during FY 19, three of which were purchases of the initial licenses 
with the full purchase of license anticipated in 2020. After the financial year end, a further 
six K3 | fashion deals were closed including those anticipated full purchases of licences. In 
the second half of 2019, Microsoft recommended K3|fashion as its preferred ‘bolt-on’ for 
the global fashion and apparel vertical which is expected to spawn more opportunities.  

Revenue 

Revenue for the year ended 30 November 2019 was £78.4m (2018: £83.3m). The adoption 
of IFRS15 increased revenue by £0.8m which had been partially recognised in 2018. 

Revenue by segment 

  

Source: Company information 

£m FY 18 FY 19 FY 18 FY 19

Software licences 5.2 3.2 4.4 5.5

Services 2.0 0.9 27.0 25.0

Maintenance/support 14.5 15.0 25.8 26.0

Hardware/other 2.2 1.8 2.3 1.0

Total 23.8 20.9 59.5 57.5

Own IP Third-party
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The Group generated revenue of £78.4m in FY 19 (FY 18: £83.3m). The chart below shows 
the increasing proportion of recurring revenue of 66.7% in FY 19 compared to 60.1 in FY 
18. K3’s own IP generated £20.7m of revenue (2018: £23.8m), making up 26.6% of total 
revenue (2018: 28.7%). That reflected some contract slippage and smaller initial orders of 
K3|fashion contracts. Sales of K3|pebblestone continued to be strong. K3|dataswitch 
revenue from orders increased by 45% to £0.7m while K3|imagine revenue was £0.3m in 
FY 19 and with £0.8m of additional contracts signed since the year-end. Third-party product 
sales were 3% lower year-on-year at £57.5m (2018: £59.4m).  

Recurring revenue % improved 

  

Source: Company information 

Gross profit 

Group gross profit for FY 19 was £40.0m, down 9% on £43.9m in FY 18. K3 IP contributed 
£15.5m (2018: £16.9m) or 38.6% virtually unchanged from the prior year’s 38.7%. There 
was £0.3m of central gross profit in FY 19. 

Gross profit by segment 

  

Source: Company information 
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total

Annual contracted revenue
as a % of total

Own IP as % of total

FY 18 FY 19

£m FY 18 FY 19 FY 18 FY 19

Software licences 4.5 3.2 2.2 2.9

Services 1.1 0.8 6.9 4.3

Maintenance/support 10.5 10.9 17.1 16.9

Hardware/other 0.9 0.6 0.8 0.1

Total 17.0 15.5 27.0 24.2

Own IP Third-party
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Gross margin 

Gross margin in the Third-party business decreased to 42.0% (2018: 45.3 %) with the UK 
services business feeling the effects of Brexit uncertainty. The own IP business saw margins 
increase in all areas apart from Hardware. In combination, the Group gross margin reduced 
to 51.1% in FY 19 from 52.7% in the prior year. 

Overheads 

Group overheads now include sales and marketing, customer support teams, and central 
support teams. Total overheads in FY 19 of £38.2m were lower than £39.2m reported in FY 
18 and include a material bad debt charge of £0.5m from a large retail customer. The FY 19 
number was influenced by the adoption of the IFRS16 with £0.3m of equivalent FY 18 cost 
classified as interest in FY 19 and £1.7m of depreciation. Overheads are planned to reduce 
following the exit of the UK Dynamics UK re-seller business. 

Profit 

FY 19 saw exceptional reorganisation costs of £0.5m (FY 18: £1.4m), relating mainly to the 
consolidation of the UK Microsoft Dynamics operations. The Group also impaired assets for 
the UK Dynamics practice of £12.2m in FY 19. Amortisation of acquired intangible assets 
was £2.5m (2018: £2.5m).  

The loss from operations was £(13.7)m (FY 18: profit of £0.7m) with an after tax loss for 
the year of £(15.4)m (FY 18: loss of £0.5m). K3 reported a loss per share of 36.1p (FY 18: 
loss per share of 1.1p). Adjusted profit from operations was £1.8m in FY 19 compared to 
£4.6m in FY 18. The adjusted loss per share was 6.6p (FY 18: adjusted earnings per share of 
6.8p).  

Dividend 

No dividend will be declared for the year ending 30 November 2019. 

Cash and debt 

The Net Debt position at 30 November 2019 was £(2.4)m (FY 18: £0.6m) with a reduction 
in cash & overdraft to £3.8m (2018: £6.9m). We comment on the increase in funding 
facilities earlier in this document. 
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Financial Summary: K3 Business Technology Group 

Year end: November (£m unless shown)      
      
PROFIT & LOSS  2016(i) 2017 (ii) 2018 2019 
Revenue  89.2  118.2  83.3  78.4  
Adj EBITDA  12.8  2.5  8.1  7.3  
Adj EBITA  9.5  (1.7) 4.6  1.8  
Reported PBT  4.5  (16.1) 0.0  (14.5) 
Fully adj PBT  8.8  (3.0) 4.0  1.0  
NOPAT  7.8  (1.4) 3.9  1.5  
Reported EPS (p)  12.3  (35.3) (1.1) (36.1) 
Fully adj dil EPS (p)  22.9  (7.7) 6.8  (6.6) 
Dividend per share (p)  1.8  1.4  1.5  1.7  

      
CASH FLOW & BALANCE SHEET  2016(i) 2017 (ii) 2018 2019 
Operating cash flow  5.5  5.9  8.2  5.8  
Free Cash flow  (2.0) (3.1) 3.4  (0.5) 
FCF per share (p)  (6.0) (8.2) 7.9  (1.1) 
Acquisitions  (7.4) (1.0) 0.0  0.0  
Disposals  0.0  0.0  0.0  0.0  
Shares issued  13.2  8.4  0.0  0.0  
Net cash flow  3.8  4.3  3.4  (0.5) 
Overdrafts / borrowings  (11.6) (6.2) (10.2) (10.6) 
Cash & equivalents  2.8  1.9  9.6  8.2  
Net (Debt)/Cash  (8.9) (4.3) (0.6) (2.4) 

      
NAV AND RETURNS  2016(i) 2017 (ii) 2018 2019 
Net asset value  73.4  69.7  69.0  49.3  
NAV/share  203.9  161.1  160.6  114.7  
Net Tangible Asset Value  2.4  2.5  2.3  2.1  
NTAV/share  6.6  5.7  5.4  4.9  
Average equity  74.4  80.6  78.1  68.0  
Post-tax ROE (%)  10.5% (1.7%) 5.0% 2.2% 

      
METRICS  2016(i) 2017 (ii) 2018 2019 
Revenue growth  6.9% 32.5% (29.5%) (5.9%) 
Adj EBITDA growth  17.0% (80.7%) 228.5% (10.6%) 
Adj EBIT growth  18.0% (90.7%) 558.5% (34.7%) 
Adj PBT growth  21.8% (134.3%) (231.9%) (75.5%) 
Adj EPS growth  19.7% (133.6%) (188.6%) (196.8%) 
Dividend growth  16.7% (20.0%) 10.0% 7.1% 
Adj EBIT margins  10.7% (1.4%) 5.6% 2.3% 

      
VALUATION  2016(i) 2017 (ii) 2018 2019 
EV/Sales (x)  0.3 0.3 0.4 0.4 
EV/EBITDA (x)  2.4 12.6 3.8 4.3 
EV/NOPAT (x)  4.0 -22.6 8.0 20.4 
PER (x)  2.9 N/A 9.8 N/A 
Dividend yield  2.6% 2.1% 2.3% 2.5% 
FCF yield  (9.0%) (12.2%) 11.8% (1.7%) 

 

Source: Company information and Progressive Equity Research estimates 

Note: (i) FY2016 is a June year end; (ii) FY2017 is 17 months to November 2017 
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To arrange a meeting with the management team, or for further information about Progressive, please contact: 
Emily Ritchie 
+44 (0) 20 7781 5311 
eritchie@progressive-research.com 
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