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Had you set out in 2006 and invested solely in the ASX 50, 
a collection of Australia’s 50 largest listed businesses, the 
capital value of those stocks would be pretty much unchanged 
10 years later. Which is to say investors have recovered from 
the global financial crisis, but not by much.

You would, however, have received a dividend stream along 
the way which might lessen the pain, but again, probably not 
by much. If a decade ago your aim was to grow your capital 
base in preparation for retirement, it’s been a long, hard road, 
paved with gravel rather than gold.

This isn’t the sole reason why investors have been looking 
beyond the biggest, most popular stocks in the past 12 months 
(see Chart 1) but it’s probably one of them. Interest in small 
cap stocks is high right now, but it isn’t just despondency 
over the lack of returns in the bigger blue chips driving it. 
Small caps do indeed offer the potential for higher returns, 
but also come with risks that can quickly derail enthusiasm 
for the sector.

Chart 1: Small Ords vs ASX 50 over past 12 months

Source: S&P Capital IQ
S&P/ASX Small Ordinaries Index  S&P/ASX 50 Index 
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That’s a point we’ll get to, after explaining why small caps do 
offer the potential for higher returns. The first reason is that 
small caps have greater growth possibilities, because they’re, 
well, small. As famous small cap investor Jim Slater once 
said, “Elephants don’t gallop”. Small businesses represent a 
smaller portion of an overall market. If they get it right, the 
future growth path can be enormous, as can the rewards 
for shareholders.

Second, small caps are more likely to be acquired than larger 
capitalisation stocks. For a big business, buying a small 
company is a quick path into a new market. This shouldn’t 

Introduction
be the sole reason for investing in the sector, but a takeover 
premium can often be a source of outsized returns.

Third, small caps usually have greater levels of insider 
ownership. That means extra care is taken with operational 
and capital management decisions because it’s their money, 
not just yours. The situation in large caps is often quite 
different, with senior managers frequently departing a 
company with tens of millions of dollars while shareholders 
pay to clean up the mess they’ve created.

But perhaps the most attractive feature of the small cap 
marketplace is the frequency of mis-pricings. Smaller 
stocks can be purchased cheaply more often than larger 
companies because most investment institutions cannot 
justify researching small businesses.

For the same effort, stockbrokers can research a large blue 
chip which offers far greater potential to earn trading 
commissions. The lower liquidity also poses challenges for 
fund managers. It can be hard to purchase a big enough slice 
of a small cap stock without pushing the price up, so they 
often don’t bother.

Why does this make a difference? When a stock isn’t 
scrutinised by professional analysts and fund managers, 
the chances of it being mispriced are greater. This lack of 
information is something we can turn to our advantage.

But let’s not get carried away. Small cap investing is not 
a case of buying a bunch of small caps and sitting back 
before counting the profits. How do we know this to be true? 
Because over the past decade the ASX Small Cap Index has 
underperformed even the ASX 50 index. That’s right – despite 
all the conceptual benefits of investing in small caps, the 
reality has been even more painful than merely standing 
still. And, of course, small caps tend not to pay the kind of 
dividends large caps do.

Which beings us to the risks. Unlike large caps, small caps 
tend not to have a long history and haven’t therefore refined 
their business models. That can introduce a level of risk 
established businesses don’t face. Their brands tend to be 
relatively new, their market positions less entrenched and 
their earnings less diversified.

Having scoured the market, this report contains our 
five best small cap ideas – a mini-portfolio of sorts.

BY ALEX HUGES • INTELLIGENT INVESTOR • 1 DECEMBER 2016
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 We don’t think overpricing has reached extreme levels, as 
you’ll soon see. Opportunities still exist. The question is how 
best to approach them.

First, above all we look for value – stocks which we deem to 
be cheap. Second, due to the particular risks in the sector, 
we’re suggesting a measured amount of diversif ication. 
Instead of picking just one stock for 2017, it makes sense 
to adopt a portfolio approach. Having scoured the market, 
this report contains our best five ideas – a mini-portfolio 
of sorts, containing five interesting businesses that have 
jumped through the hoops we’ve set for them. 

The most attractive feature of the 
small cap marketplace is the frequency 
of mis-pricings.

Plus, with fewer layers of management and internal checks 
and balances, there’s a greater reliance on key people. And 
finally, with less available research and public scrutiny, 
more opportunities exist for misdeeds and poor decisions.

Investors seem to be setting aside these risks of late. If the 
above chart is anything to go by, small caps are f lavour of the 
year, although this ref lects their new-found popularity rather 
than any tangible improvement in operating performance. 
When an asset class has performed well, it’s always a timely 
reminder to tread carefully. In this environment, a razor-like 
focus on valuation is required, which is the starting point 
for this special report.
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Most mobile markets are dominated by a handful of mobile 
network operators (MNOs), which own and operate their own 
assets along with a slice of mobile spectrum. In Australia, 
these are familiar names. Telstra accounts for half the 
mobile market and Optus and Vodafone combined account 
for another 40%.

Key Points

• Asset light business model
• Economics improve as customers increase
• Vulnerable to external shocks

AMAYSIM (AYS) / BUY

 Price at review Max. portfolio wght. Business risk Share price risk 

 $1.96 4% High High

  BUY HOLD SELL
 Below $2.20  Above $3.50

$1.96

That remaining 10% is a different beast entirely, consisting 
of companies that don’t own either spectrum or networks. 
Instead, these companies, known as v irtual network 
operators (MVNOs), resell access from major networks. And 
the largest, with a 4% share market share, is Amaysim.

Why are we interested in a stock that is essentially a 
marketing operation? We’ll get to that after explaining the 
company’s business model, which is a little more involved 
than it sounds. 

Amaysim leases a slice of Optus’ 3G and 4G mobile network 
at wholesale rates, which it then sells to retail customers. 
Amaysim takes care of marketing, billing, top-ups and 
customer service, relying on Optus only for its network. In 
essence, this is the MVNO model employed the world over. 
And it happens to be the fastest-growing segment of the 
mobile market, for reasons which will become clear.

Amaysim’s largest cost, accounting for 60–70% of revenue, 
are the network charges it pays to Optus. That cost has two 
components; a f ixed charge per customer plus a smaller 

Amaysim: Virtual operator,  
real profits

variable charge depending on data usage. As the Amaysim 
subscriber base grows, so do payments to Optus. But the 
remaining 30-40% of the company’s costs, from billing, 
marketing, service and activation, are all fixed, which means 
that as the subscriber base grows, the per unit costs fall. 
The bigger Amaysim gets, the more it earns in profit per 
user because those fixed costs are spread over a larger base.

Success from scale
This is a recipe for a good business. The bigger it gets, 
the better it becomes. Two years ago, Amaysim had just 
over 600,000 subscribers and operating margins (before 
depreciation and amortisation) of 7%. When subscriber 
numbers hit 966,000 in June, as revealed in the most recent 
result, the operating margin had doubled to 14%, causing 
underlying EBITDA to more than double to $35m in 2016. 

Chart 1: AYS share price since Jul 2015 listing

Source: S&P Capital IQ
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Digital distribution – the tendency of customers to join 
and top up over the internet rather than in person – also 
drove costs lower, leading to even higher margins. Lower 
churn rates, which fell from 3% to 2.5% per month, were 
also unexpectedly good, although average revenue per user 
(ARPU) was below expectations at just over $25 per user 
per month.

That is not a major concern. Unlike Optus, Amaysim doesn’t 
have to sink much cash into the business to grow it. Optus 
spends over $1bn upgrading its networks each year, a figure 
that will likely increase if it wants to remain competitive with 
Telstra. Amaysim enjoys the benefits of these improvements 

This recently listed telco got off to a bad 
start in life but is now growing swiftly, 
with enormous potential.
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Scale confers a significant advantage 
and Amaysim has it.

The reliance on MVNOs throws up another risk: what if 
more of them competed with Amaysim? True, replicating 
the company’s business model is easy enough, but matching 
profitability is far harder. MVNOs only work under specific 
conditions. Gross margins of 20–30% must support service 
and marketing costs. Profitability ensues only when those 
costs are amortised over a large customer base. Scale confers 
a significant advantage and Amaysim has it. It took more than 
five years and 600,000 customers before Amaysim recorded a 
profit. Now, at its current size, it has a huge advantage over 
new entrants to deny them that .

Table 2: AYS 2018 valuation scenarios

2018 EBITDA MARGIN 10% 12% 15%

SUBSCRIBERS (M) 1 – –

ARPU ($/M) 27 – –

ARPU ($/YR) 324 – –

REVENUE ($M) 324 – –

EBITDA ($M) 32 39 49

DEPRECIATION & AMORT. ($M) 3 3 3

EBIT ($M) 29 36 46

NET PROFIT ($M) 21 25 32

EPS (CENTS) 12 14 18

PER (%) 16 14 11

DPS (CENTS) 8 10 13

DIVIDEND YIELD (%) 4.1 5.1 6.6

What about valuation? Table 2 outlines three scenarios, 
with margins at 10%, 12% and 15%. If Amaysim can claim a 
15% margin by the end of 2017, we expect EBITDA of $49m 
and net profit of $32m. At today’s prices, that translates to a 
price-earnings ratio (PER) of 11 and – assuming a 70% payout 
ratio – a dividend yield of over 6%.

Even if margins remained at 10% – unlikely in our view, but 
possible – the business should generate net profit of $20m, 
giving a PER of 16 and a yield of 4%. That’s dear but far from 
disastrous, meaning the risk-reward payoff is attractive.

At current prices, Amaysim is a BUY with a recommended 
maximum portfolio weighting of 4%.

Staff members may own securities mentioned in this article.

without the massive injection of capital they entail, which is 
why in 2016 it produced free cash f low of $32m, a free cash 
f low yield of 9%. 

Table 1: Amaysim key stats, 2012–2016

  2012 2013 2014 2015 2016

REVENUE ($M) 32.5 73.5 128.1 205.7 254

EBITDA ($) –19.1 –9.2 –2.2 16.4 35.4

EBIT ($M) –20.3 –10.7 –3.8 14.1 30.1 

ARPU ($/MTH) 17.04 18.89 20.86 26.12 25.24

SUBSCRIBERS (‘000s) 230 400 619 718 966

So what are the risks? The biggest stems from Amaysim’s 
reliance on Optus. If it decided to stop outsourcing its network, 
with the intention of acquiring Amaysim’s customers directly, 
it would be an enormous and potentially fatal setback. 

This, though, is unlikely. Amaysim is on its way to more 
than 1m subscribers, accounting for 10% of Optus’s entire 
customer base. As the dominant source of subscriber growth, 
Amaysim is becoming indispensable to it, and that helps 
alleviate this risk. 

Growing into value
Three more factors reduce it further. By our reckoning, 
Optus’s market share has actually fallen over the past decade. 
Without MVNOs, its customer growth would be zero. MVNOs 
are also attractive to mobile network operators because 
they’re a reliable source of high-margin revenue. Optus 
doesn’t pay a cent to acquire Amaysim customers, nor does 
it have to provide ancillary services like customer service and 
billing. It simply collects revenues for the use of its network 
and, as with all capital heavy investments, higher utilisation 
drives higher margins. Optus may well like to see Amaysim 
grow even more quickly. 

MVNOs can also attract different users to those that might 
use an MNO’s core brand. Amaysim, for example, targets users 
that spend $40 a month or less; other virtual networks chase 
customers based on ethnicity, employment or demographic 
factors. It’s difficult for Optus to market to all these niche 
groups but, by striking deals with MVNOs, it can still collect 
revenues from them.
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Perplexing as it sounds, the opportunity in Reckon has 
less to do with the company’s own success than that of its 
competitors. From a standing start in 2007, New Zealand-
based Xero revolutionised accounting software with its cloud-
based solution. With 500,000 subscribers across Australia 
and New Zealand alone, it’s a formidable competitor.

Key Points

•  More than small business accounting software
•  Practice Management segment a gem
•  Document Management growing fast

RECKON (RKN) / SPECULATIVE BUY

 Price at review Max. portfolio wght. Business risk Share price risk 

 $1.52 3% High Med–High

  SPEC. BUY HOLD SELL
 Below $1.70  Above $2.70

$1.52

But Xero’s success has caused an interesting side effect. 
Investors are pricing Reckon as if its own competing product 
was all but dead, overlooking the fact that it owns two other 
growing businesses.

The first and better of the pair provides practice management 
software services to accountants, helping them to allocate 
employees to jobs, manage billing and debtors and prepare 
clients’ financials and tax returns. Used by four of the top 
five accounting firms in Australia and 70 of the top 100, 
it’s the clear market leader and hard to displace. Switching 
costs are high so for risk-averse accountants, the easiest 
thing to do is stay put. And the bigger the firm, the easier 
that decision becomes.

As with Xero in small business accounting, Reckon’s Practice 
Management business is the best-in-breed, offering the widest 
variety of features. Able to accept data from almost any 
provider, including MYOB, Xero, Quickbooks Online and 
Reckon’s own product, Reckon One, it easily integrates into 
an accounting firm’s software.

Client numbers for APS, the leading product within the 
practice management division, have grown from 42,000 in 
2011 to 90,000 in 2016, a near 20% rate of annual growth. Given 

Reckon there’s a cheap price?
its dominant market position and good growth prospects, this 
is Reckon’s most valuable business. In our sum-of-the-parts 
valuation, we’ve applied a conservative multiple of 12 to the 
$12m in operating profit, valuing it at $145m, or around two-
thirds of Reckon’s total enterprise value.

The other business is the fa st-g row ing Docu ment 
Management segment, where its Virtual Cabinet and 
SmartVault products allow professional f irms to store 
documents securely and share them with clients. Originally 
based in the UK and US, these services exploit the move to a 
paperless office, with ample cross-selling opportunities to 
Reckon’s existing Australian and Kiwi customers. 

Risk priced in
Small, fast-growing businesses like this are hard to value, 
particularly when earnings are reinvested to drive growth, as 
is the case here. The $7.3m in revenue generated over the past 
six months is 46% higher than in the first half of 2015, aided by 
the acquisition of SmartVault. We estimate this business will 
generate around $15m in revenue for the 2016 calendar year. 

Table 1: 2016 interim result

 2016  2015  +/(–) (%)

REVENUE ($M ) 57.0 54.0 6

UNDERLYING EBITDA ($M) 21.1 20.2 4

UNDERLYING NPAT ($M) 10.7 9.9 8

UNDERLYING EPS (CENTS) 9.4 8.7 8

INTERIM DIVIDEND 2 cents, unfranked, ex date 16 Aug 16

Assuming a more moderate growth rate of 15-20% a year, and 
the fact that other listed cloud-based software companies 
with similar rates of growth are selling for around three to 
four times revenue, we estimate this business to be worth 
around $50m, although this figure could vary greatly given 
it’s still in the early stages of ramping up.

The final component, Reckon One, is the problem child, 
competing head-to-head with Xero, MYOB and Quickbooks 
Online, all of which have better products and greater 
resources. Reckon’s total enterprise value is $226m and, 
with the Practice Management operation valued at $145m and 
Document Management at $50m, this ailing business needs 
to be valued at around $30m for that figure to make sense.

Reckon is being outgunned by the likes of Xero, 
but there is more than an ailing accounting 
business to this company.
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With the CEO and Chairman owning around 17% 
of the company between them, we’d expect losses 
to be cut and excess capital to be reallocated to 
other segments or returned to shareholders.

Moreover, Reckon One was recently launched in the UK and 
will soon be released in the United States. The product will 
struggle to catch Xero but at these prices it doesn’t need to. 
Merely hanging on to most of the customers it already has 
will suffice. Meanwhile, this business is priced as though it 
will soon fade away.

If we’re wrong and it does fade away, the accounting software 
business may be worth zilch in a worst case scenario. But 
with the CEO and Chairman owning around 17% of the 
company between them, we’d expect losses to be cut and 
excess capital to be reallocated to other segments or returned 
to shareholders.

If things go well and this segment manages to increase 
earnings, that would be the clincher, potentially helping 
push the value close to $3 a share. While there are risks, 
there’s a margin of safety at current prices. Buy in stages to 
take advantage of any price falls, recalling the maximum 
portfolio weighting of 3%. SPECULATIVE BUY.

Staff members may own securities mentioned in this article.

One of the reasons why it doesn’t is that over the past year 
Reckon One recorded $15m in operating profit. Can this 
business really be worth a multiple of just two? If customers 
were leaving in droves it might make sense but it doesn’t look 
as though they are. Customer numbers have been surprisingly 
steady with very low churn.

Chart 1: RKN 5-year share price

Source: S&P Capital IQ
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Despite the competition offering seamless conversion, 
switching costs remain high. Reckon One is sensibly priced 
as the low-cost competitor and learning a new system is 
daunting, especially when you’ll be paying more for it. 
Without a price war, it may be easier for Reckon to convert 
its desktop users to Reckon One than for competitors to 
steal its customers. 
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Walk into Tim Odillo Maher’s office and your first thought 
is: this guy is obsessed with Warren Buffett. The bookshelf 
is something of a shrine. Knowing that FSA Group’s chief 
executive is well read when it comes to investing is a good 
start but, time and again, Odillo Maher has also shown he 
can put theory into practice.

Key Points

•  Recent result better than it looks
•  Management reinvesting for growth
•  Low valuation, insider ownership

FSA GROUP (FSA) / SPECULATIVE BUY

 Price at review Max. portfolio wght. Business risk Share price risk 

 $1.24 3% High Very High

  SPEC. BUY HOLD SELL
 Below $1.20  Above $2.00

$1.24

In 2012 and 2013, the company bought back almost 10% of its 
outstanding stock at an average price of 46 cents per share. 
The share price has more than doubled since then. What’s 
more, Odillo Maher doesn’t shy away from taking a short-
term hit to profitability if it means higher profits over the 
long term. And why would he – he owns 34% of the company 
with other management owning a further 12%.

FSA Group operates two businesses in the f inancial 
services sector, the biggest its Services offering, which 
began facilitating ‘debt agreements’ following a tweak to 
the Bankruptcy Act in 1996. A debt agreement is a ‘form 
of insolvency outside bankruptcy’, created to be more 
accessible for individuals with modest incomes and low 
levels of indebtedness.

Debt agreements protect the debtor’s assets and offer more 
f lexible terms of repayment. Banks love them, too, because 
they reclaim an average of 63 cents per dollar of debt, more 
than they would generally recover under bankruptcy. That 
means FSA, which strikes these agreements between banks 
and its debtor clients, has powerful allies.

FSA Group, best known for its Fox Symes brand, administers 
over 40% of all debt agreements, a market share it has held for 

FSA a subprime opportunity
over a decade. Over 10,000 such agreements are signed each 
year, with the market growing at around 8% a year. There’s 
a counter-cyclical element here, too. Just when the economy 
looks at its worst, FSA’s debt agreement business is at its best.

FSA makes money over the duration of the agreement, which 
typically runs for five years. Total fees can amount to 22 
cents per dollar of debt, which sounds a lot, except when the 
alternative is 20% interest on a credit card.

Growth from lending
In the latest result the Services division, which accounts 
for three quarters of pre-tax profit, experienced a 3% fall 
in revenue and a 4% fall in pre-tax profits. The worst part, 
though, was that new client numbers fell 4%, which caused 
the company’s market share to fall from 48% to 41% (FSA 
remains several times larger than its nearest competitor). 
Management said it was down to ‘staffing challenges’ and 
that the issue had now been resolved.

Table 1: FSA result

YEAR TO JUNE ($M) 2016 2015 +/– (%)

FEES FROM SERVICES ($M) 50.5 52.2 (4)

NET FINANCE INCOME ($M) 12.3 10.7 15

REVENUE ($M) 62.1 62.3 0

UNDERLYING NPAT ($M) 12.3 12.9 (5)

UNDERLYING EPS (CENTS) 9.9 10.3 (5)

FINAL DIVIDEND 4 cents, fully franked, (up 14%) ex date 29 Aug

The result from the company’s Consumer Lending business 
was more impressive. FSA is the largest broker of home loans 
where the borrower doesn’t meet standard lending criteria. 
Known as ‘non-conforming’ mortgages, in the year to 30 June 
2016, FSA’s loan book increased 18% to $282m, leading to a 
15% increase in revenue.

Selling ‘subprime’ loans sounds worrying but the company 
has done well managing these risks. The 30 day arrears rate 
is a respectable 2.7% and the division remained profitable 
even at the height of the last financial crisis. Furthermore, 
the Home Loan segment sits in its own separate trust and 
is non-recourse to FSA should the housing market collapse 
and the division implode. Only about 3% of FSA’s $77m of 
equity is at risk despite this division contributing around 
30% of pre-tax profit.

A sub-prime lender and a debt agreement 
business that offers recession protection, 
a PER of 11 and a yield of 6%.
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We think it’s a case of ‘heads you win, 
tails you don’t lose too much.

grow the loan pools to $500m by 2021. Given the company’s 
return on equity and profit margin has consistently hovered 
around the 15–20% mark we’re more than happy to accept 
lower profits today in exchange for future growth.

In a nutshell, the case is that FSA own one business that 
dominates a counter-cyclical and growing market and 
another that could blow up without much damage to FSA 
itself but will churn out cash in the meantime. Lending offers 
decent opportunities for steady growth, and Services is a 
hedge against a deteriorating economy. We think it’s a case 
of ‘heads you win, tails you don’t lose too much’.

With shareholder-friendly management, an underlying price-
earnings ratio of 11 and fully franked dividend yield of 6%, 
FSA is a SPECULATIVE BUY up to $1.20, with a maximum 
portfolio weighting of 3%.

Staff members may own securities mentioned in this article.

In any case, the average loan-to-valuation ratio for the 
mortgages is currently 67% so house prices would need to 
fall by a third before FSA really had to sweat. There’s a big 
difference between a loan-to-valuation ratio of 67% and 
the 95% used by many US subprime lenders prior to the  
financial crisis.

Chart 1: FSA 5-year share price

Source: S&P Capital IQ
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Pre-tax profit for the division only rose 3% to $5.2m due to 
an upfront investment in staff and marketing as the division 
sets itself up for future growth. Management’s goal is to 
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GBST Holdings, a financial software business with leading 
positions in the capital markets and wealth management 
sectors, has been on and off our Buy List for a few years. Our 
initial recommendation was in March 2015 (GBST’s platform 
for growth (Buy – $5.75)) but, with a 35% price fall since then, 
has endured more than a few problems. Beneath them lies 
a good quality business, one protected by high barriers to 
entry, recurring revenues, leading market positions and the 
possibility of future growth. 

Key Points

•  Good overseas growth potential
•  Strong domestic franchise
•  Recent turmoil creating opportunity

GBST HOLDINGS (GBT) / BUY

 Price at review Max. portfolio wght. Business risk Share price risk 

 $3.76 5% Med–High High

  BUY HOLD SELL
 Below $4.50  Above $7.00

$3.76

GBST supplies software that automates the back-end 
processing of transactions in securities (served by its capital 
markets division) and wealth management (served by its ... 
wealth management division). Let’s deal with the capital 
markets division first.

The company’s Shares product, introduced in 1993, was 
the first to align with the ASX’s new CHESS clearing and 
settlement system. Shares now handles around 60% of all ASX 
trades – the remainder being serviced by in-house systems 
and two specialists, iBroker and Securitease.

With the 2008 acquisition of Coexis, Shares was joined by 
Syn~, a global capital markets product which can process any 
security in any currency. It forms this division’s spearhead 
for international growth.

Customers for both products are big banks and brokers, 
which sign up for multi-year contracts but typically stick 
around for longer. The Australian business enjoys high and 

GBST’s terrible year brings 
opportunity

stable operating margins in the mid-thirties and ticks over 
nicely. In 2016, it produced revenues of $33m and an operating 
profit (before depreciation and amortisation) was $11m. It 
could not, however, be described as full of growth potential. 

More exciting are the opportunities in GBST’s wealth 
management business. Australia and New Zealand are widely 
credited with inventing the platform market in the 1990s, 
with the goal of reducing costs and making life easier for 
investors. Initially, the software used by platform providers 
was built in-house but specialist providers also emerged, 
including InfoComp through its Composer product, which 
was purchased by GBST in 2007.

Platform potential
GBST estimates that about 30% of the Australian platform 
market is now managed through Composer, with about 
50% internally managed and the remaining 20% shared by 
other vendors, including Bravura Solutions and FNZ Group. 
Credited with much reduced development and installation 
times along with cost efficiencies, Composer is the market 
leader by some margin. Clients even pay a portion of GBST’s 
development spending, allowing it to retain the intellectual 
property to use in future installations without fully funding it.

Table 1: GBST 2016 result

YEAR TO JUNE ($M) 2016 2015 +/(–) (%)

REVENUE ($M) 108.1 114.3 (5)

UNDERLYING EBITDA ($M) 20.0 24.5 (18)

ADJUSTED NET PROFIT ($M) 13.4 19.2 (30)

ADJUSTED EPS (CENTS) 19.9 28.9 (31)

DPS (CENTS) 11.0 10.5 5

FINAL DIVIDEND Fully franked final dividend of 5.5c  
 (unchanged), ex date 29 Sep

Composer’s growth potential isn’t restricted to Australia. 
The UK was late to embrace platforms but is now making up 
for lost time. The company’s 2014 annual report notes that 
UK sales rose six-fold in the previous five years, but that the 
‘market is still in its early stages’ with the wrap and platform 
market ‘expected to quadruple by 2020’. GBST, along with 
Bravura and FNZ, are right at the heart of a sweet spot.

This financial software business offers more 
potential than its price suggests.

https://www.intelligentinvestor.com.au/gbsts-platform-growth
https://www.intelligentinvestor.com.au/gbsts-platform-growth
http://gbst.com/our-expertise/capital-markets-expertise/shares
http://gbst.com/our-expertise/capital-markets-expertise/syn
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Composer’s growth potential isn’t restricted to 
Australia. The UK was late to embrace platforms 
but is now making up for lost time.

Still, it’s fair to say last financial year was one GBST would 
rather forget. After upgrading the stock to Buy just a few 
months before it began, we’d happily join them.

The year began with the news that research and development 
spending would increase from 10% of revenue to about 12.5% 
(it ended up at 15%), which knocked the shares down by 
about 15% in three weeks. Then there were some large share 
sales by outgoing chief executive Stephen Lake, followed 
by a warning that project delays would hit earnings and, 
a few days later, Lake’s prompt departure. Finally, there 
was Brexit, which may well slow GBST’s growth trajectory, 
although growth should resume when customers eventually 
do upgrade their ageing systems.

These, we believe, are temporary setbacks. Adjusted earnings 
per share, after adding back amortisation charges, came to 
19.9 cents in 2016. For the 2017 financial year we’d expect a 
gentle improvement (perhaps growth of 3–10%), loaded to 
the second half, with more rapid growth after that. Against 
that outlook, the stock’s multiple of 17 times 2017 underlying 
earnings looks attractive. BUY below $4.50 a share, for up 
to 5% of your portfolio.

Disclosure: Staff members own securities in GBST Holdings.

Composer claims a few big advantages over the competition, 
including a multi-channel capability and a ‘gating’ facility 
that enables the closure of certain features to different 
categories of user – denying pension withdrawal options 
from those in the accumulation phase, for example. This 
enables financial product providers to offer other products 
to captive audiences within workplace schemes.

Chart 1: GBT 5-year share price

Source: S&P Capital IQ
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GBST Composer now supports three of the top six UK 
investment platforms with clients including Aegon, Fidelity 
UK and leading SIPP provider, AJ Bell. Should the UK  
platform market quadruple by 2020, it will be a huge tailwind 
for the company.

https://www.intelligentinvestor.com.au/gbsts-platform-growth
https://www.intelligentinvestor.com.au/project-delays-to-hit-gbsts-earnings
https://www.intelligentinvestor.com.au/lake-to-leave-gbst-immediately
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The Largs Public School was Australia’s f irst. Opened 
in 1858, it almost certainly featured a blackboard, from 
which students copied words and numbers into dog-eared 
workbooks. Students have been taught in pretty much the 
same way ever since although, slowly, the internet is having 
an impact. Software hasn’t quite replaced the blackboard 
and textbook but, taking its cues from online gaming, it is 
changing the way students learn. And Australian company 
3P Learning is at the heart of the changes, here and overseas.

Key Points

•  Mathletics is dominant in Australia and  
New Zealand

•  Potential for growth abroad
• BUY up to $1.20

3P LEARNING (3PL) / BUY

 Price at review Max. portfolio wght. Business risk Share price risk 

 $1.16 4% High High

  BUY HOLD SELL
 Below $1.20  Above $2.00

$1.16

3P’s main product is Mathletics, an online mathematics tool 
used in 48% of Australian schools. Mathletics asks the same 
kind of questions the very first teachers at Largs would have 
asked their students all those years ago. The difference is in 
the learning environment, and how the answers are assessed.

Colourful, dynamic images make it fun for kids to learn while 
algorithms intelligently adjust question difficulty. Students, 
with the software adjusting to their learning rate, are neither 
bored nor disheartened. They can even compete with other 
students from around the world. With the competition a crusty 
old textbook and a blackboard, it’s no wonder kids love it.  
Mathletics has brought a gun to a knife fight (okay, poor 
analogy for an educational product but you get the picture).

The mechanics of each module work much like the games kids 
play on their phones. Students receive credits for each correct 
answer, which they can use to improve their online avatar. 
This incentivises them to answer more questions, improving 
their maths skills by stealth. It seems to work. An independent 
study found that a 30-minute weekly session on Mathletics 

3P Learning: A textbook case
leads to a 9% improvement in NAPLAN performance. Teachers 
love it, too, because marking is automated and performance, 
by students, class and school, is easily monitored.

So how does 3P make money? Annual licences to Mathletics 
are sold to schools (just 9% of licences are sold directly to 
students), with fees levied on a per student basis. At less than 
$10 per student per year, it’s a high-value item available at 
a low price. Fees are paid upfront too, which supports a low 
working capital model and great cash generation.

Underwritten by ANZ
Mathletics is a good product but, make no mistake, it can be 
replicated. A well-resourced upstart would likely get change 
from $10m to develop an equivalent product, although that 
may not matter so much. The strength of the 10-year old 
business is in having almost half the Australian education 
system already on board.

 Chart 1: Mathletics growth

Source: Annual reports
Licenses Revenue per license (RHS)
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Teachers, educational administrators and parents are 
familiar with it. Mathletics is even written into over 40 
curriculums. Competitors might try and displace it but it 
wouldn’t be easy. Mathletics is already cheap, so there isn’t 
much room to compete on price. The company’s customers 
like it and whilst a competitor might launch a better product, 
it’s hard to envisage it being so much better customers would 
switch en masse.

These traits were well understood (and marketed) when 
3P f loated in 2014. The brokers pitched it as ‘the REA of 
education’, which is how the eye-watering PER of 35 was 
justified. But with sales undershooting expectations and 
the surprise departure of the founding chief executive,  
the shares are now down around 60% on the f loat price.

A failed f loat hides a very attractive business 
model that’s even more attractively priced.

http://au.mathletics.com/
http://www.essentialbaby.com.au/forums/index.php?/topic/898345-mathletics-is-it-worth-the-money/
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Mathletics is even written into over  
40 curriculums. Competitors might try  
and displace it but it wouldn’t be easy. 

the software business model is the low cost of entry to new 
markets. Development costs have already been paid. As long 
as sales can be made at a reasonable cost of acquisition, 3P can 
make good money in large markets with smaller market shares.

The second option is in the company’s untapped pricing 
power. Before the 2014 f loat, the price of Mathletics was 
raised by $1.50 a year, a 15% increase. There is scope for 
further price increases that could have a massive impact 
on profitability. If each Mathletics student were to pay an 
extra $2 a year, company EBITDA would increase by 60%.

Such an increase is unlikely to come in one fell swoop but 
a number of smaller increases over time looks possible. 
The degree to which they occur ultimately depends on the 
competitive environment, but the potential is clear.

Options aplenty
What else? The third option is in the company’s other 
products, Intoscience and Spellodrome, plus its licensing 
agreement with Reading Eggs. With existing relationships 
with half of Australia’s schools, selling additional products 
like these, both here and overseas, makes sense.

Finally, 3P has minority stakes in two US-based software-as-
a-service (SaaS) businesses. As these are private entities, it’s 
difficult to value them. What we do know is that the combined 
cost was $56m. In the 2016 financial year 3P paid $49m for 
40% of Learnosity, which provides SaaS-based applications 
that help educational content providers create tests and 
automate marking.

The smaller holding is in Desmos (costing $7m for 17%), 
which provides a range of graphical applications. The pair 
contributed almost nothing to earnings in FY16, but with 
Learnosity users increasing nearly tenfold in 2016, it’s 
possible these investments will soon start to pay off. As 
private businesses we have little means to value them, but if 
recent growth is an indication, they are far from worthless.

It all looks rather good; A strong domestic business available 
at an attractive price, plus a number of options, only one 
of which would need to pay off to unlock real value. Below 
$1.20, we recommend risk tolerant investors BUY for up to 
4% of their portfolios.

Staff members may own securities mentioned in this article.

This disappointing performance is the source of the 
opportunity. 3P remains a very attractive business with 
a hidden option inside. At current prices, the Australian 
business is pretty cheap while the potential of global 
expansion is effectively free.

The company has a market capitalisation of $164m. Last 
year, the Australian and New Zealand business alone 
generated EBITDA of $15m (after incurring the corporate 
and development expenditure for international expansion). 
That means we’re paying just nine times EBITDA for this 
business alone. With attractive cash generation and low 
investment requirements, this is an attractive price for a 
high-quality software business.

Now, what about those free options? The first is the global 
opportunity. Mathletics already has strong positions in New 
Zealand, the UK and Canada (used by 31%, 24% and 7% of 
total schools respectively). But the company’s biggest target 
is the United States.

Chart 2: Segment EBITDA

Source: Annual reports
ANZ EMEA Americas
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3P initially used a distributor but in 2012 implemented its 
own sales channels. That move looks to have paid off. US 
licences have been growing at 40% a year for the past five 
years, reaching one million students in June. The region still 
loses money (to the tune of $4m in FY16) but it has recently 
reached breakeven on a cash f low basis. Not much growth 
is required from here to swing US operations from being a 
drag on profits to a profit centre.

A word of caution: 3P lacks the first mover advantage overseas 
it has in Australasia. Consequently, its brand lacks awareness 
in these new markets, which are also more competitive.  
It would be a mistake to assume 3P can dominate the US and 
Europe in the same way it does Australia. But the beauty of 
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