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Resilience evident 

Encouraging positioning and focus 

K3’s recent (delayed) announcement for the last financial year contained 
commentary about the Group’s performance in the current operating 
environment. Today’s interim announcement builds on that with emphasis 
on the future of the Group as a smaller, more own-IP rich business following 
its exit from the UK Dynamics operation. K3 has a supportive level of 
resilience from its recurring revenues, its customer base and its financial 
position. Crucially, management sees significant upside from its K3|imagine 
platform and associated solutions. Although we do not reintroduce 
estimates at this point, we hope to review this later in the year, and would 
suggest that the overall EBITDA performance might be in the range £5-6m. 

▪ In a period which was affected by COVID-19, K3’s interim results show the 
anticipated effects of the pandemic on parts of its business – but also 
reflect the resilience of its Global Accounts business and the benefit which 
it has derived from its spread of customers around the globe. 

▪ In H1 20, continuing activities generated revenue of £27.2m (H1 19: 
£27.9m) within which, recurring revenue was £20.6m (H1 19: £20.3m) 
representing 75.8% (2019: 72.9%) of the total. Revenue from own IP 
accounted for 35.8% (2019: 34.7%) of the continuing activities total. 

▪ Putting its UK Dynamics business into administration has the left the field 
clear for K3 to partner with former competitors (resellers) to expand the 
opportunity for K3|fashion and K3|pebblestone. 

▪ K3|imagine continued to show encouraging sales momentum and its 
pipeline of potential business also increased. It closed £0.8m of deal value 
in the first half compared to £0.6m in the last financial year as a whole. Its 
pipeline now stands at £4m for FY 20E, rising to £10m for next year 
(including both existing and new customers). 

▪ Extrapolating the H1 EBITDA outcome of £2.6m (and assuming similar 
pressure from COVID-19 in H2) might deliver another £2.6m…and adding 
a degree of uplift from historical renewal seasonality, a range of FY 20E 
EBITDA of £5-6m is not unreasonable at this stage.   

K3 has worked hard to mitigate the impact of COVID-19 on its long term 
business prospects. Action taken to date leaves it well-positioned, in our view. 

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 EBITDA  12.8 2.5 8.1 7.3 

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)  0.4x 0.3x 0.4x 0.5x 

EV/EBITDA (x)  2.8x 14.4x 4.4x 4.9x 

PER (x)  2.9x N/A 9.6x N/A 

Source: Company Information and Progressive Equity Research estimates 
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Managing the operating environment 

H1 20 experience 

Around 10 weeks of K3’s financial half year to the end of May 2020 were affected by COVID-
19. Management states that while larger IT projects mainly continued, smaller ERP deals 
and services were impacted by the inability to conduct site visits and by the closure of some 
smaller businesses. It also slowed the roll out of K3|imagine into a new strategic customer. 
However, the Global Accounts business continued to thrive – in particular expanding its 
work with existing customers. That included the benefit of the expansion of the IKEA 
franchisee network into new geographies in South and Central America. As the Group 
noted in its FY 19 results announcement, the Far East has generally proved to be more 
resilient to the impact of COVID-19 than the West, and management expects continued 
growth in Global Accounts and has expanded K3’s resource in Kuala Lumpur accordingly. 

K3|imagine continued to show encouraging sales momentum and its pipeline of potential 
business also increased. Four K3|fashion deals closed in the first half of the year with a 
total contract value of £1.0m - secured through channel partners with European and US 
retailers. 

With the UK Dynamics practice no longer part of the Group, K3 has partnered with UK 
resellers (previously competitors) to expand the opportunity for K3|fashion and 
K3|pebblestone. 

K3 continues to benefit from the resilience of its geographically diverse customer base 
numbering 3,400 across different verticals. Revenue from Continuing Activities last year 
was 38% UK, 46% EU, 12% MEA, and 4% Rest of World. 

Action taken and outlook 

In response to COVID-19, K3’s management team took a number of significant decisions to 
strengthen the financial position of the business - including the expansion of loan facilities 
– and to focus on the Company’s core profitable business units. 

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. The H1 20 results show something of K3’s 
resilience and 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. Consequently, in line with the experience in recent years, 
earnings and cash generation are expected to be stronger in the second half of the current 
financial year than the first half. 

Management continues to see the long term prospect for growing own IP sales as ‘very 
encouraging’ with a significant opportunity for K3|imagine for sales to new and existing 
customers.  
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Relationship with Microsoft 

Following the decision to place its loss-making UK Dynamics subsidiary into administration 
in April, the Group now comprises its core profitable business units – and they include its 
Microsoft Dynamics practices outside the UK. K3|fashion is endorsed by Microsoft as its 
globally preferred ‘add-on’ for the fashion and apparel industry and, in July 2020, K3 was 
awarded Inner Circle status. Within the UK, the main sales route for the K3|fashion and 
K3|pebblestone products is now via channel partners, as it already is in Europe and other 
markets. 

K3|imagine 

K3|imagine is K3’s cloud-native platform developed to help customers create their own 
business applications quickly and easily. The K3|imagine platform and its applications are 
provided on a Platform-as-a-Service (“PaaS”) and Software-as-a-Solution (“SaaS”) basis. 
The technology can be deployed via the cloud or through the Group’s K3|Cloud 
Infrastructure-as-a-Service unit (“IaaS”). 

K3|imagine and the suite of applications form the key to growing K3’s own-IP sales. The 
announcement confirms that COVID-19 has slowed pipeline build and deal closure 
generally but, importantly, like others, management notes that the crisis also accelerated 
the need for businesses to ‘adopt new digital solutions that provide commercial 
advantage’. K3|imagine allows clients to make this change in a cost-effective manner with 
minimal disruption. K3 has developed solutions for business processes such as inventory 
management, Point of Sale, pricing & promotion and a range of self-service applications.  

K3|imagine is in its second year since launch and closed £0.8m of deal value in the first half 
of the current financial year compared to £0.6m in the last financial year as a whole. Its 
pipeline now stands at £4m for FY20E. 

The effect of the Group’s focus on its own IP can be seen in the H1 20 capitalised software 
development expenditure where 65% of the £2.3m total was on the K3|imagine product. 
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Numbers 

Following the adoption of IFRS Standards 9, 15 and 16, figures for the comparative period 
in 2019 have been restated. With the UK Dynamics business having been put into 
administration in April, the results are also presented on a continuing business basis.  

Segment performance 

Following its tighter focus on growing its own IP sales, K3 restated its segmentation analysis 
for FY 19 from Own IP units and Supply Chain Solutions units to Own IP product revenue 
and Third-party product revenue. 

SEGMENTAL PERFORMANCE ANALYSIS 

  

Source: Company information 

We summarise the performance of those segments in H1 20 below. 

Own-IP 

▪ H1 20 revenue was flat at £9.7m  

▪ Gross profit increased by 13% to £8.0m from £7.1m in H1 19 

▪ GP benefitted from the product mix, with a greater contribution from K3|fashion sales 
and lower contribution from Point of Sale products 

▪ Gross margin increased to 82.5% from 72.9% in H1 19 

▪ Four K3|fashion deals closed in the first half of the year through channel partners with 
European and US retailers 

▪ After the period end, a further two deals were signed together with a ‘proof of concept’ 
trial 

▪ The K3|imagine platform and its applications made good progress with £0.8m of deals 
closed for a range of solutions with customers now ‘live’ in 18 countries. 

▪ The new business pipeline has increased to £4m for the current financial year, rising to 
£10m for next year (including both existing and new customers) 

Third-party 

▪ Global Accounts revenue increased by 18% to £8.7m 

▪ Global Accounts gross profit increased by 28% to £4.6m 

▪ Global Accounts gross margin rose to 52.8% (H1 19: 51.9%) 

6m to 31 May (£m)

H1 19 H1 20 H1 19 H1 20 H1 19 H1 20

Own IP 9.7 9.7 7.1 8.0 72.9% 82.5%

Global Accounts 7.5 8.7 3.9 4.6 51.9% 52.8%

Third-party products 7.3 5.5 3.1 2.5 43.6% 44.7%

Managed Services 3.4 3.3 1.8 1.5 51.1% 46.6%

Total Third-party 18.2 17.5 8.8 8.6 48.4% 49.1%

Revenue Gross profit Gross margin
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▪ Third-party products (including Sage and SYSPRO products) was more adversely 
affected by COVID-19 

▪ Third-party revenue decreased by 25% to £5.5m 

▪ Third-party gross profit reduced by 20% to £2.5m 

▪ Third-party gross margin decreased to 44.7% (H1 19: 43.1%), due to fewer projects and 
lower chargeability 

▪ SYSPRO services income was impacted by customer sites being closed 

▪ New SYSPRO business discussions continued throughout the period 

▪ The retail and distribution customer base (mainly Sage) was more disrupted by COVID-
19. 

▪ H2 (specifically Q4) is expected to benefit from the high level of software licence and 
support contract renewals from the SYSPRO customer base 

▪ Managed Services revenue decreased by 4% to £3.3m 

▪ Managed Services gross profit reduced by 12% to £1.5m 

▪ Managed Services gross margins at 46.6%% (2019: 51.1%) reflected the COVID-19 
impact on on-site work 

Results from continuing activities 

Revenue 

In H1 20, continuing activities generated revenue of £27.2m (2019: £27.8m) within which, 
recurring revenue was £20.6m (2019: £20.3m) representing 75.8% (2019: 72.9%) of the 
total. Revenue from own IP accounted for 35.8% (2019: 34.7%) of total revenue from 
continuing activities. 

Gross profit 

Gross profit increased to £16.6m from £16.0m in H1 19 with the gross margin improving to 
61.0% (H1 19: 56.9%), reflecting better product mix and high chargeability rates on 
Services. K3’s own IP accounted for 48.4% of gross profit compared to 44.6% in H1 19. 

Support costs 

K3’s overhead base is now treated as a single overhead base not linked to specific units or 
products. Overhead costs excluding exceptionals, depreciation and amortisation in H1 20 
increased to £14.0m from £12.2m in H1 19, driven by investment in commercial teams - 
although the benefit of that investment was outweighed by the effects of COVID-19 during 
the first half. 

Profitability 

Resulting Adjusted EBITDA from continuing activities in H1 20 decreased to £2.6m (H1 19: 
£3.7m), and the loss before tax from continuing activities was £0.8m (H1 19: loss before 
tax of £0.5m). 
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Depreciation and amortisation 

Depreciation amounted to £1.2m (H1 19: £1.3m restated for IFRS16) and amortisation to 
£2.0m (H1 19: £2.6m) with the lower total for the first half just reported reflecting the 
reduction in amortization associated with the write-off of development assets in the UK 
Dynamics at the end of FY 19. 

EPS and Dividend 

The adjusted loss per share for all businesses (continuing and discontinuing) was 9.9p (H1 
19: adjusted earnings per share of 0.1p). K3 does not pay an interim dividend and the 
announcement states that any potential payment of a final dividend will be reviewed at 
the time of the publication of full year results. 

Discontinued activities 

The UK Dynamics subsidiary produced a loss of £(3.9)m (H1 19: £(0.9)m), and an adjusted 
EBITDA loss from of £(0.9)m (H1 19: £nil). 

Balance sheet and cash flows 

Net debt as at 31 May 2020 stood at £7.4m (31 May 2019: £5.7m) reflecting cash net of 
overdrafts of £8.3m and borrowings of £15.7m. The Group’s current banking facilities are 
due for renewal in March 2021 and the Board is confident that adequate facilities can be 
negotiated to meet the working capital needs of the Group. 

As we note above, K3’s cash flow tends to be strongly weighted towards the second half of 
the financial year, with annual software licence and support renewals – a large proportion 
of which are SYSPRO licence renewals which typically have a renewal rate of c. 98%. 

Discontinued activities had an impact on the Cash Flow statement which reflected an 
increased loss for the period due to exiting the UK Dynamics business and an inflow of 
£5.2m on Trade and Other Receivables due to its removal from the balance sheet from 21 
April 2020. Trade Payables was also impacted by the removal of the Discontinued Activities 
balances with offset from the government deferral schemes. 
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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)  0.4 0.3 0.4 0.5 
EV/EBITDA (x)  2.8 14.4 4.4 4.9 
EV/NOPAT (x)  4.5 -25.8 9.2 23.2 
PER (x)  2.9 N/A 9.6 N/A 
Dividend yield  2.7% 2.1% 2.4% 2.5% 
FCF yield  (9.2%) (12.5%) 12.0% (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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