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A bargain opportunity to play the mobile payments boom

A modest forward PE ratio of 18 belies the fact this highly cash generative company has
increased its Ebitda more than fourfold in four years. Plus there’s the sweetener of a 4.2 per cent
prospective dividend yield.

Simon Thompson’s view:

London-based payment processing company Fonix Mobile (FNX) listed its shares on Aim

last October and received the backing of some smart fund managers. Next month’s

maiden annual results will highlight exactly why, with analysts predicting double-digit

organic growth in transaction volumes, revenue, profits and new client wins. Cash

generation should be mightily impressive, enabling the board to pay out 75 per cent of

net earnings as dividends. A robust pre-close trading update indicates that these positive

trends are set to continue into the current financial year, and well beyond, making this an

ideal time to buy shares in this small-cap gem.

Source: FactSet

1



Bull points

1. Scalable cloud based software platform.

2. Low capital expenditure needs and high return on equity.

3. Strong free cash flow underpins forecast 75 per cent pay-out ratio.

4. Low cost operating structure supports robust operational gearing.

5. Long standing customer relationships and 100 per cent client retention.

6. Strong structural position and growing market share.

7. Targeting domestic mobile commerce growth and international expansion.

8. Tangible benefits to both consumers and clients.

9. Exceptional track record of growth.

10. Co-founders and senior management retain significant shareholdings.

11. Smart institutions backed IPO.

Bear points

1. Longer sales cycles due to lack of face-to-face meetings during pandemic.
2. Client concentration risk.
3. Potential competition.
4. Future income depends on cross selling and up-selling new services.

Key information

Fonix Mobile (FNX)

Ticker FNX

Current price 135p

Target price 190p

Market cap £135m

52 week high 190p

52 week low 83p

Net cash £31.2m (30 June 2021 - finnCap forecast)

Shares in issue 100m

Financial year end 30 June

Next event Annual results, 23 September 2021

Website fonix.com
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Founded in 2006, Fonix Mobile (FNX) has been one of the fastest growing technology

companies in recent years, winning many accolades including inclusion in the prestigious

Deloitte’s Fast 50 and FT Future 100 UK lists.

Fonix boasts over 120 clients (including ITV, Bauer Media, BT, Global Radio and BBC

Children in Need) across a range of multi-billion pound sectors such as media, gaming,

charity, ticketing and digital services. Fonix’s main business is a mobile payments service

that enables merchants to charge customers' mobile phone bills for products or services.

This segment accounted for 83 per cent of Fonix’s gross profit in the 2020 financial year.

Source: Fonix Mobile

The other two operating segments are mobile messaging, which allows Fonix’s customers

to communicate, notify and market to consumers, and managed services which represent

fees charged and non-transactional revenue.
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Source: Fonix Mobile

Effectively, Fonix enables its clients access to the customer base of mobile carriers while

also enabling mobile carriers to provide additional services in the form of carrier billing,

SMS billing, messaging and voice short codes.

The company is a Tier 1 aggregator with direct technical connections to all the major UK

mobile network operators (MNOs). The long-term nature of these contracts, many of

which have been in place for over a decade, has resulted in Fonix gaining access to over

95 per cent of the UK mobile consumer audience and enabled the company to develop a

strong reputation in the marketplace.

Fonix’s offering is proving incredibly popular - its top 10 clients have been customers for

over seven years and account for around 82 per cent of the company’s total payment

volumes of £233m in the 2020/21 financial year, up from £212m the year before. Active

clients numbers increased 13 per cent in the latest 12-month trading period and churn is

virtually non-existent.

In fact, over 99 per cent of income is of a recurring nature. Fonix is also highly profitable.

In the four years to 30 June 2021, the company has tripled its gross profit from £3.7m to

£11.3m and increased earnings, before interest, taxation, depreciation and amortisation

(Ebitda) by 363 per cent, from £1.9m to £8.8m.
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Source: Phone-paid Service Authority (PSA) Annual Market Review (August 2020)

An asset-light and scalable proprietary cloud-based business model means that the

company is highly cash-generative. Forecast free cash flow of £5.7m in the year just

ended is set to rise to £7.6m in 2021/22, according to house broker FinnCap, implying

the shares offer an attractive prospective free cash flow yield of 6 per cent. The robust

cash generation also means that with capital expenditure requirements low – research

and development costs have consistently been between £300,000 to £500,000 per

annum – a high proportion of post tax earnings can potentially be paid out to

shareholders in dividends.

Having paid out an interim dividend of 1.7p a share in March 2021, and based on a 75 per

cent pay-out ratio, FinnCap expects Fonix to declare a full-year dividend of 5.2p a share

(at a cost of £5.2m) at the maiden annual results on Thursday, 23 September 2021. The

analysts at FinnCap are also pencilling in a dividend of 5.7p a share (at a cost of £5.7m) in

the 2021/22 financial year, implying the shares offer a healthy forward dividend yield of

4.2 per cent. That’s attractive for the technology sector.
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Fonix Mobile
(FNX)

Ord price: 135p Market value: £ 135m

Touch: 133-137p 12-mth high/low: 190p 83p

Dividend yield: 4.2% PE ratio: 18

Net asset value*: 3.5p Net cash**: £31.2m

Year to Revenue Adjusted Pre-tax
Diluted adjusted

earnings Dividend

30 Jun (£m) profit (£m) per share (p)
per share

(p)

2018 21.8 2.8 2.5 na

2019 31.1 5.2 4.7 na

2020 40.1 7.3 6.1 na

2021^ 45.1 8.4 6.9 5.2

2022^ 49.6 9.1 7.6 5.7
% change 6% 8% 10% 10%

SETSqx

* includes intangibles assets of £0.8m, or 1p a share

** net cash of £31.2m at 30 June 2021 forecast by finnCap

^ FinnCap estimates include pro forma EPS figures prior to IPO and exclude IPO costs for 2020/21 financial year.

Source: Aim Admission Document, London Stock Exchange

It’s not only robust prospects of a progressive dividend policy that attracted some smart

institutions (Slater Investments, Blackrock, Kestrel Partners and Axa) to back last

autumn’s IPO when the company raised £45m, at 90p a share, for selling shareholders.

Fonix also offers sound prospects of delivering double-digit earnings growth in the years

ahead, both by growing the business organically in the UK market and by entering

overseas territories. A launch in Austria is expected soon and management is also in

advanced discussions to launch services in one additional European territory in the

coming months.

The business model

Supported by a proprietary cloud based software platform, Fonix can process in excess of

2,000 transactions per second for clients. Carrier billing transactions that Fonix
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facilitates include one-off purchases, recurring subscriptions and in-app payments, either

by enabling mobile carriers to directly bill consumers, or by supporting both ‘text to buy’

and ‘click to buy’ purchases such as ticketing.

It’s the ideal solution for impulsive purchases as consumers want content to be easily

accessible with an instantaneous purchase process. Converting users that would

otherwise abandon their cart generates new incremental income for clients rather than

eating into established margins. Fonix’s management highlights that carrier billing can

boost conversion rates by as much as 300 per cent compared to credit card payment.

Carrier billing is also ideally suited to small deposits such as top-ups for utilities or

deposits for online gamers and sports bets – the typical spend is between £1.50 to £10

per transaction. Effectively, carrier billing turns the mobile device into a cash register

while offering convenience for consumers. For instance, payments for car parking, cinema

tickets and pay-and-go gyms can all benefit from the immediacy that carrier billing

delivers by eliminating trips to the ticket office and offering a remote way for consumers

to purchase tickets straight from their handsets. Fonix passes 100 per cent of the value of

the transaction to the merchant and then charges it a fee/commission based on the value

of the transaction.

SMS messaging transactions include making donations to charity through a mobile phone

bill, or texting a radio station or a competition. For instance, Fonix processed £13.9m of

donations for the BBC Children in Need campaign last November, the first event in the

UK where a £40 single donation was permitted by MNOs.

In March 2021, over 80 per cent of all public donations ‘made-on-the night’ to Comic

Relief were transacted as Fonix’s SMS payments. Although the fee structure for Fonix’s

work with charities is typically a low fixed fee with a minimal variable element that covers

costs (to ensure the money donated flows to the charities), it’s still a profitable and

growing revenue stream.

A key part of Fonix’s business philosophy is to work closely with clients to improve the

range and quality of services that the company can provide. Fonix's success is built on

focus: a deep product knowledge of both the mobile operator payments and messaging

landscape, coupled with thorough insight into key client sectors. This focus ensures

alignment across all partners in the value chain, with high throughput transactional

performance and optimising payment conversion ingrained in the company’s technology,

operational and commercial culture.

Each target sector is a multi-billion pound market in its own right. For example, the UK

broadcast market delivered £7bn in pay TV revenues in 2020 and the UK charity sector

received over £5.4bn in donations in the first half of 2020 with a noticeable move to

alternative payment strategies due to Covid-19 preventing traditional fundraising. It
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therefore makes sense for Fonix to focus on these growth sectors, particularly given the

company’s expertise within them:

Media. This is Fonix's largest market consisting primarily of TV, radio, print and digital

publishers. The TV Engagement Market is estimated to be £146m (source: PSA Annual

Market Review) and the pay TV market around £7bn (source: statista.com). Fonix’s

growth strategy is to improve upon its position in the SMS billing market, increase market

share by focusing on carrier billing into TV, print and radio paywalls, and support clients

moving into international markets. Management reports strong growth from both

existing clients and continues to win significant new clients business.

Charity. Charity client wins in the past year include Cancer Research and Children in

Need. The focus is on driving Fonix's market leading 'text to donate' and 'click to donate'

products in the UK. It’s a big market opportunity as although £10bn was donated to

charity in 2019 (source: CAF UK Giving Report 2019), only £40m was donated through

carrier billing.

Gaming. This market is large but underserved by carrier billing. Fonix’s management sees

scope to win new clients as well as work on an international roll-out of existing clients.

In 2019, the UK online gaming market was worth £5.5bn but carrier billing only

accounted for £43m of these deposits, according to the UK Gambling Commission. In the

past year, Fonix’s new customer wins include Intouch Games, the operator behind

multiple world leading brands in the mobile casino (eGaming) sector and it has more than

5m UK players.

Fonix looks set to gain traction in light of the Gambling Commision ban on the use of

credit cards for all forms of betting in the UK. Carrier billing has a regulated cap of £40

per transaction, and £240 spend per user per month, so is an ideal payment mechanism

for online gamers to make small deposits without the need to use a debit card or make a

bank transfer to the gaming firm.

Digital services. This covers growing markets including dating, memberships,

fitness/diets, content and ticketing. It is currently a relatively small part of the Fonix

business, but has potential to grow significantly. That’s because carrier billing is an

obvious and convenient payment method, particularly when combined with the ability to

use the mobile channel to communicate with customers.

The car parking market in the UK is worth £1.75bn alone, according to the RAC

Foundation, and the UK online dating market is worth a further £1.3bn (source:

statista.com). Fonix is exploiting the opportunities in these markets, having entered a

partnership with Paythru in late 2019 and online dating company Badoo last year.
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Technical service providers (TSPs). Fonix is positioned to be the 'go to' direct carrier

billing and SMS billing partner for the reseller market in the UK, and continues to identify

global TSPs looking for UK connectivity to support their growth.

Telecoms. Fonix delivers its telecoms services mainly through channel sales partners and

direct sales through MNO relationships. It can also help MNOs improve their conversion

rates in other areas. For instance, Fonix has benefited from its relationship with EE by

expanding to support BT Sport in driving pay-per-view revenue through carrier billing.

Fonix Mobile sector split by source of gross profit in 2019/20

Business activity Percentage

Media 62%

Gaming 15%

Telecoms 9%

Digital merchants 5%

Charity 4%

Technical Service Providers 3%

Others 3%
Source: Fonix Mobile, finnCap

It’s worth noting that although the majority of growth experienced in the past year has

come from existing customers, and sales cycles were longer during lockdowns due to the

sales team being unable to attend the usual face-to-face sales meetings, the monetary

contribution from new client wins made in the past year should scale up in the new

financial year. In addition, Fonix’s directors highlighted in their pre-close trading update “a

strong exit run-rate [at the end of the 2020/21 financial year], and a growing pipeline of

client prospects across all sectors.”

UK end-user spend on phone-paid services by channel (£m)

Operator 2018-2019 2019-2020 2020-21 2021-22E 2022-23E

TV and radio £103m £146m £162m £171m £184m

Games £144m £146m £152m £161m £162m

Entertainment £80m £83m £88m £91m £94m

Betting and lotteries £57m £59m £61m £62m £64m

Assistance services £71m £59m £45m £36m £29m

Charities £50m £40m £48m £34m £49m

Lifestyle £35m £32m £30m £28m £26m

Other £91m £81m £72m £66m £61m

Total £631m £646m £658m £649m £668m
Source: PSA annual market review (August 2020)
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Source: PSA annual market review (August 2020)

Market share and competitors

In the UK, end-user-spend in the mobile phone paid services market was estimated at

£646m in 2020, up from £541m in 2018 (source: FinnCap, PSA, Fonix). Fonix has a

controlling 33 per cent market share, reflecting the strength of the company’s

proprietary technology and high volume software platform. Also the fact that Fonix is

incentivised and focused on driving transaction payment volume growth for clients.

Importantly, the company is competing in a different area of the phone-paid services

market to listed peers such as Bango (BGO) and Boku (BOKU) which focus on app stores

and global players.

In this segment of the market, direct carrier billing providers integrate MNOs in different

countries with global app stores or global service providers. This includes the vast range

of merchants that operate through global app stores such as Apple’s App Store or Google

Play, and global technology companies such as Spotify and Netflix. This market features

fast growing total payment value as app stores and service providers look to drive global

growth through carrier billing, but the ‘take rate’ is typically significantly less than 2 per

cent of payments processed, or less than half the margin Fonix earns from its business.

Fonix does not participate in this market.

Instead, Fonix is focused on connecting UK high value brands to consumers via

phone-paid services that will typically operate outside of an app environment. This
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benefits Fonix’s brands because they don’t need to pay the usual 30 per cent revenue

share to app stores. Furthermore, phone-paid services are well suited to help UK brands

convert consumer interactions into transactions across a range of sectors including TV

and radio, entertainment, sports rights, charities, ticketing, and gaming. There is no

obvious competitor of the same calibre or market position as Fonix in this niche market,

hence its relatively large UK market share and ability to enjoy higher profit margins than

rivals. Indeed, Fonix earned a gross margin of 4.7 per cent in the last 12 months. The

company is not interested in the less regulated lower value added content market.

UK end-user spend on phone-paid services by operator (£m)

Source: finnCap,  Fonix Mobile, PSA annual market review (August 2020)

Strong structural position

Although Fonix’s top 10 clients accounted for 82 per cent of total payment value

processed in the 2020 financial year, the fact that Fonix hasn’t seen any of its major

customers leave in the past seven years is informative. The low churn rate is a reflection

of several factors:

Strong customer relationships and high switching costs. As Fonix grows with its clients

it becomes an embedded partner by providing deep sector expertise, bespoke customer

service, and scalable solutions that evolve to meet its clients’ needs. However, if a client

leaves, then it would still have to find an alternative system that can replicate the existing

functionality of Fonix’s cloud-based platform. It is a significant risk that could limit

revenue generation if there is any disruption in the changeover, and there is no guarantee
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that it would provide any upside given that Fonix continues to invest in differentiating its

market leading proprietary software platform.

Technology. Fonix’s cloud-based platform can handle over 2,000 transactions per second

and support clients in driving their revenue. This is a key differentiator that enables Fonix

to win contracts from rivals that are not matching Fonix’s investment in this area.

Platform economies of scale. Fonix continues to grow its transaction payment volumes

at a limited marginal cost, given the company’s relatively fixed operating costs. The

operating leverage offered by its business model enables Fonix to invest in differentiating

its technology and scaling its platform, which in turn helps the company to win new

business that drives up payment volumes. The incremental cost of winning new clients is

not material, but the revenue they can generate certainly can be, hence the company’s

impressive track record of profit growth.

Reputation. Fonix has won 13 industry and enterprise awards since 2016, and has a roll

call of blue chip and high profile clients across industry and the charity sector. This

reflects the high-quality service that Fonix provides its clients, the key reason why they

simply don’t leave nor want to.

Strong financial performance

Fonix employs a staff of 32 including 14 software developers who make sure that its

cloud-based software platform is best in class and remains highly scalable at minimal

marginal cost. This asset light business model means that a high proportion of

incremental gross profit earned from additional client wins drops straight through to the

bottom line.

Operating expenses of £1.9m in the 2017/18 financial year only increased to £2.6m in

the financial year just ended (FinnCap estimate), during which time revenue earned has

more than doubled from £21.8m to £45.1m. This reflects an 86 per cent increase in total

payment value from £125m to £233m.

With gross profit more than doubling from £5.2m to £11.3m in the three-year trading

period, and depreciation and amortisation charges relatively stable (reflecting research

and development spend to update the software platform), an increasing amount of gross

profit is being converted into operating profit and pre-tax profit. This explains why both

profit measures have been outpacing revenue growth by quite some margin in the past

four years, and are set to continue doing so.
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Fonix Mobile's strong profits growth set to continue

12 months to 30 Jun 2018 2019 2020 2021E 2022E

Revenue

£21.8

m £31.1m £40.1m £45.1m £49.6m

Gross profit £5.2m £8.2m £10.0m £11.3m £12.4m

Profit margin 23.9% 26.4% 24.9% 25.1% 25.0%

Operating costs and non-cash charges are only rising modestly

Operating expenses £1.9m £20.6m £2.3m £2.6m £2.8m

Depreciation £0.1m £0.1m £0.1m £0.1m £0.1m

Amortisation £0.3m £0.3m £0.3m £0.4m £0.4m

So operating profit and pre-tax profit are surging…

Operating profit £2.8m £5.2m £7.2m £8.3m £9.1m

Margin 12.8% 16.7% 18.0% 18.4% 18.3%

Pre-tax profit £2.8m £5.2m £7.3m £8.4m £9.1m

...and driving up earnings per share to support dividend growth

Earnings per share 2.5p 4.7p 6.1p 6.9p 7.6p

Dividend per share na na na 5.2p 5.7p
Source: Fonix Mobile Aim Admission Document, finnCap forecasts

Source: Fonix Mobile Aim Admission Document, finnCap forecasts
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Gross profit margin is holding steady at 25 per cent of revenue earned, and operating

expenses are only expected to rise by £0.2m in the 2021/22 financial year. That means

£0.8m of the £1.1m incremental gross margin forecast to be earned in that 12-month

period should be converted into operating profit. Another year of double-digit profit

growth is on the cards, and that’s good news for the dividend which is expected to be

raised by almost 10 per cent and is well covered by forecast free cash flow.

Fonix Mobile robust free cash flow generation

Financial
year to 30
Jun

Adjusted
operating
profit

Free cash
flow

Cash cost
of dividend

2019 £5.2m £2.0m na

2020 £7.2m £24.2m na

2021E £8.3m £5.7m £5.2m

2022E £9.1m £7.6m £5.7m
Source: Fonix Mobile Aim Admission Document, finnCap estimates (July 2021)

Please note that Fonix collects mobile payments from mobile operators, which are then

paid to clients net of Fonix fees. The cash balance therefore fluctuates depending on the

timing of "pass through" cash.

In the 2020 financial year, free cash flow was boosted by a large net working capital

movement. However, on an underlying basis, which unwinds these timing differences and

shows the underlying cash from Fonix’s trading activities, by adjusting for trade and other

receivables less trade and other payables excluding corporation tax liabilities, the

company generated underlying free cash flow of £6.2m.

Analysts expect around £5.7m of free cash flow in the financial year just ended, rising

sharply to £7.6m in the current financial year. It is this cash generation that enables the

board to target a 75 per cent pay-out ratio of post-tax profits.

Meet the management

The board of directors is chaired by 56-year old Edward Spurrier who holds a number of

chair positions in entrepreneurial technology companies. He held the roles of finance

director and subsequently chief executive of Aim-traded Alternative Networks prior to

that company’s sale to Daisy Group in 2016. Spurrier also ran his own chartered

accountancy firm, Spurrier & Co, where he had over 80 clients, some of which he acted
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for as quasi financial director. Edward qualified as a Chartered Accountant at Coopers

Lybrand (now PWC).

Chief executive Robert Weisz has over 20 years’ experience in the telecoms industry at

senior management level, including eight years at Mobile Interactive Group, previously

one of Europe's largest mobile payments businesses before its acquisition by

Nasdaq-listed mobile marketing group Velti in 2011. Weisz also worked at 02 where he

worked within Interactive Services, holding responsibility for new business and account

management. He holds 8.48 per cent of the issued share capital and has worked at Fonix

for the past seven years.

Finance director Michael Foulkes only joined the company in February this year,

replacing founding shareholder Robert Horner who was appointed to assist with the

company's admission to Aim in October 2020. Whilst Mr Horner steps down from the

board, he remains a supportive shareholder, holding 1.46 per cent of the shares in issue.

Foulkes is a chartered accountant with over 13 years’ experience working in senior

finance roles for some of Europe's most successful technology businesses, including

Mobile Interactive Group. His most recent chief financial officer role was at the venture

capital backed Black Swan Data.

In 2006, 45-year old non-executive director Will Neale founded Fonix and held the role

of chief executive until 2014, having grown the business into a leading mobile payments

and messaging company. He previously worked at Accenture in the mobile telecoms and

technology space. Neale also founded Grabyo, a cloud-based video production, editing

and distribution company. He is a serial investor having invested in over 40 early stage

companies, including Revolut, Marshmallow and proSapient. His 26.43 per cent stake in
Fonix is held through Ganton Limited, a company in which he is a majority shareholder.

The final non-executive director is 43-year old Lucy Sharman-Munday. She has over 16

years’ experience in the technology sector, having worked for 5one Group, Adapt Group

and iSOFT. Since 2014, she has held the position of chief finance officer at Eagle Eye

Solutions Group, a UK-listed software as a service (SaaS) technology company engaged in

the marketing, validation and redemption of digital promotions in real-time for the

grocery, retail and hospitality sectors. Sharman-Munday began her career at KPMG and

is a member of the ICAEW.

The board’s total remuneration in the 2020/21 financial year is expected to be around

£301,000, including pension contributions and benefits in kind granted. That sum

represents less than 6 per cent of the annual dividend Fonix is expected to declare at next

month’s annual results. Capital gains and income earned on directors’ shareholdings

represents the greatest financial reward for the board, aligning their interests with those

of outside shareholders.
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Majority shareholders

The top seven shareholders control 65.3 per cent of the 100m shares in issue, and 60.2

per cent of the shares are deemed not in public hands. Although the free float is lower

than average, the shares can readily be traded and in bargain sizes as large as 65,000

shares. However, price moves can be accentuated given that the shares are tightly held

and the selling shareholders – half the current share capital was placed by FinnCap in

October’s IPO – have given undertakings not to dispose of any more shares until after the

first anniversary of the Aim Admission. Weisz has undertaken not to sell any of his shares

until after the second anniversary.

This factor is likely to work in investors’ favour given they are guaranteed a bumper set of

annual results next month and undoubtedly another robust trading outlook statement,

likely catalysts to spark a re-rating.

Fonix Mobile significant shareholders

Shareholder
Percentage
(%)

William Neale (held by Ganton Limited) 26.43%

Richard Thompson (held by Starnevesse Limited) 10.18%

Slater Investments 9.99%

Robert Weisz 8.48%

Kestrel Investment Partners 3.94%

Blackrock Investment Management 3.30%

AXA Investment Managers 3.00%

Source: Aim Admission Document, London Stock Exchange regulatory filings.

Peers

On most metrics, Fonix shares materially look undervalued. The shares trade on a

12-month forward multiple of 13 times Ebitda to enterprise valuation, a hefty discount to

finnCap Tech 40 peers, which trade on 16 times. Fonix is expected to report 9 per cent

Ebitda growth, slightly less than the 13 per cent growth forecast for technology peers.
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However, the earnings risk for Fonix looks heavily skewed to the upside. Its current

financial year free cash flow yield of 5.6 per cent is almost double that of peers, too.

Moreover, payment processing companies Bango and Boku are trading on enterprise

valuation to forward Ebitda multiples of 25 and 30 for the 2022 calendar year,

respectively (source: Zeus Capital Technology Quarterly Review). The mean rating for the

seven payment processors in Zeus’ space is 24.5 times Ebitda to enterprise valuation, a

cohort that also includes Equals Group and Network International Holdings.

The mean price/earnings (PE) ratio for the seven payment processors is 29.5 for the same

forecast period. By comparison, Fonix trades on a 2021/22 PE ratio of 18 and Ebitda

multiple of 13 times to enterprise valuation.

The closest peer in terms of pay-out ratio is Telecom Plus which offers a dividend yield of

5.5 per cent, but is only expected to grow earnings per share (EPS) by 4.8 per cent in the

current financial year. That’s half the growth rate predicted for Fonix.

Target price

There is a compelling case to be made that Fonix should be trading closer to the ratings of

Zeus’ cohort of seven payment processors rather than on a 45 per cent discount, and on a

premium to finnCap’s Tech 40 peers given the company’s superior free cash flow yield

and dividend yield.

My 190p target price is based on a target 4 per cent free cash flow yield and enterprise

valuation to cash profit multiple of 19 times for the 2021/22 financial year, implying 38

per cent potential upside. For good measure the profit taking that has seen the share

price drift since hitting a high of 190p in late April appears to have unwound, and there is

a decent base formation to buy into ahead of a likely share price rally ahead of the annual

results. Strong buy.

Risk assessment

There are several risks to take account of when considering an investment, including:

Concentration of key clients. Whilst Fonix’s top 10 clients do change each year (as new

clients undertake large change programmes, for example), they have accounted for 73

per cent, 80 per cent and 83 per cent of the company’s gross profit in the financial years

ended 2018, 2019 and 2020, respectively. Whilst the incentive to switch or cancel

services appears to be low and Fonix has not lost a significant client during the past seven
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financial years, the loss of one or more of these key clients to a rival could lead to a

material adverse effect on revenue and profitability.

Revenue growth is reliant on cross selling and up-selling new services to clients. Future

income and profit growth depend on generating demand for the company’s services,

which is driven in part by management’s ability to develop relevant services that adapt to

client requirements. There can be no assurance that Fonix will continue to be successful

and there is a risk that it may exhaust the list of services that it can cross sell or up-sell to

existing clients, either through natural attrition or due to the client wishing to use another

provider for a specific project.

Fonix is dependent upon its contracts with MNOs, which contain onerous terms.

MNOs have no contractual relationship with merchants, meaning that Fonix takes on

responsibility for them. As such, each MNO agreement contains warranties granted by

the company relating to a merchant’s fitness to operate, compliance with all applicable

laws and information, and platform security measures to be put into place. MNO

agreements also contain indemnities to be granted by the company in favour of the MNO,

including in relation to infringement of third party intellectual property rights and third

party claims.

Contracts with MNOs can be terminated on short notice and MNOs are also entitled to

review fees from time to time. Major merchants who rely exclusively on Fonix for carrier

billing solutions could introduce a second vendor to handle some or all its transactions.

As a PSA registered entity, Fonix is bound by the PSA Code. The PSA will consider and,

where there appears to be a breach of the PSA Code, investigate all complaints received,

provided the complaint is made within a reasonable time from when it arose. The PSA

also monitors compliance and may investigate itself where there is a breach of the PSA

Code. Sanctions include issuing a formal reprimand or warning as to future conduct;

ordering a provider to give refunds to customers; imposing a fine of up to £250,000 per

breach; and barring access to the service for a defined period. The company remains fully

compliant with the PSA code, so this risk is deemed low.

The Electronic Communications Exclusion limits the use of carrier billing and SMS

billing. The company is not authorised or regulated by the FCA, relying, in relation to the

regulation of providers of payment services and issuers of electronic money, on an

exclusion relating to electronic communications. As a result, Fonix’s operations are

limited to certain types of services, such as digital content, voice-based services, tickets

and charitable donations, and to caps on spend (£40 tariff and £240 monthly spend).

These conditions may have commercial implications as they limit the circumstances in

which carrier billing and SMS billing may be used as a means of paying for goods and

services.
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Fonix relies on each of the MNOs with whom it deals in relation to complying in full with

the Electronic Communications Exclusion. If there is a failure of compliance at the MNO

level it might have the effect that Fonix would be carrying on activities, and specifically

payment services, for which it would need to be FCA authorised.

MNOs (but not the company as a supporting service provider) are subject to an annual

requirement to supply the FCA with an audit opinion confirming compliance with the

conditions of the exclusion.

Potential competition. Fonix faces competition for its technology and products from

other providers of carrier billing and from alternative payment providers. Some

alternative payment provider rivals may have significantly greater financial and human

resources and more experience in development and commercialisation of their

technology and products. These competitors may develop safer or more effective

products, implement more effective sales and marketing programs or establish superior

proprietary positions.

Some MNOs have developed direct, contractual relationships with merchants which has

obviated the need to contract with Fonix to provide carrier billing services. In addition,

the company anticipates that it will face increased competition in the future as new

companies enter its markets and alternative products and technologies become available.

The results of increased competition may have a material adverse effect on Fonix’s

reputation, business, prospects, and operational results. It could be argued in mitigation,

that as Fonix continues to win new clients, retains strong relationships with MNOs, and is

growing market share, these risks are low at present.
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