Reckon Limited (RKN.ASX)

How good is cash!

Reckon has announced that it has agreed to sell its Accountants
Practice Management Group for $100m to private UK based company
The Access Group. This segment represented around one third of the
Group's FY21 revenue and earnings with the sale price representing an
8.4x FY21 EBITDA multiple which compares to the company’s FY21
multiple of 4.2x. Most of the after-tax proceeds from the sale are
expected to be returned to shareholders by way of an estimated
AS$0.59 dividend (70% franked) which we expect will be paid this year.
We think that there is little risk around ACCC and FIRB approvals
required before completion in around three months. Our valuation
increases from A$1.27 per share to A$1.62 per share.

The new Reckon

Reckon's two remaining segments are the Business Group and the US
based Legal Group, which combined accounted for 68% of revenue
and 64% of EBITDA in FY21. As detailed in our Initiation Report, the
Business Group’s cloud-based product Reckon One now has the same
capability as the Xero, MYOB and Intuit products, and our analysis
shows that Reckon has been able to hold a consistent share of cloud-
based users over the last 5 years. This is not a "winner takes all"
industry as demonstrated in the US and UK markets and Reckon has a
sustainable position in this market. The Legal Group also remains a
significant  blue-sky  opportunity, with an entrepreneurial
management team that have had significant success in the sector.
They have a 5x revenue target by 2027 which if achieved could make
this segment worth AS100m.

ACCC - noissue this time

In 2017, MYOB offered to buy the Accountants Practice Management
Group for $180m (note this included Reckon Docs which was sold for
$13m last year). The deal was effectively squashed by the ACCC after
it released its preliminary view that the acquisition ‘may substantially
lessen competition in the supply of practice management software to
medium-to-large accounting firms’. We do not expect objections from
the ACCC to this deal. While The Access Group already has significant
business in Australia and NZ (with 17,000 customers in mostly training
and payroll products), it does not appear to have meaningful exposure
to the larger accounting firms.

Valuation

Reckon's balance sheet is expected to have less than $10m of net debt
after using $10m of the proceeds from the sale to reduce debt, giving
the Group significant flexibility to support its growth. We have
maintained the same valuation approach (market PE multiple) as we
used in our initiation report (13 April 2022). In our FY22e forecasts, we
have treated the Accountants Group as discontinued and assumed
$10m debt repayment occurred at the start of this year. We have
assumed 75% of the value of the franking credits to determine the
AS$0.72 per share value of the special dividend. Our valuation increases
to AS1.62 (previously A$1.27).
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Reckon B

Following the sale of its Accounting Practice
Management business, Reckon Limited (ASX:
RKN) will become a business accounting
(Australia  and NZ) and legal practice
management software business (US and UK). It
has successfully developed cloud-based versions
of its products which it now provides across each
of its customer segments. Its Business Group
revenue growth is also expected to come from
white labelled products and payments strategies
such as the one with Novatti.

https://www.reckon.com/au/

1H 2022 - launch of 3 new cloud-based products
3 months - completion of sale

2H 2022 - payment of special dividend

Aug-22 - 1H FY22 result
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Figure 1: Financial summary

Reckon Limited (RKN-AU)

Year End 31 Dec FY20  FY21  FY22E  FY23E  FY24E

Core PE X 20.1x 18.0x 13.3x 12.0x 10.8x  Share Price ($) $1.27

EV/EBIT X 19.9x 16.8x 11.7x 10.0x 8.2x Market capitalisation (Basic SOI) ($m) 144

EV/EBITDA x 6.8x 5.9x 4.7x 4.4x 3.9x Valuation ($) $1.62

Div yield % 7.1% 7.1% 6.0% 5.0% 5.6% Shareson issue (Basic) (m) 1133

FCFYield % 4.1% 5.8% 7.0% 8.3% 9.9% Shareson issue (diluted) (m) 116.5

This table is based on post payment of special dividend

Revenue 49.0 49.5 52.4 54.9 57.8 26.2 21.7 26.2 22.8 26.2 23.3
Change pcp % 1.0% 5.8% 4.8% 5.3% 0.0% 5.0% -0.1% 2.3%

Underlying EBITDA 17.7 17.6 19.6 21.4 23.6 9.7 6.8 9.7 8.1 10.0 7.6
EBITDA growth % -0.9% 11.5% 9.4% 10.1% 0.0% 19.5% 3.5% -6.2%
EBITDA margin % 36.2% 35.5% 37.4% 39.1% 40.9% 36.9% 31.1% 36.9% 35.4% 38.2% 32.5%

Depreciation & Amortisation -11.7 -11.4 -11.7 -11.9 -12.2 -6.0 -6.3 -5.2 -6.5 -5.5 -5.9

EBIT 6.1 6.2 7.9 9.5 11.4 3.7 0.4 4.5 1.6 4.5 1.7

Net interest expense* -0.6 -0.4 -0.6 -0.6 -0.6 14.1% 1.9% 17.1% 7.0% 17.3% 7.1%

Profit Before Tax* 5.4 5.8 7.3 8.9 10.8

Tax and adjustments* -1.3 -1.8 -7 -2.2 A Performance ratios FY21 FY22E FY23E FY24E

Minorities 0.0 0.6 0.6 0.2 -0.4 ROE (%) 38.7% 26.1% 55.3% 55.8%

NPAT (underlying)* 4.1 4.6 6.2 6.9 7.6 ROIC (%) 82%  12.0%  34.0%  38.1%

Discontinued and significant items 5.6 5.2 2.1 0.0 0.0 ND/(ND +Equity) 0.4x 0.4x 0.4x 0.3x

NPAT (owners) 9.7 9.8 8.3 6.9 7.6 ND/EBITDA Llx 0.4x 0.5x 0.4x

* Accountant Group treated as discontinued

Per Share Data FY20 FY21 FY22E FY23E FY24E @ Segments FY21 FY22E FY23E FY24E

Ave. diluted shares outstanding  m 116 116 116 116 116 Revenue

Underlying EPS cps 3.5 3.9 5.3 5.9 6.6 Business Group 39.9 41.3 42.2 43.1
growth pcp % 11.5% 35.0% 11.4% 10.9% Accountant Group now treated as discontinued

Reported EPS (owners) cps 8.4 8.4 7.1 5.9 6.6 Legal Group 9.6 11.1 12.7 14.7
growth pcp % 0.4% -15.6% -16.8% 10.9% Total Group 49.5 52.4 54.9 57.8

DPS (declared) cps 5.0 5.0 4.3 3.6 3.9 EBITDA

Payout (on underlying) % 142% 127% 80% 60% 60% Business Group 20.4 21.2 21.8 22.4

Accountant Group now treated as discontinued

Balance sheet ASm FY20 FY21 FY22E FY23E arkid Legal Group 0.5 1.8 3.2 4.9

Cash & Deposits 1 1 2 1 0 Central Admin Costs -3.3 -3.4 -3.6 -3.8

Receivables 4 3 3 3 3 Total Group 17.6 19.6 21.4 23.6

Inventory 1 1 1 1 1 Margin

PP&E 2 2 2 2 2 Business Group 51.1% 51.4% 51.7% 52.0%

Intangibles 66 58 29 32 34 Accountant Group now treated as discontinued

Other Assets 9 7 5 5 5 _Legal Group 5.3% 15.9% 25.3% 33.7%

Total Assets 83 72 43 44 46 Total Group 35.5% 37.4% 39.1% 40.9%

Payables 4 4 5 5 5

Borrowings (incl. Lease Liab) 38 2 1 1 9

Provisions / other 15 14 14 14 14 g Yolme Pres ‘o

Total Liabilities 58 40 30 30 29

Shareholders' Funds 25 32 12 14 17 ... =

Net Cash (AASB 16) 37 -20 -9 -10 -9

Cashflow statement ASm FY20 FY21 FY22E FY23E FY24E .

EBITDA 17.7 17.6 19.6 21.4 23.6 -

Net interest -0.9 -0.5 -0.6 -0.6 -0.6 ot

Tax paid -2.5 -1.1 -2.2 -2.7 -3.2

Working capital movements 18.1 15.2 0.1 0.1 01 ¥ os0

Capitalised Development + Other -19.5 -20.3 -10.5 -13.8 -13.1

Operating CF 12.9 10.8 6.3 4.4 6.8 ¢ S am e em | mer o | e e

Capital expenditure -0.5 -0.7 -1.1 -1.1 -1.1

Asset and business sales (net of cash) 0.0 129 80.0 0.0 0.0

Purchase of investments 0.0 0.0 0.0 0.0 0.0

Other 11 0.7 0.0 0.0 0.0 - - - -

Investing CF 0.6 12.9 78.9 11 11 Foll'owmg the sale' of its Accounting 'Practlce Management

Net borrow + princ. lease payments 78 17.8 85 0.0 20 busmess_, Reckon L_lmlted (ASX: RKN) will bec.ome a business

Dividends paid 5.7 5.7 75.8 5.0 4 | accounting ({\ustraha and NZ) and legal practice management

Dividends to non-controlling interests 0.0 0.0 0.0 0.0 0.0 software busmes.s (Us :’:\nd UK). It ha_s stllccessfully .developed

New share issues 0.0 0.0 0.0 0.0 0.0 cloud—bas.ed versions of its products which |.t now provides across

Financing CF 135 235 84.3 5.0 6.1 each of_ its customer segments. Its Bu5|‘ness Group revenue

4gEffect of FX Rate Changes on Cash 0.0 0.0 0.0 0.0 0.0 growth is also expect'ed to come from whlte la bell'ed products

Netchan eiggn cash 0.0 03 0.9 g BF and payments strategies such as the one with Novatti.

Source: Company, MST Access
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I Investment View

We believe both earnings quality (or certainty) and earnings growth is better than market, meaning that we
think this stock should trade on at least a market multiple (after applying a discount for the size of the
Company). We use a PE multiple to value the business but note that other FY22e metrics are attractive: EV /
EBITDA of 4.7x, fully franked dividend yield of 6%, and a free cash flow yield of 7%.

We also expect that from a broader market perspective, it is likely that companies such as Reckon with strong
earnings and cash flow are likely to become relatively more attractive to investors. In relation to its
competition, the market's focus on delivering cash and earnings rather than simply revenue may put pressure
on the advertising spend of high growth / low profit competitors.

Reckon was late to the cloud-based software party, mostly due to the nature of its Intuit licence. In the
Business software segment, which competes with Xero - Reckon now has a full cloud-based product with
similar functionality and usability (as determined by independent surveys) and has been holding market share
in cloud users for the last five years. We do not think that this is a ‘winner-takes-all’ market and that there is
room for multiple competitors; the US and UK business accounting software markets show a much higher
level of fragmentation than ANZ. In addition, Reckon is pursuing revenue growth in niche applications that
leverage market position: white labelled versions of its software, and payments based solutions such as that
most recently announced with Novatti.

Reckon's US based Legal Group, nQ Zebraworks, resulted from a merger with Zebraworks in 2020. The
management team that came with Zebraworks has a highly successful track record of developing software
for legal firms, having developed and sold products to both Thomson Reuters and Bloomberg which have
become the core software solutions that these companies provide to the legal industry. In addition, the team
comes with expertise in cloud-based product development while also being able to leverage the work done
elsewhere in the Reckon Group. The terms of the merger set an ambitious 5x revenue target to be achieved by
2027 for the division (c.$50m), highlighting the potential upside of the business. We think that that should this
target be achieved, Reckon's share of this business could be worth AS100m.

We chose a PE multiple to value the company. Our preferred metric across our coverage universe is EV /
EBITDA multiples, but the high level of capitalised development costs and resulting amortisation makes an
EV / EBITDA based valuation less useful.

Transaction Details

The book value (net assets) of The Accountants Group at 31 Dec 2021 was $30.5m. We have assumed that there
is $20m of tax payable on this transaction (which implies a 30% tax rate) but depending on tax losses in the
Group, this could be lower. The payment of $20m of tax would generate franking credits of $46.7m - ie
dividends of $46.7m could be fully franked. If Reckon reduces debt by $10m (it has only said that it expects to
reduce debt without specifying an amount), there is $70 payable as a special dividend which would be franked
to 70%.

On a per share basis, this represents a dividend A$0.59 per share with a further A$0.18 per share value in the
franking credits for shareholders that can fully utilise the tax benefits. From a valuation perspective, we apply
a 75% discount to the full value of franking credits to give a value to the dividend of A$0.72 per share.

MST Access has been engaged and paid by the company covered in this report for

ongoing research coverage. Please refer to the full disclaimers and disclosures.
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Figure 2: Transaction summary

Sale of Accountants Group Notes
Date announced 19/05/2022
Completion / Settlement 31/08/2022 est
Sale price ASm 100.0
Costs ASm -3.0 est
Net sale price ASm 97.0
Book Value ASm 30.5 FY21AR
Profit on sale ASm 66.5
Tax ASm 20.0 est
Implied tax rate 30%
Franking credits generated ASm 46.7
Repayment of debt ASm 10.0 est
Special dividend ASm 67.0
% of Dividend franked 70%
Value of these franking credits @ 75% ASm 15.0
SOl #m 113.3  basic SOl
Dividends / share AS 0.59
DPSincluding value of 75% of franking AS 0.72

Source: Company, MST Access

We assume that the dividend is paid before the end of the year and therefore falls in FY22. To achieve this, we
assume that Reckon is able to pre-pay and thereby generate the franking credits to allow the dividend to be
franked.

Valuation

Our valuation methodology remains unchanged from our initiation report (13% April 2022). We have applied
our new estimate of underlying FY22e earnings (where the Accountants Group is treated as discontinued) and
used the same market multiple approach to estimate Group value: this will include only the earnings from the
Business Group and the Legal Group, and the value of the special dividend (A$0.72 which includes 75% of the
value of the franking credits).

Figure 3: Valuation - including comparison with previous valuation (Initiation report)

Initiation report Current

FY22e NPAT ASm 8.8 6.2

Diluted SOI #m 116.5 116.5
EPS AS 0.076 0.053
PE multiple (market multiple) X 16.8 16.8
Valuation AS 1.27 0.89
Special dividend AS 0 0.72
Valuation AS 1.27 1.62

Source: Company, MST Access

The Legal Group now represents a much greater proportion of Group revenue than previously, but a simple
earnings-based valuation implies only limited value for this segment given its limited contribution to Group
earnings. While there are some strong growth targets for this business - 5x revenue growth by 2027 - the
products have only recently been released. Once we have further visibility of the growth and performance of
this segment, a sum-of-the-parts valuation may be more appropriate to capture this value.

MST Access has been engaged and paid by the company covered in this report for

ongoing research coverage. Please refer to the full disclaimers and disclosures.
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Risks

- A key risk for the Business Group is that larger competitors compete more aggressively through
marketing spend or price, which could cause Reckon's traction to wane/share to decline, negatively
impacting revenue/earnings as well as Reckon’s potential to fight back. Currently Xero holds a
significant amount of power given its c.60% share and dominant position. However, as outlined
Xero’s current geography of focus is North America, and we therefore expect that the company will
rely on stable earnings within ANZ to fund aggressive growth in North America and as such will not
compete as aggressively with Reckon.

- The otherrisk is that given Reckon initially lagged the market in developing a cloud-based solution
is that the company will never be able to ‘close the gap’ to its competitors that are enjoying early-
mover advantages. This is a significant risk given the size of the development spend that the global
worldwide players are willing to continue to invest in their technology to sustain their competitive
advantage. In YEM21 Xero’s total R&D expense was NZ$250m (c.A$239m) which completely dwarfs
Reckon’s development investment of A$19m in FY20 and A$20m in FY21. Again, Xero’s product
development road map is highly focussed on execution in North America, but one of their strategic
priorities is to build for global scale innovation which incorporates investments in Al/machine
learning, as well as their platforms, people, and operations. It is for this reason that Reckon has
focussed its operations on niche opportunities such as white labelling and tailored solutions. Reckon
has committed to continue R&D investment of a similar magnitude and continues to attract talent
given the desirability of working on Cloud technology.

- In June 2021, Novatti purchased a 20% strategic stake in Reckon. To date, Novatti remains loss
making and focussed on revenue growth. Should the access to new capital be substantially reduced,
and Novatti need to raise additional capital to continue to drive revenue growth, Novatti may
consider disposing of its stake in Reckon to generate cash flow. Should this happen, it may lead to
short term share price weakness. This transaction is expected to result in a dividend of $14m with the
franking credits unlikely to be of value to Novatti shareholders.

MST Access has been engaged and paid by the company covered in this report for

ongoing research coverage. Please refer to the full disclaimers and disclosures.
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Disclaimers and Disclosures

MST Access is a registered business name of MST Financial Services Pty
Ltd (ACN 617 475 180 “MST Financial”) which is a limited liability
company incorporated in Australia on 10 April 2017 and holds an
Australian Financial Services Licence (Number: 500 557). This research
isissued in Australia through MST Access which is the research division
of MST Financial. The research and any access to it, is intended only for
"wholesale clients" within the meaning of the Corporations Act 2001 of
Australia. Any advice given by MST Access is general advice only and
does not take into account your personal circumstances, needs or
objectives. You should, before acting on this advice, consider the
appropriateness of the advice, having regard to your objectives,
financial situation and needs. If our advice relates to the acquisition, or
possible acquisition, of a financial product you should read any
relevant Product Disclosure Statement or like instrument.

This report has been commissioned by Reckon Limited and prepared
and issued by Andrew Johnston of MST Access in consideration of a fee
payable by Reckon Limited. MST Access receives fees from the
company referred to in this document, for research services and other
financial services or advice we may provide to that company.

MST Financial also provides equity capital markets (“ECM”) and
corporate advisory services through its capital markets division, MST
Capital Markets (“MST Capital”). MST Capital provides these services to
a range of companies including clients of the MST Access service. As
such, MST Capital may in future provide ECM and/or corporate advisory
services to the company that is the subject of this research report and,
accordingly, may receive fees from the company for providing such
services. However, MST Financial has measures in place to ensure the
independence of its research division is maintained, including
information barriers between its Capital Markets and Research teams.
In addition, neither MST Access, not any of its research analysts, receive
any financial benefit that is based on the revenues generated by MST
Capital Markets or any other division of MST Financial.

The analyst has received assistance from the company in preparing this
document. The company has provided the analyst with
communication with senior management and information on the
company and industry. As part of due diligence, the analyst has
independently and critically reviewed the assistance and information
provided by the company to form the opinions expressed in the report.
Diligent care has been taken by the analyst to maintain an honest and
fair objectivity in writing this report and making the recommendation.
Where MST Access has been commissioned to prepare content and
receives fees for its preparation, please note that NO part of the fee,
compensation or employee remuneration paid will either directly or
indirectly impact the content provided.

Accuracy of content: All information used in the publication of this
report has been compiled from publicly available sources that are
believed to be reliable, however we do not guarantee the accuracy or
completeness of this report and have not sought for this information to
be independently certified. Opinions contained in this report represent
those of MST Access at the time of publication. Forward-looking
information or statements in this report contain information that is
based on assumptions, forecasts of future results and estimates of
amounts not yet determinable, and therefore involve known and
unknown risks, uncertainties and other factors which may cause the
actual results, performance or achievements of their subject matter to
be materially different from current expectations.

Exclusion of liability: To the fullest extent allowed by law, MST Access
shall not be liable for any direct, indirect or consequential losses, loss
of profits, damages, costs or expenses incurred or suffered by you
arising out orin connection with the access to, use of or reliance on any
information contained in this report. No guarantees or warranties
regarding accuracy, completeness or fitness for purpose are provided
by MST Access, and under no circumstances will any of MST Financials’
officers, representatives, associates or agents be liable for any loss or

damage, whether direct, incidental or consequential, caused by
reliance on or use of the content.

General Advice Warning

MST Access Research may not be construed as personal advice or
recommendation. MST encourages investors to seek independent
financial advice regarding the suitability of investments for their
individual circumstances and recommends that investments be
independently evaluated. Investments involve risks and the value of
any investment or income may go down as well as up. Investors may
not get back the full amount invested. Past performance is not
indicative of future performance. Estimates of future performance are
based on assumptions that may not be realised. If provided, and unless
otherwise stated, the closing price provided is that of the primary
exchange for the issuer’s securities or investments. The information
contained within MST Access Research is published solely for
information purposes and is not a solicitation or offer to buy or sell any
financial instrument or participate in any trading or investment
strategy. Analysis contained within MST Access Research publications
is based upon publicly available information and may include
numerous assumptions. Investors should be aware that different
assumptions can and do result in materially different results.

MST Access Research is distributed only as may be permitted by law. It
is not intended for distribution or use by any person or entity located
in a jurisdiction where distribution, publication, availability or use
would be prohibited. MST makes no claim that MST Access Research
content may be lawfully viewed or accessed outside of Australia.
Access to MST Access Research content may not be legal for certain
personsand in certain jurisdictions. If you access this service or content
from outside of Australia, you are responsible for compliance with the
laws of your jurisdiction and/or the jurisdiction of the third party
receiving such content. MST Access Research is provided to our clients
through our proprietary research portal and distributed electronically
by MST to its MST Access clients. Some MST Access Research products
may also be made available to its clients via third party vendors or
distributed through alternative electronic means as a convenience.
Such alternative distribution methods are at MST’s discretion.

Access and Use

Any access to or use of MST Access Research is subject to the Terms
and Conditions of MST Access Research. By accessing or using MST
Access Research you hereby agree to be bound by our Terms and
Conditions and hereby consent to MST collecting and using your
personal data (including cookies) in accordance with our Privacy Policy
(https://mstfinancial.com.au/privacy-policy/), including for the
purpose of a) setting your preferences and b) collecting readership
data so we may deliver an improved and personalised service to you. If
you do not agree to our Terms and Conditions and/orif you do not wish
to consent to MST’s use of your personal data, please do not access this
service.

Copyright of the information contained within MST Access Research
(including trademarks and service marks) are the property of their
respective owners. MST Access Research, video interviews and other
materials, or any portion thereof, may not be reprinted, reproduced,
sold or redistributed without the prior written consent of MST.

Level 13, 14 Martin Place, Sydney, NSW 2000
Main +61 2 8999 9988
www.mstfinancial.com.au
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