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COMPANY STATISTICS: 
52-week Range: £0.60 - 0.99 
Avg. Daily Vol. (000s): 15 
Market Cap (M): £27 
Shares Out (M): 26 
 
  
EARNINGS SUMMARY: 
FYE JunFYE JunFYE JunFYE Jun    2010E2010E2010E2010E    2011E2011E2011E2011E    
Revenue (M): £42.0 £44.6 
EBITA (M): £7.3 £8.3 
Net (Debt)/Cash (M): £(11.0) £(7.1) 
EPS (p): 12.1 15.2 
adj. FD EPS (p): 18.2 21.1 
Dividend per Share: £0.005 £0.005 
EV/Revenue (x): 0.91 0.86 
EV/EBITDA (x): 5.1 4.5 
P/E (x): 8.8 7.1 
adj. FD P/E (x): 5.9 5.1 
Dividend Yield %: 0.5 0.5 
 
 
SHARE PRICE PERFORMANCE:  
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COMPANY SUMMARY: 
K3 is the UK's market leading supplier of Microsoft-based 
supply chain management solutions to SMEs. The 
company is focused on two verticals, Retail Software 
(some 60% of sales) and Manufacturing Software (the 
residual 40%). 75% of sales are to the UK and just over 
40% of revenues are recurring. 
*Non-independent research 
 
All amounts in £ unless otherwise noted.  
Share price data COB 5 March 2010. 

Technology -- Software -- Software and Services 

UPGRADING FORECASTS  
Numbers 4-5% ahead of forecasts 

K3 produced FY2009 revenues and EPS 4-5% ahead of our forecasts. 
Cash generation has been especially strong with net debt just £5.4 
million versus our forecast £7.4 million. The strong pipeline causes K3 
to view its prospects “very positively”. We still believe this is one of the 
more compelling and yet resoundingly undervalued stories in UK tech.  

Key figures 

FY2009 revenues of £39.5 million were 4% ahead of our forecast of £38 
million. This implies H2 revenues up 15% year on year, showing a very 
strong recovery. Adjusted operating profits were £7 million, in line with 
our forecasts, though this again implies a 9% increase in the six months 
to December 2009. Adjusted EPS of 18.2p was 5% ahead of our 17.2p 
forecast. Net debt of £5.4 million was significantly better than our £7.4 
million forecast.  

Forecast changes 

We are adjusting our forecasts to account for the better than expected 
2009 results and also for the two recent acquisitions (DigiMIS and 
Pebblestone NL). We raise our FY2010 EPS forecasts by 3% from 17.6p 
to 18.2p and our FY2011 EPS forecasts by 9% from 19.3p to 21.1p. 

Valuation – still one of the cheapest stocks we follow 

K3 trades on barely more than 5 times June 2011 EPS forecasts. This is 
one of the cheapest stocks in our coverage universe and yet it has just 
shown amongst the fastest topline growth (15% on the six months to 
December 2009). We believe that K3 is both geared to a macro recovery 
and also to further market share gains from its portfolio of Microsoft 
based products. We remain very comfortable with our 180p price target 
which is some 70% ahead of current levels. 
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H2 REBOUND 
Despite what has clearly been a very difficult economic background, it is pleasing to see K3 
deliver H2 yoy revenue growth of 15%. It is perhaps even more pleasing to see a nearly 
80% hike in major new orders to £11.3 million from £6.4 million. Much of this latter was 
signed late in Q4 and as such underpins our forecasts for FY2010. Furthermore, K3 points 
out that it has been winning new business in competition with SAP, IBM and Oracle. As we 
suggested in our Initiation “On the Shoulders of a Giant”, 18 January 2010, we are not 
surprised to see this as we expect Microsoft Dynamics to continue to gain market share 
against other vendors. While it is perhaps a little surprising that growth has come through 
so strongly from a depressed UK market, we would expect K3 to now enter a period of 
consecutive growth for many years. 

2010 COULD BE THE YEAR OF AX 
Traditionally K3 has principally sold the NAV flavour of Microsoft Dynamics. The 
acquisition of Index in late 2007 brought with it the distribution rights for AX, the key 
other Dynamics product in the European market. Selling a higher end, bigger ticket fully 
fledged ERP system was clearly challenging as the global slowdown began and K3 did not 
shop a single AX solution in the six months through to end June 2009. However, we note 
that, as flagged by the company, H2 saw two deals signed and management is now talking 
about strong pipeline of opportunities for the current year. We think we could see a 
substantial leg up in this business this year, really kick-starting the AX business and being 
complementary to the lower end SYSPRO business. We note also that K3 made its first AX 
sale on the retail side. 

ACCRETIVE ACQUISITIONS 
Having shown excellent cash management K3 has been able to make two small but 
strategic acquisitions over the past week, both of which we believe will be accretive to 
earnings. K3 announced the acquisition of DigiMIS on 2 March 2010. While DigiMIS 
already provides hosting services for five K3 customers, we suspect there will be 
considerable scope to roll it out to the broader client base (c 1500 customers). Today K3 
announced the acquisition of Pebblestone, a provider of Microsoft Dynamics based fashion 
solutions in Holland. The initial consideration is £1.3 million cash with a deferred 
contribution of £0.5 million. At 36% price to sales and 2.6 times pre-tax profits 
Pebblestone is very likely to be accretive. 

VALUATION REMAINS VERY COMPELLING 
We can not think of many (in fact any!) stocks that have just shown 15% highly profitable 
revenue growth that trade on just 5 times. We can understand that last year there were 
fears that K3’s exposure to the UK retail and manufacturing sector might make trading 
challenging. However, these results show these fears to have been unfounded. 
Furthermore the outlook suggests that they are likely to remain so. Our own view is that 
K3 represents an excellent play on the continuing market penetration of Microsoft 
Dynamics in the UK and increasingly abroad. We believe the stock will continue to rerate 
towards our 180p price target. 
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Figure 1: K3 Key Financial Metrics 
 

FYE Dec FYE Dec FYE Dec FYE Dec £m £m £m £m     2006200620062006    2007200720072007    2008200820082008    2009200920092009        12m Jun 2010E12m Jun 2010E12m Jun 2010E12m Jun 2010E    12m Jun 2011e12m Jun 2011e12m Jun 2011e12m Jun 2011e    
P&LP&LP&LP&L           
Retail Software 16.4 20.5 22.2 23.1  24.8 27.9 
Manufacturing software 8.8 13.5 15.4 16.4  15.8 16.7 
Distribution software 2.1 0.2 0.0 0.0  0.0 0.0 
Total revenues 27.3 34.1 37.6 39.5  42.0 44.6 
        
Retail Software 1.6 2.9 4.0 3.2  3.3 4.1 
Manufacturing software 1.6 3.4 3.7 4.3  4.4 4.6 
Distribution software 0.1 -0.1 0.0 0.0  0.0 0.0 
Central costs -0.4 -0.5 -0.3 -0.4  -0.4 -0.4 
Adj. operating profit 2.9 5.8 7.3 7.0  7.3 8.3 
Adj. operating profit margin 10.7% 16.9% 19.5% 17.8%  17.4% 18.6% 
        
Amortisation of acquired intangibles 0.0 -0.9 -1.9 -2.0  -2.1 -2.0 
SBP -0.1 -0.2 -0.1 0.0  -0.1 0.0 
EBIT 2.8 4.7 5.4 5.0  5.1 6.3 
Finance income 0.0 0.0 0.0 0.0  0.0 0.0 
Finance expense -0.3 -1.1 -1.4 -1.0  -0.9 -0.7 
Net Financials -0.3 -1.0 -1.4 -0.9  -0.9 -0.7 
Adj PBT 2.7 4.7 5.9 6.0  6.4 7.6 
PBT 2.6 3.7 3.9 4.0  4.2 5.6 
Tax expense -0.8 -0.8 -1.1 -1.1  -1.3 -1.7 
Net Profit 1.7 2.9 2.8 3.0  2.9 3.9 
        
WA SII 18.1 21.7 23.7 24.2  24.3 25.0 
Basic EPS 9.5 13.4 11.8 12.3  12.1 15.2 
Adj.FD EPS 9.5 15.3 17.4 18.1  18.2 21.1 
Yoy Chg        
Dividend 0.0 0.5 0.5 0.5  0.5 0.5 
        
Cash FlowCash FlowCash FlowCash Flow           
CF from Operations B4 chg in NWC 3.3 6.4 7.9 7.8  8.1 9.3 
Chg in NWC -1.1 -0.1 -1.5 1.1  -1.5 -1.7 
CFO 2.2 6.2 6.4 8.9  9.3 5.5 
Interest and Tax -0.2 -3.3 -2.9 -2.1  -2.2 -2.4 
Capex -0.3 -0.6 -1.3 -0.9  -1.0 -1.0 
Other Investing activities -1.4 -16.5 -0.3 0.0  -2.0 -0.2 
Financing 1.6 0.1 -0.1 1.3  1.3 -0.1 
Other 0.0 -0.2 -0.6 0.1  -2.7 2.1 
Chg in net debt 1.8 -14.3 1.1 7.3  2.5 3.9 
        
Cash flow/BS MetricsCash flow/BS MetricsCash flow/BS MetricsCash flow/BS Metrics           
Net Debt 0.7 -13.4 -13.0 -5.7  -11.0 -7.1  

 

Source: Canaccord Adams Limited 
  

 



UK Daily Letter | 4 
 8 March 2010 

 

Valuation  

The median calendar 2010E EV/EBITA rating for the UK software and IT services sector is 
8.4 times. Applying a 20% discount gets us to a target multiple of 6.7. This gets us to a 
target price of 180p. 

Investment risks 

Spending in K3's software solutions is to a large degree a function of the economic health 
of the UK retail and manufacturing verticals. K3 has debt facilities through to August 2012 
and needs to repay  3.5 million annually to pay this off. K3 resells software from Microsoft, 
Landsteinar and SYSPRO. All three relationships contribute materially to K3's profits and 
need to be maintained. 



UK Daily Letter | 5 
 8 March 2010 

 

APPENDIX: IMPORTANT DISCLOSURES 
Analyst Certification: Each authoring analyst of Canaccord Adams Limited whose name appears on the front page of this research 

hereby certifies that (i) the recommendations and opinions expressed in this research accurately reflect the 
authoring analyst’s personal, independent and objective views about any and all of the designated 
investments or relevant issuers discussed herein that are within such authoring analyst’s coverage universe 
and (ii) no part of the authoring analyst’s compensation was, is, or will be, directly or indirectly, related to the 
specific recommendations or views expressed by the authoring analyst in the research. 

  
Site Visit: An analyst has visited the issuer's material operations in the UK. No payment or reimbursement was received 

from the issuer for the related travel costs. 
 

Price Chart:* 

 
  

 
Distribution of Ratings: 
Global Stock Ratings 
(as of 1 March 2010) 

        Coverage UniverseCoverage UniverseCoverage UniverseCoverage Universe    IB ClientsIB ClientsIB ClientsIB Clients    
RatingRatingRatingRating    ####    %%%%    %%%%    
Buy 398 60.5% 29.6% 
Speculative Buy 84 12.8% 59.5% 
Hold 161 24.5% 18.6% 
Sell 15 2.3% 0.0% 
 658 100.0%   

     
Canaccord Ratings 
System: 

BUY:BUY:BUY:BUY: The stock is expected to generate risk-adjusted returns of over 10% during the next 12 months. 
HOLD:HOLD:HOLD:HOLD: The stock is expected to generate risk-adjusted returns of 0-10% during the next 12 months. 
SELL:SELL:SELL:SELL: The stock is expected to generate negative risk-adjusted returns during the next 12 months. 
NOT RATED:NOT RATED:NOT RATED:NOT RATED: Canaccord Adams does not provide research coverage of the relevant issuer. 
 
“Risk-adjusted return” refers to the expected return in relation to the amount of risk associated with the 
designated investment or the relevant issuer.    

     
Risk Qualifier: SPECULATIVE:SPECULATIVE:SPECULATIVE:SPECULATIVE: Stocks bear significantly higher risk that typically cannot be valued by normal fundamental 

criteria. Investments in the stock may result in material loss.    
  
Canaccord Adams Research Disclosures as of 8 March 2010 
 CompanyCompanyCompanyCompany    DisclosureDisclosureDisclosureDisclosure    
 K3 Business Technology GroupK3 Business Technology GroupK3 Business Technology GroupK3 Business Technology Group    1A, 2, 4, 51A, 2, 4, 51A, 2, 4, 51A, 2, 4, 5    
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1 The relevant issuer currently is, or in the past 12 months was, a client of Canaccord Adams or its affiliated 
companies. During this period, Canaccord Adams or its affiliated companies provided the following services 
to the relevant issuer: 
A.  investment banking services. 
B.  non-investment banking securities-related services. 
C.  non-securities related services. 

2 In the past 12 months, Canaccord Adams or its affiliated companies have received compensation for 
Corporate Finance/Investment Banking services from the relevant issuer. 

3 In the past 12 months, Canaccord Adams or any of its affiliated companies have been lead manager, co-lead 
manager or co-manager of a public offering of securities of the relevant issuer or any publicly disclosed offer 
of securities of the relevant issuer or in any related derivatives. 

4 Canaccord Adams acts as corporate broker for the relevant issuer and/or Canaccord Adams or any of its 
affiliated companies may have an agreement with the relevant issuer relating to the provision of Corporate 
Finance/Investment Banking services. 

5 Canaccord Adams or any of its affiliated companies is a market maker or liquidity provider in the securities of 
the relevant issuer or in any related derivatives. 

6 In the past 12 months, Canaccord Adams, its partners, affiliated companies, officers or directors, or any 
authoring analyst involved in the preparation of this research has provided services to the relevant issuer for 
remuneration, other than normal course investment advisory or trade execution services. 

7 Canaccord Adams intends to seek or expects to receive compensation for Corporate Finance/Investment 
Banking services from the relevant issuer in the next six months. 

8 The authoring analyst, a member of the authoring analyst’s household, or any individual directly involved in 
the preparation of this research, has a long position in the shares or derivatives, or has any other financial 
interest in the relevant issuer, the value of which increases as the value of the underlying equity increases. 

9 The authoring analyst, a member of the authoring analyst’s household, or any individual directly involved in 
the preparation of this research, has a short position in the shares or derivatives, or has any other financial 
interest in the relevant issuer, the value of which increases as the value of the underlying equity decreases. 

10 Those persons identified as the author(s) of this research, or any individual involved in the preparation of this 
research, have purchased/received shares in the relevant issuer prior to a public offering of those shares, and 
such person’s name and details are disclosed above. 

11 A partner, director, officer, employee or agent of Canaccord Adams and its affiliated companies, or a member 
of his/her household, is an officer, or director, or serves as an advisor or board member of the relevant issuer 
and/or one of its subsidiaries, and such person’s name is disclosed above. 

12 As of the month end immediately preceding the date of publication of this research, or the prior month end if 
publication is within 10 days following a month end, Canaccord Adams or its affiliate companies, in the 
aggregate, beneficially owned 1% or more of any class of the total issued share capital or other common 
equity securities of the relevant issuer or held any other financial interests in the relevant issuer which are 
significant in relation to the research (as disclosed above). 

13 As of the month end immediately preceding the date of publication of this research, or the prior month end if 
publication is within 10 days following a month end, the relevant issuer owned 1% or more of any class of the 
total issued share capital in Canaccord Adams or any of its affiliated companies.  

14 Other specific disclosures as described above. 
  
 Canaccord Adams is the business name used by certain subsidiaries of Canaccord Financial Inc., including 

Canaccord Adams Inc., Canaccord Adams Limited, and Canaccord Adams, a division of Canaccord Financial 
Ltd.  
The authoring analysts who are responsible for the preparation of this research are employed by Canaccord 
Adams Limited, which is authorised and regulated by the Financial Services Authority (FSA).  
In the event that this is compendium research (covering six or more relevant issuers), Canaccord Adams and 
its affiliated companies may choose to provide specific disclosures of the subject companies by reference, as 
well as its policies and procedures regarding the dissemination of research. To access this material or for 
more information, please refer to http://www.canaccordadams.com/research/Disclosure.htm. 
The authoring analysts who are responsible for the preparation of this research have received (or will 
receive) compensation based upon (among other factors) the Corporate Finance/Investment Banking 
revenues and general profits of Canaccord Adams. However, such authoring analysts have not received, and 
will not receive, compensation that is directly based upon or linked to one or more specific Corporate 
Finance/Investment Banking activities, or to recommendations contained in the research. 
Canaccord Adams Limited and its affiliated companies may have a Corporate Finance/Investment Banking or 
other relationship with the company that is the subject of this research and may trade in any of the 
designated investments mentioned herein either for their own account or the accounts of their customers, in 
good faith or in the normal course of market making. Accordingly, Canaccord Adams Limited or their 

http://www.canaccordadams.com/research/Disclosure.htm
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affiliated companies, principals or employees (other than the authoring analyst(s) who prepared this 
research) may at any time have a long or short position in any such designated investments, Related 
designated investments or in options, futures or other derivative instruments based thereon.  
For the purpose of UK regulation Canaccord Adams Limited produces non-independent research which is a 
marketing communication under the FSA Conduct of Business Rules and has not been prepared in 
accordance with the FSA requirements to promote independence of research nor is it subject to the 
prohibition on dealing ahead of the dissemination of investment research.  However, Canaccord Adams 
Limited does have procedures in place to manage conflicts which may arise in the production of research, 
which includes preventing dealing head and Chinese Wall procedures.   
The information contained in this research has been compiled by Canaccord Adams Limited from sources 
believed to be reliable, but (with the exception of the information about Canaccord Adams) no representation 
or warranty, express or implied, is made by Canaccord Adams Limited, its affiliated companies or any other 
person as to its fairness, accuracy, completeness or correctness. Canaccord Adams has not independently 
verified the facts, assumptions, and estimates contained herein. All estimates, opinions and other information 
contained in this research constitute Canaccord Adams Limited’s judgement as of the date of this research, 
are subject to change without notice and are provided in good faith but without legal responsibility or 
liability. 
Canaccord Adams salespeople, traders, and other professionals may provide oral or written market 
commentary or trading strategies to our clients and our proprietary trading desk that reflect opinions that are 
contrary to the opinions expressed in this research. Canaccord Adams’ affiliates, proprietary trading desk, 
and investing businesses may make investment decisions that are inconsistent with the recommendations or 
views expressed in this research. 
This research is provided for information purposes only and does not constitute an offer or solicitation to buy 
or sell any designated investments discussed herein in any jurisdiction where such offer or solicitation would 
be prohibited. As a result, the designated investments discussed in this research may not be eligible for sale 
in some jurisdictions. This research is not, and under no circumstances should be construed as, a solicitation 
to act as a securities broker or dealer in any jurisdiction by any person or company that is not legally 
permitted to carry on the business of a securities broker or dealer in that jurisdiction. This material is 
prepared for general circulation to clients and does not have regard to the investment objectives, financial 
situation or particular needs of any particular person. Investors should obtain advice based on their own 
individual circumstances before making an investment decision. To the fullest extent permitted by law, none 
of Canaccord Adams Limited, its affiliated companies or any other person accepts any liability whatsoever for 
any direct or consequential loss arising from or relating to any use of the information contained in this 
research. 

  
For Canadian Residents: This Research has been approved and is distributed only by Canaccord Adams, a division of Canaccord 

Financial Ltd., which accepts sole responsibility for this Research and its dissemination in Canada. Canadian 
clients wishing to effect transactions in any Designated Investment discussed should do so through a qualified 
salesperson of the Canaccord Adams division of Canaccord Financial Ltd. in their particular jurisdiction. 

     
For United Kingdom and 
European Residents: 

This research is for persons who are Eligible Counterparties or Professional Clients only and is exempt from 
the general restrictions in section 21 of the Financial Services and Markets Act 2000 (or any analogous 
legislation) on the communication of invitations or inducements to engage in investment activity on the 
grounds that it is being distributed in the United Kingdom only to persons of a kind described in Article 19(5) 
(Investment Professionals) and 49(2) (High Net Worth companies, unincorporated associations etc) of the 
Financial Services and Markets Act 2000 (Financial Promotion) Order 2005 (as amended). It is not intended 
to be distributed or passed on, directly or indirectly, to any other class of persons. This material is not for 
distribution in the United Kingdom or Europe to retail clients, as defined under the rules of the Financial 
Services Authority. 

     
For United States 
Residents: 

This research is distributed in the United States by the entity that published the research as disclosed on the 
front page of this report to “major US institutional investors”, as defined under Rule 15a-6 promulgated 
under the US Securities Exchange Act of 1934, as amended, and as interpreted by the staff of the US 
Securities and Exchange Commission (SEC). This research is also distributed in the United States to other 
institutional investors by Canaccord Adams Inc., who accepts responsibility for the research, [subject to the 
qualifications stated in this publication which are hereby incorporated]. Canaccord Adams Inc., at 99 High 
Street, Boston, MA USA 02110, is a broker-dealer registered with the SEC and is a FINRA member firm. 
Nothing herein excludes or restricts any duty or liability to a customer that Canaccord Adams Inc. has under 
any applicable law. Analyst(s) preparing this report are resident outside the United States and are not 
associated persons or employees of any US regulated broker-dealer. Therefore the analyst(s) may not be 
subject to Rule 2711 restrictions on communications with a subject company, public appearances and trading 
securities held by a research analyst account. 

  
 Additional information is available on request.Additional information is available on request.Additional information is available on request.Additional information is available on request. 
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Copyright © Canaccord Adams Limited 2010. – Member LSE, authorized and regulated by the Financial 
Services Authority. 
All rights reserved. All material presented in this document, unless specifically indicated otherwise, is under 
copyright to Canaccord Adams Limited. None of the material, nor its content, nor any copy of it, may be 
altered in any way, or transmitted to or distributed to any other party, without the prior express written 
permission of the entities listed above.    

 
 



 

 

 


