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Share Discussion: EMIS Group (LSE:EMIS)

EMIS is a software and technology company which provides its services to healthcare organisations 
such as the NHS and pharmacies. Its business is split up into the following areas:

Primary Care - Here software is used to connect different parts of a health service to each other 
such as when a doctor (GP) wants to see what has been written about one of their patients at 
a specialist clinic. The EMIS Health software is used in 56% of English GP practices providing 
access to over 40 million patient records. It is increasingly being used to link up with social, child 
and mental heath services in the NHS.
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Secondary Care - Software used to access patient records in hospitals and in hospital 
pharmacy services.

Community Pharmacy - Emis’ ProScript product provides a variety of services to independent 
and supermarket pharmacy businesses such as dispensing prescriptions and repeat 
prescriptions, updating patient records, ordering and stock control. The company has a 37% 
share of the UK independent pharmacy market.

Specialist Care Services - Such as diabetic eye screening.

patient.info - A web-based medical and wellbeing self help service for consumers.

A key characteristic of EMIS’ business is that most of its revenue comes from subscriptions to its 
software products. This gives a very good source of predictable and recurring revenue. In the six 
months to June 2017, 84% of its revenues were classified as recurring. This is a feature that most 
businesses would be very pleased to have.

A brief glance at some key financial performance indicators suggests that EMIS is a very good 
business.

It has very decent returns on capital employed (ROCE)

It turns most of its operating profits into operating cash flow.

With good conversion into free cash flow as well.

It also has pretty clean finances as well. Net cash balances were £10.5m at the end of June 2017.
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This is all well and good but to make a good long term investment a company needs an essential 
ingredient - profits growth. Even if you have fantastic ROCE and good cash generation, without the 
expectation of reasonable profits growth going forward a share price is unlikely to move upwards in 
my opinion - unless it is extremely undervalued.

Growth is where EMIS is falling short if its recent interim results are anything to go by. Sales are 
down by 1% and underlying operating profits fell by the same amount. The company tried to keep 
customers happy with a 10% hike in the interim dividend per share.

EMIS’ main difficulty is that its main customer is the NHS. It’s not exactly a secret that NHS funding 
is under severe pressure. This is making it difficult for EMIS to grow its profits in areas such as 
acute care. The good news is that its core business with GP surgeries in England is holding up well 
with growth potential from a rollout of its software in the rest of the UK and in areas such as child 
protection.

Pharmacies have also seen their funding levels cut. In this area of the market, EMIS is targeting 
market share gains in order to grow. The business is doing well with a 16% growth in profits during 
the first half of the year. EMIS is just about to launch a new prescription software which it hopes will 
help it increase its share of the pharmacy market from 37% to 50%.

Elsewhere the company is struggling to make additional profits. Its Specialist Care business saw 
good sales growth of 19% in the first half of the year but moved from a small profit a year ago to 
a small loss this year. There is also a risk that it may lose customers following its non-selection for 
Public Health England’s screening platform.
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patient.info has seen rapid sales growth of 42% but also moved from a small profit to a small loss. I 
like the idea behind this business and think it fits in well with initiatives to get people to try and look 
after themselves and take pressure off the NHS. But with just under £1.5m of sales from over 17 
million monthly website visitors in the first half of the year I am struggling to see how it is going to 
make a meaningful contribution to EMIS’ profits going forward.

Profits have been held back slightly by the costs of implementing new contracts in 2017 and these 
costs will not be repeated in 2018. There should also be some revenue growth from the Pharmacy 
business from new business but I do not see scope for profit upgrades from analysts with this 
company given the tough funding position in the NHS. If anything, forecasts could be a little bit 
optimistic based on current growth rates but given that I do not follow this company on a full-time 
basis this opinion may be misplaced.

At 919p, EMIS shares trade on just over 20 times 2017 forecast earnings. Despite its high quality 
profits that looks high enough to me given the muted and uncertain growth outlook.

Software companies and deferred income

One of the important parts of a software company’s finances with subscription revenues is 
something known as deferred income or deferred revenue.

Deferred income refers to cash that has been received as a lump sum - such as an annual software 
subscription - but has not been earned. For example, if you take out an annual subscription to 
SharePad for £250 per year on January 1, the £250 goes onto our balance sheet as a deferred 
income liability. It is a liability because SharePad has an obligation to the subscriber to provide 
the service for a year. Every month, £20.83 is earned as revenue in our income statement. This 
continues until the initial £250 has been used up.

In the case of EMIS we can see deferred income show up in its balance sheet and cash flow 
statement.
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We can see that EMIS’ deferred revenue balance has increased by just over £9m since the end of 
December 2016.

This is picked up as an operating cash inflow in the cash flow statement.

But what do deferred income balances mean to you as an investor? How do you interpret them?

The truthful answer is that it is not easy. Deferred income can be a useful source of cash flow 
- very similar to a working capital inflow such as increasing trade creditors - especially for young 
businesses who need sources of finance.

However, a growing deferred income balance is not necessarily a sign of growing revenue in the 
future. It can be but it may also be due to the timing of subscriptions or the size of them - a renewal 
of a two year subscription will clearly have a bigger impact on deferred income than an annual one 
but will not increase revenues going forward.

You would prefer to see the balances increasing rather than shrinking. A shrinking deferred income 
balance may be a warning sign of lower growth or falling revenues ahead.

Share Discussion: Restaurant Group

As you can see from the chart, 
Restaurant Group has swiftly 
moved from stock market 
darling to stock market dog. 
The owner of the Frankie & 
Benny’s and Chiquito restaurant 
chains represents a retail roll out 
that has been and gone as far 
as investors are concerned.

The best time to own a 
restaurant or retail company 
share is when the company 
behind it is opening up lots of new maturing outlets. This tends to lend itself to a combination of 
growing profits from the maturing outlets’ like-for-like sales and growth in store numbers. Stock 
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markets have a tendency to put high valuations on these growing profits which can make them 
good trading shares.

Eventually the roll out, like-for-like sales growth and profitability peaks and sometimes the process 
goes into reverse. Management is then given the task of trying to get the company back on track.

This is the situation that Restaurant Group finds itself in at the moment. If last week’s half year 
results are anything to go by, the turnaround plan is not going well. The company has brought in 
a new chief executive to try and sort things out but perhaps one of Warren Buffett’s many famous 
quotes is true in this respect.

“When a management with a reputation for brilliance tackles a business with a reputation for 
bad economics, it is the reputation of the business that remains intact.” Warren Buffett

Sales were down but pre-tax profits were down by nearly a third to £25.5m. Underlying profit 
margins fell significantly from 10.5% to 7.9%. What is concerning is that the trend in like-for-like 
sales seems to be getting worse as the company has cut prices at its restaurants but also has to 
battle against a backdrop of fierce restaurant competition, rising cost pressures and increasingly 
cash-strapped consumers. On the bright side, its Pubs and Concessions business is doing well. 
However, it is the Restaurants that will drive profitability and the share price.

The first 20 weeks of 2017 saw LFL sales down by 1.8%. The 34-week rate of decline is 2.5% that 
implies that LFL sales have declined by 3.5% during the last 14 weeks. When costs are rising, a 
business needs increasing revenues to offset them and/or to get more efficient.

The company is improving its gross margins and cutting costs but there must be a risk that profit 
margins continue to come under pressure.

City analysts are expecting around 21.5p of EPS this year which puts the shares on a forward PE 
of 14.6 times. With no big recovery in profits on the cards this valuation looks quite punchy in the 
context of the quoted restaurants and bar sector. I think it is quite difficult to justify a big premium to 
a reasonably well run pub business such as Greene King even after the latter’s debt levels are taken 
into account.

The dividend yield of 5.5% is not growing but does give some support to the shares for now. Free 
cash flow is holding up as capex has been cut back and this should mean free cash flow will be 
sufficient to cover the dividend this year. If profits fail to pick up then the dividend will be under 
threat.
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Share Discussion: Belvoir Lettings

Lettings agencies are going 
through a tough time at the 
moment. Having profited on the 
back of the buy-to-let boom, 
where income-starved investors 
ploughed their savings into 
property, the tide has firmly 
turned against them.

Landlords have been hit by 
additional stamp duty costs and 
curbs on their ability to offset 
some mortgage interest costs 
against their rental income. This has taken a lot of the heat out of the buy-to-let market. Letting 
agents have also been in the firing line and have lost a lucrative source of income and profits from 
charging tenants high and unnecessary fees.

Belvoir Lettings is the UK’s largest letting agency franchise. I am a big fan of franchises. Good ones 
tend to be very profitable as they get a steady stream of royalty income from franchisees without 
most of the costs and overheads of running a chain of businesses.

Belvoir is no exception to this and has very 
attractive profit margins.

The company has steadily grown its number of 
franchisees over the years and has bought up 
competitors. 

This week’s interim results saw a big jump in 
pre-tax profits from £1.07m to £1.73m driven 
mainly by the acquisition of Northwood in 
2016. Underlying management service fees (MSF or franchise income) increased by 4% which is 
respectable given the difficult market backdrop. The company also sold more properties following its 
push into estate agency.

The lettings market is unlikely to collapse given poor levels of affordability for people wanting to buy 
homes. Belvoir has been busy supporting its franchisees by lending them money to buy out local 
rivals. This will help grow market share and MSF growth next year. The company now has 57,637 
properties on its books compared with 54,000 a year ago.

As well as estate agency, the company is looking to sell mortgage advice and products having 
bought Brook Financial Services in July this year.

Current trading is in line with expectations and cash flow remains healthy enough to pay an 
unchanged interim dividend of 3.4p per share.
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I think Belvoir is a steady business that should be robust enough to weather the current tough 
conditions in the UK lettings market. The main attraction of the shares is its high dividend yield of 
6.4%.

This is unlikely to grow much and is just about covered by free cash flow. The shares may be worth 
consideration as part of a well diversified income portfolio but you are unlikely to grow rich from 
owning them.

Filter: A simple screen for cheap quality shares with momentum

Momentum investing - buying shares 
which have gone up in price a lot 
- is all the rage at the moment with 
shares such as Fevertree Drinks and 
IQE delivering spectacular gains for 
shareholders. Buying expensive shares 
in the hope that they get even more 
expensive isn’t everyone’s cup of tea 
but you can’t argue with some of the 
results.

For those of you who don’t like doing this you can add some quality and valuation criteria to a simple 
momentum indicator such as a relative strength index (RSI). Here is a very simple filter you can build in 
SharePad and ShareScope in a couple of minutes. It uses the following criteria:

Quality - ROCE of 15% or more. In SharePad, choose the option to exclude intangibles from 
the calculation of capital employed.

Valuation - Forecast PE of no more than 15.

3 month RSI between 60-70 - a share price in an upwards trend but not considered to be 
overbought yet.

Play around with these criteria and see if you can come up with some interesting shares to trade.

This newsletter is for educational purposes only. It is not a recommendation to buy or sell shares or other investments. Do your own 
research before buying or selling any investment or seek professional financial advice.
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