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Capita might not be a household name, but
most of you will likely have used their services,
whether it be to pay your TV license or when
entfering a car park with automatic registration
plate recognition.

The company was founded in 1984 to
take advantage of increased outsourcing
opportunities created by Margaret Thatcher’s
Conservative Government. Capita floated in
1989 and flourished to become one of the
Government’s largest contractors, as successive
Governments embraced the larger role private
companies could play in the provision of public
services. Interestingly, Labour Governments have
actually been the largest source of outsourcing
work, as opposed to Conservative Governments.

Contract wins came in thick and fast across
industries including defence, education, health,
and transport. Recruitment contracts for the
British Army and customer service contracts
from private companies, such as Carphone
Warehouse, fuelled growth at seemingly
impressive  margins. As Capita expanded,
overzealous management went on a merger
and acquisitions (M&A) spree to accelerate
growth even further.

Everything seemed rosy and Capita’s share
price rocketed. The shares were a darling of
the market; £100 invested at IPO (initial public
offering) in 1989 was worth £36,900 at their
peak on 20 July 20715 Revenues reached a
heady £4.7bn and Capita’s market capitalisation
climbed to £8.8bn% But they do say that the
bigger they are, the harder they fall.

Fast forward seven years to 20 July 2022 and
Capita’s market capitalisation was just a mere
£493m? despite having tapped shareholders
for £700m in the interim, in order to repair its
stretched balance sheet. That equated to a total
shareholder return of minus 96% over those
seven years*.

Capita was generating a lower but still healthy
amount of revenue (£3.2bn in 2021), had a new
management team, and a clear plan to further
strengthen its balance sheet, stabilise revenues,
improve margins, and generate cash flow.
Needless to say, that perked our interest.

Our analysis was relatively simple but suggested
significant upside fo the share price. Importantly,
we thought there was a high probability that
Jonathan Lewis (the new CEO) could successfully
execute on the Board’s turnaround plan. We
believed there was life in the old dog yet.

On 20 July 2022, the last reported net debt figure
(ex-leases) was £431m, but the company had
declared disposal proceeds of £203m since
then, and an undisclosed sum for the sale of a
specialty insurance business (we assumed £18m
which was six times profit before tax). This alone
meant that net debt (ex-leases) actually now
stood somewhere in the region of £210m and the
company still had businesses earmarked for sale
that were generating revenues of £338m.

If Capita could achieve a price o sales multiple
of 0.7x then this would generate £237m of further
disposal proceeds and leave the company
with no net debt (ex-leases) if it chose not to
accelerate scheduled deficit pension payments
that totalled £105m. If the company chose to
accelerate those pension deficit payments,
then net debt (ex-leases) would still only be
£78m. Last reported leases stood at £448m
and assumed to be just £387m after planned
business disposals.

Prior to Capita’s share price collapse in 2015,
the business generated operating margins of
13.7%. These proved to be unsustainable, but in
our analysis we assumed operating margins
of just 6% were achievable. On a revenue base
of £2.6bn (after business disposals) this meant
Capita should have been capable of producing
operating profits of £156m.

Placing an undemanding 12x multiple on those
profits yielded an enterprise value (equity plus
net debt and leases) of £1.9bn. Subtracting
the negligible £78m of net debt (ex-lease) and
£387m of leases left the equity theoretically worth
£1.4bn in the future. This represented upside
of 209% on the current market capitalisation of
£493m.

Since our investment, Capita have completed
several disposals, some at very attractive
multiples. Revenue has started to grow and was
£2.85bn in 2022 (£2.6bn post disposals), whilst
management for the first time reported that in
the medium term (three years) the company
should be able to achieve at least double
the operating margins it did in 2022. Capita
generated operating margins of 3.0% in 2022
and so our assumption of 6.0% in the future will
likely prove conservative.

There have been no material positive earnings
surprises since 20 July 2022 (we first invested on
22 July 2022), yet the shares have rallied 41%°,
already making good progress towards the 185%
upside we believe there ultimately is. All that has
actually happened since 20 July 2022 is that the
company has started to deliver on the strategy it
had previously laid out.

We undertake rigorous fundamental analysis
on all of our new investments and often find
the best opportunities present themselves when
others are fearful and sentiment has forced
share prices adrift from their fundamentals. This
was evidently the case with Capita. There’s life in
the old dog yet.

Sources:

1Bloomberg Finance L.P. 30/05/89-20/07/2022

2 Bloomberg Finance L.P. 20/07/2015

3 Bloomberg Finance L.P. 20/07/2022,

4 Bloomberg Finance L.P. 20/07/2015-20/07/2022
5 Bloomberg Finance L.P. 20/07/22-08/03/23

All Capita figures from Capita PLC Financial Statements and RNS
releases https://www.capita.com/investors

Calculations are Momentum Global Investment Management,
2023
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For more information, please contact your adviser or alternatively contact:

Belvest Investment Services Limited
MERERBERAE

9th Floor, Centre Mark I

305-313 Queen’s Road Central
Sheung Wan, Hong Kong

Important notes

This communication is issued by Belvest
Investment  Services  Limited and/or
Belvest related companies (collectively,
and individually Belvest) solely to its
clients, qualified prospective clients or
institutional and professional investors.
Unless stated otherwise, any opinions or
views expressed in this communication do
not represent those of Belvest. Opinions or
views of any Belvest company expressed
in this communication may differ from
those of other departments or companies
within Belvest, including any opinions or
views expressed in any research issued by
Belvest. Belvest may deal as Distributor or
Agent, or have interests, in any financial
product referred fo in this email. Belvest
has policies designed to negate conflicts of
interest. Unless otherwise stated, this e-mail
is solely for information purposes.

This message may contain confidential
information.  Any use, dissemination,
distribution  or reproduction of this
information outside the original recipients
of this message is strictly prohibited. If
you receive this message by mistake,
please notify the sender by reply email
immediately.

Unless specifically stated, neither the
information nor any opinion contfained
herein constitutes as an advertisement, an
invitation, a solicitation, a recommendation
or advise to buy or sell any products,
services, securities, futures, options, other
financial instruments or provide any
investment advice or service by Belvest.

Tel +852 28271199
Fax +852 2827 0270
belvest@bis.hk

www.bis.hk

No representation or warranty is given as
to the accuracy, likelihood of achievement
or reasonableness of any figures, forecasts,
prospects or return (if any) contained in the
message. Such figures, forecasts, prospects
or returns are by their nature subject to
significant uncertainties and contingencies.
The assumptions and parameters used
by Belvest are not the only ones that
might reasonably have been selected
and therefor Belvest does not guarantee
the sequence, accuracy, completeness
or timeliness of the information provided
herein. None of Belvest, its group members
or any of their employees or directors shall
be held liable, in any way, for any claims,
mistakes, errors or otherwise arising out
of or in connection with the content of this
e-mail.

This e-mail and any accompanying
attachments are not encrypted and cannot
be guaranteed to be secure, complete or
error-free as electronic communications
may be intercepted, corrupted, lost,
destroyed, delayed or incomplete, and/
or may contain viruses. Belvest therefore
does not accept any liability for any
interception, corruption, loss, destruction,
incompleteness, viruses, errors, omissions
or delays in relation to this electronic
communication. If verification is required
please request a hard-copy version.
Electronic communication carried within
the Belvest system may be monitored.





