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KEY INFORMATION 

Enterprise value £105.2m (est FY17E) 
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Gearing 10% 
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K3 BUSINESS TECHNOLOGY GROUP IS A 
RESEARCH CLIENT OF PROGRESSIVE 

 

Results in line but longer term is the key focus 

K3’s H1 2017E results are in line with January’s trading update and 
reflect the sales slippage in December and continued investment. K3 
states that deals expected in H1 are now starting to come through 
and highlights a £2 million-plus contract with the British Heart 
Foundation. It also says that the operational reorganisation is largely 
complete and that changes have been implemented to create a more 
streamlined platform. The announcement reports an increase in 
recurring revenues while the move towards higher own-IP sales and 
cloud delivery continues. We don’t believe that a difficult first half 
has affected the ongoing strategic refocus. We note that news of a 
strong pipeline and deals coming through are reflected in the 
Board’s optimism in future prospects. Following changes in 
January, we make no further alterations to estimates today. 

 K3 reported a small increase in revenues of £42.97 million in H1 
2017E. Within that, recurring revenues rose by 7.6% to £21.22 million 
(H1 2016: £19.72 million), accounting for 49.4% of total revenue (H1 
2016: 46.6%). We expect that an increasing proportion of the Group’s 
sales will be higher margin own IP product and will be cloud-delivered. 

 Changes to the strategic focus and style of delivery which were 
implemented by the new management team were aimed at better 
capitalising on the growing retail software opportunity, with higher-
quality earnings, and better correlation between EBITDA and cash 
flows.  During the first half, a major reorganisation programme 
streamlined the management structure to promote better cross-selling. 
Annualised benefits are expected to exceed the associated non-
recurring cost of £2.74m. 

 The focus on cross-selling and the simplified organisational structure 
resulted in K3 securing its largest ever combined AX delivery and 
hosted customer, Fortnum & Mason. This was the second largest 
order for K3’s cloud hosting and managed services business and 
today’s announcement notes ‘similar contracts being implemented in 
the coming months with both new and existing customers’. 

 K3 is a valued partner and reseller for leading ERP and accounting 
platforms. The new management team has introduced a customer-
centric approach with a focus on Cloud delivery of mission-critical 
platforms to customers in the core target verticals (retail, 
manufacturing and distribution). We believe that this focus should 
stand the Group in good stead going forward. 
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FYE JUNE (£M) FY14 FY15 FY16 FY17E FY18E 

Revenue 72.0 83.4 89.2 89.2 90.0 

Adjusted EBITDA 9.8 11.0 12.8 12.2 15.5 

Adjusted PBT 6.6 7.2 8.8 7.9 10.9 

Adjusted EPS (p) 18.4 19.2 22.9 18.0 24.8 

EV/Sales 1.4x 1.2x 1.1x 1.1x 1.1x 

EV/ Adj. EBITDA 10.4x 9.3x 8.0x 8.4x 6.6x 

P/E 13.8x 13.3x 11.1x 14.2x 10.3x 

Source: Company Information and Progressive Equity Research estimates 
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H1 2017 results 

K3’s half year results are in line with revised management expectations and the 
January trading update which had highlighted the order slippage across both the Retail 
and Manufacturing & Distribution businesses. The slower demand reflects longer 
deliberations by customers about whether to adopt Cloud or on-premise technology, 
and whether to contract via an up-front licence, or through the more modern 
subscription structure. The latter is more valuable for K3 in the long term, but impacts 
on short-term revenue recognition. 

More positively, the pipeline of order prospects stood at £82.0 million at the end of 
December 2016 (December 2015: £56.0 million). K3 says that it is also seeing deals 
which it had expected to close in the first half now coming through in the second half. 
This includes the aforementioned deal with the British Heart Foundation which is 
initially worth over £2.0 million. 

Two important metrics remain the amount of own-IP sales which the Group is 
achieving and the level of recurring revenues. The announcement says that gross 
margins generated by K3’s own IP increased by 21.7% in the period to £7.58 million on 
revenues of £12.50 million (revenues were up from £9.56 million in H1 2016). Aided by 
the DdD acquisition, recurring revenues rose by 7.6% to £21.22 million in H1 2017E 
(H1 2016: £19.72 million). These sales accounted for 49.4% and 46.6% of the Group 
total in the respective periods. 

In addition to changes made to the management structure and platforms, K3 has 
invested in the development of a ‘Next Generation’ platform which combines IP from 
the DdD acquisition with its existing integration platform which it is piloting with a major 
European fashion retailer. Acquired in April 2016, DdD operates in Denmark, 
Germany, Sweden and Norway and provides a proprietary combined point of sale 
software (cloud based)/hardware solution, focusing on the fashion retail industry.  

Currently a June year-end, K3 has strong seasonal trading patterns, with December 
and June representing key selling months. Consequently, the Board is considering 
changing the Company’s financial year end to provide greater visibility on year end 
results. 

Numbers 

Revenue 

In H1 2017, total revenues rose by just under 2% to £42.97 million (H1 2016: £42.29 
million). As we note above, recurring revenues improved and Services revenue 
increased 6.2% to £14.01 million (H1 2016: £13.19 million) while Software licence 
sales reduced £4.41 million (H1 2016: £6.88 million) reflecting softer trading 
conditions. 

Costs 

Overhead costs increased to £22.0 million (H1 2016: £18.4 million), reflecting K3’s 
investment in the DdD and Merac acquisitions and in its channel partner strategy. The 
announcement says that K3 expects overhead costs to reduce ‘materially’ as the 
benefits of previous and new initiatives feed through. 

The operational reorganisation has resulted in a non-recurring cost of approximately 
£2.74 million (H1 2016: £0.85 million). In line with the comment above, K3 expects that 
the annualised benefits are likely to exceed this cost. It also says that it will ‘continue to 
look for further cost efficiencies’. 
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Profit 

Adjusted profit from operations was £0.45 million (H1 2016: £5.11 million), mostly 
reflecting the points mentioned previously: deal slippage and overhead investment. 
Adjusted profit before tax decreased to £0.03 million (H1 2016: £4.72 million) while the 
Adjusted loss per share of (0.4)p compared to Adjusted EPS of 12.0p in H1 2016. 

Divisions 

The chart below summarises the revenues, gross profit and gross margins of the two 
business segments and shows the historical performance over the last five half year 
periods. 

Divisional Revenue (£m), Gross profit (£m) and Gross margins (%) 

 

Source: Company information 

 

Dividend 

As usual, K3 did not announce an interim dividend but expects to propose a 
progressive final dividend. 

Cash and financing 

During the first half, K3 completed a refinancing programme to take advantage of 
favourable interest rates. The CEO’s outlook statement includes the comment that the 
Group will ‘continue to focus on working capital improvement and cash conversion by 
improving the working capital flows’. In H1 2017E, working capital movements were 
some £2.5 million more favourable compared to H1 2016. Net debt at 31 December 
2016 stood at £12.51 million (31 December 2015: £10.45 million). We are currently 
estimating net debt of £10.5 million for the end of FY 2017E. 

 

  

Retail

H1 2015 H2 2015 H1 2016 H2 2016 H1 2017 H1 2015 H2 2015 H1 2016 H2 2016 H1 2017 H1 2015 H2 2015 H1 2016 H2 2016 H1 2017

Software licences 4.1 3.1 4.5 5.8 2.5 2.9 2.3 3.1 4.4 1.9 70.3% 74.2% 69.6% 76.0% 74.5%

Services 7.6 7.5 7.7 6.8 8.1 1.6 2.1 2.3 1.6 1.9 20.6% 27.5% 30.5% 23.1% 23.9%

Recurring 6.8 8.0 6.2 10.5 7.7 3.8 5.7 4.4 6.6 5.7 56.6% 71.8% 70.8% 62.3% 74.0%

Hardware and other 1.1 1.6 1.3 2.0 2.7 0.3 0.3 0.4 0.5 1.0 24.6% 21.3% 29.9% 25.8% 37.7%

Total 19.6 20.1 19.7 25.2 20.9 8.6 10.4 10.3 13.1 10.5 43.6% 51.7% 52.0% 52.0% 50.0%

H1 2015 H2 2015 H1 2016 H2 2016 H1 2017 H1 2015 H2 2015 H1 2016 H2 2016 H1 2017 H1 2015 H2 2015 H1 2016 H2 2016 H1 2017

Software licences 3.5 3.2 2.4 3.5 1.9 1.9 1.8 1.4 2.0 0.9 54.0% 56.0% 59.0% 58.0% 47.4%

Services 4.3 5.4 5.5 5.7 5.9 1.6 2.6 2.2 2.0 1.7 37.0% 47.8% 40.2% 34.8% 28.4%

Recurring  13.1 12.0 13.5 11.4 13.6 8.8 6.9 9.4 7.7 9.3 67.7% 57.5% 69.7% 67.4% 68.9%

Hardware and other 1.1 1.0 1.2 1.1 0.7 0.2 0.2 0.2 0.2 0.1 18.4% 18.6% 19.0% 21.6% 14.5%

Total 22.0 21.7 22.6 21.7 22.0 12.6 11.5 13.3 11.9 12.0 56.9% 53.0% 58.8% 55.0% 54.5%

Manufacturing and 

Distribution

Revenue Gross profit Gross margin (%)

Gross margin (%)Gross profitRevenue
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New management 

In September 2016, K3 announced the appointment of Adalsteinn Valdimarsson as 
CEO (he assumed the role on 1 October 2016). He joined K3 in July 2016 as a Non‐
executive Director, and brought over 20 years' experience in the software industry. His 
experience in driving IP strategies was obviously complementary to the Group’s 
strategy and a key factor in his appointment as CEO. 

In October, the Group also announced the appointment of Robert Price as Chief 
Financial Officer; he too brought significant experience of senior financial roles, 
primarily in the retail, distribution and manufacturing sectors, including internationally 
and in private equity.  

Remaining as Executive Chairman, David Bolton provides a valuable degree of 
continuity within the business. He had previously been appointed Chief Finance Officer 
of the group in September 1998 and was subsequently appointed as Chief Executive 
Officer in January 2014.  

Strategy refined  

The new executive team presented their slightly-refined strategy at a briefing in late 
2016.  The strategy is best described in three parts : 

1) The group aims to focus on owned software IP, in mission-critical areas, sold 
to customers in core vertical markets.  It is likely that this will be delivered on a 
Cloud basis, with high levels of recurring revenue and generating reliable, 
strong cash flows 

2) The go-to-market approach begins with a customer-centric approach (rather 
than product-driven), and the group will adopt both direct and channel-based 
models for different markets and different segments 

3) In order to support and enable these changes to deliver quick and measurable 
results, the group is adopting a “One K3” approach, aiming to migrate from a 
silo-based and product-driven mentality, to a structure centred on customer 
types and needs.  This should allow easier and more effective cross-selling, 
reduced costs, and a clear group-wide focus on core skills of Cloud delivery, 
Managed Services and a drive to recurring and repeat revenue.  

Already under way and showing signs of success, we expect the refined strategy to 
deliver more positive results from: 

Opening silos to promote cross-selling - an opportunity which becomes steadily 
more realistic and relevant as the group expands its range of own-IP software.  
Today’s interim results announcement cites the Fortnum & Mason contract as a good 
example of the benefits of cross-selling and K3’s simplified organisational structure. 

Grasping the opportunity of Cloud - K3 plans to push more into working with the ISV 
partner group, working more closely with a number of Microsoft NAV resellers on a 
global basis as the owned software (and its Cloud delivery) continue to gain traction 
outside of the UK.   

Evolving its routes to market - there is a simple belief that the group can make 
significantly more money from its existing and already-owned intellectual property. This 
could include, for example, working with new and more “service-driven” partners as 
well as expanding into adjacent “micro-verticals” where the group’s existing skills and 
IP could be easily applied. 
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SUMMARY FINANCIALS 

 

Source: Company information, Progressive Equity Research estimates 

 

Profit & Loss FY-13A FY-14A FY-15A FY-16A FY-17E FY-18E

Revenue 63.5 72.0 83.4 89.2 89.2 90.0

Adj EBITDA 7.2 9.8 11.0 12.8 12.2 15.5

Adj EBITA 5.1 7.3 8.2 9.5 8.8 11.7

Reported PBT 0.5 1.9 3.9 4.5 0.7 6.6

PBT before exceptionals and AAG 4.4 6.6 7.2 8.8 7.9 10.9

Fully adj PBT 4.4 6.6 7.2 8.8 7.9 10.9

NOPAT 4.4 6.2 7.0 7.8 7.3 9.7

Reported EPS (p) 4.2 8.1 10.7 12.3 1.6 14.4

EPS before exceptionals and AAG (p) 13.9 18.4 19.2 22.9 18.1 24.9

Fully adj EPS (p) 13.9 18.4 19.2 22.9 18.0 24.8

Dividend per share (p) 1.0 1.3 1.5 1.8 1.9 2.0

Cash flow & Balance sheet FY-13A FY-14A FY-15A FY-16A FY-17E FY-18E

Operating cash flow 8.0 5.4 9.6 5.5 5.3 11.6

Free Cash flow £m 1.1 (0.0) 8.4 (2.0) (0.8) 4.5

FCF per share p 3.7 (0.0) 26.1 (6.0) (2.1) 12.2

Acquisitions (1.9) (0.1) (6.6) (7.4) (0.9) 0.0

Disposals 0.0 0.0 0.0 0.0 0.0 0.0

Shares issued 2.7 0.3 0.1 13.2 0.0 0.0

Net cash flow 2.0 0.1 1.6 3.8 (1.6) 4.5

Net (Debt)/Cash (13.8) (13.6) (12.1) (8.9) (10.5) (6.0)

NAV and returns FY-13A FY-14A FY-15A FY-16A FY-17E FY-18E

Net asset value 51.1 52.6 53.5 73.4 73.4 78.1

NAV/share (p) 162.6 165.8 169.1 203.9 203.9 216.9

Net Tangible Asset Value (14.5) (11.4) (10.9) (1.8) 0.4 7.7

NTAV/share (p) (46.2) (35.9) (34.3) (4.9) 1.2 21.3

Average equity 49.0 51.9 53.1 63.5 73.4 75.7

Post-tax ROE (%) 2.5% 4.9% 6.5% 6.5% 0.8% 7.0%

Metrics FY-13A FY-14A FY-15A FY-16A FY-17E FY-18E

Revenue growth -6.5% 13.3% 16.0% 6.9% 0.0% 0.9%

Adj EBITDA growth -44.1% 36.8% 11.4% 17.0% -4.8% 27.5%

Adj EBIT growth -55.1% 43.3% 11.6% 16.6% -7.2% 32.3%

Adj PBT growth -56.4% 50.9% 9.5% 21.8% -9.7% 37.0%

Adj EPS growth -52.9% 32.8% 4.1% 19.7% -21.4% 37.9%

Dividend growth 0.0% 25.0% 20.0% 16.7% 5.7% 5.4%

Adj EBIT margins 8.0% 10.1% 9.8% 10.7% 9.9% 13.0%

Valuation FY-13A FY-14A FY-15A FY-16A FY-17E FY-18E

EV/Sales 1.6 1.4 1.2 1.1 1.1 1.1

EV/EBITDA 14.2 10.4 9.3 8.0 8.4 6.6

EV/NOPAT 23.3 16.6 14.7 13.1 14.0 10.5

PER 18.4 13.8 13.3 11.1 14.2 10.3

Dividend yield 0.4% 0.5% 0.6% 0.7% 0.7% 0.8%

FCF yield 1.4% 0.0% 10.2% -2.4% -0.8% 4.8%
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Copyright 2017 Progressive Equity Research Limited (“PERL”).  All rights reserved.  PERL provides professional equity 
research services, and the companies researched pay a fee in order for this research to be made available.  This report has 
been commissioned by the subject company and prepared and issued by PERL for publication in the United Kingdom only.  All 
information used in the publication of this report has been compiled from publicly available sources that are believed to be 
reliable; however, PERL does not guarantee the accuracy or completeness of this report.  Opinions contained in this report 
represent those of the research department of PERL at the time of publication, and any estimates are those of PERL and not of 
the companies concerned unless specifically sourced otherwise.  PERL is authorised and regulated by the Financial Conduct 
Authority (FCA) of the United Kingdom (registration number 697355). 

This document is provided for information purposes only, and is not a solicitation or inducement to buy, sell, subscribe, or 
underwrite securities or units.  Investors should seek advice from an Independent Financial Adviser or regulated stockbroker 
before making any investment decisions.  PERL does not make investment recommendations.  Any valuation given in a 
research note is the theoretical result of a study of a range of possible outcomes, and not a forecast of a likely share price.  
PERL does not undertake to provide updates to any opinions or views expressed in this document. 

This document has not been approved for the purposes of Section 21(2) of the Financial Services & Markets Act 2000 of the 
United Kingdom.  It has not been prepared in accordance with the legal requirements designed to promote the independence of 
investment research.  It is not subject to any prohibition on dealing ahead of the dissemination of investment research. 

PERL does not hold any positions in the securities mentioned in this report.  However, PERL’s directors, officers, employees 
and contractors may have a position in any or related securities mentioned in this report.  PERL or its affiliates may perform 
services or solicit business from any of the companies mentioned in this report. 

The value of securities mentioned in this report can fall as well as rise and may be subject to large and sudden swings.  In 
addition, the level of marketability of the shares mentioned in this report may result in significant trading spreads and sometimes 
may lead to difficulties in opening and/or closing positions.  It may be difficult to obtain accurate information about the value of 
securities mentioned in this report.  Past performance is not necessarily a guide to future performance. 


