<S> ABSA

Wealth and Investment Management

Smart Company Analysis

16 February 2017

Acquisitions create growth platform
but Sassa contract issue increases risk

Background

Netl is a provider of alternative payment systems that leverage its Universal
Electronic Payment System (UEPS) to facilitate biometrically secure, real-
time electronic transaction processing to unbanked and under-banked
populations in an online or offline environment. In addition to payments,
UEPS can be used for banking, healthcare management, payroll,
remittances, voting and identification. It provides payment solution platforms
mainly in SA and South Korea. It also offers financial services and hardware
and software sales. Netl has its primary listing on the Nasdaq index in the
US and therefore reports in US dollars. Its secondary listing on the JSE — it
generates more than 70% of its business in SA — requires it to report
headline earnings per share and it makes an effort to provide rand
supplementary information.

Netl generates its revenues from transaction fees to government agencies,
merchants, financial service providers, utility providers, bill issuers,
employers and healthcare providers. It also provides loans and insurance
products and sells hardware, licensing software and related technology
services.

During FY16 it launched a new product, the EasyPay Everywhere bank
account (EPE). This is a sort of transactional bank account that gives clients
access to other financial services such as microloans, life insurance and
remittances as well as value-added services such as prepaid utilities and bill
payments through mobile phones and a national network of ATMs and point-
of-sale devices.

Our Thoughts

Netl has been entangled in a legal wrangle since 2012 when it was awarded
the SA Social Security Agency (Sassa) contract to distribute social grants to
millions of welfare recipients including pensioners, to run until March 2017.
Although the Constitutional Court set aside the contract in 2013, Netl has
continued to benefit from the contract jus aequum (it was for the greater good
of the society to ensure continuity of monthly grant payments). In 2014, a
new tender process — at the direction of the Constitutional Court — was
cancelled after it was alleged that none of the bidders met the requirements,
and this meant Netl continued to benefit from the contract. There are
indications that the contract may be extended for two more years because
Sassa is not able to take over the payments when the contract lapses at the
end of next month.

Given the legal form of the Sassa contract, and hence as a revenue stream
for Netl, Intellidex has always been cautious when it comes to
recommending the stock. Management’s actions over the years, which
suggest a lack of confidence in current operations, support our catious view.
Although Net1’s operations have been cash-generative, management has
curtailed investment in current operations with capital expenditure
consistently below the depreciation and amortisation charge. Instead, it has
gone on an acquisition spree — investing in diversifying the business within
and outside SA. We reckon it is not a bad move at all as it reduces
concentration risk — in FY13 the Sassa contract contributed 42% to revenue
and this has been reduced to 21%.

EPE, the major investment in current operations, is also clouded with
uncertainty as it remains unclear to what extent it benefits from the Sassa
contract database. The government is also reportedly looking to outlaw the
direct deduction of payments from grant beneficiary accounts.
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Equity Research

Hold
12-month target price R175.36
Spot share price R171.00
12-month implied total return 2.8%
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Key statistics

Market cap: R9.0bn

Net debt-to-equity: net cash
Price:earnings ratio: 7.4
Forward PE ratio: 7.3
Dividend yield: none
Forward dividend yield: none
Risk: high

12-month high: R176.00
12-month low: R118.00

Ave monthly volume: 249,460
Financial year-end: 30 June

Latest event
Interim results to end-December

Date announced: 26 August

Share details

Company: NetlUEPS Technologies Inc
JSE Code: NT1
Sector: support services

Please refer to important disclosure at the end of this document


mailto:equities@absa.co.za

www.absastockbrokers.co.za

Sensitivity analysis
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This reflects the sensitivity of our forecasts
to assumptions of the terminal growth rate and

the weighted average cost of capital. The
highlighted cell shows our target price in

cents.

Low valuation relative

to growth prospects

presents real upside

potential — albeit with
high risk
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Netl reports in dollars but the bulk of its income is generated in rands and to a lesser extent
South Korean won. The strengthening of the dollar against most emerging currencies in the
past few years has limited the growth metrics of Netl. The rand has been strengthening
since 2016 however and will boost translated earnings if it is sustained.

We are encouraged by the company’s geographic and product expansion. Over time, this is
likely to replace income from the Sassa contract and it has potential to grow significantly
given the vast market opportunity presented by the unbanked developing world. We remain
wary of the uncertainty presented by the Sassa contract however, and think the business
has high operational and reputational risk. We have captured this by adding a risk premium
when discounting its cash flows.

Its conservative earnings multiple shows that the counter is priced for its high risk, yet it has
high growth prospects. Netl would have been a buy but because of its elevated risk, which

implies a high discount factor, we think it is one to hold.

Performance Review

RESULTS IN BRIEF 1H17 Change 1H16 FY16
Revenue($m) 307.1 0.8% 304.8 590.7
Operating profit ($m) 57.8 3.2% 56.0 114.4
Operating margin (%) 18.8% 2.4% 18.4% 19.4%
Attributable earnings ($m) 43.3 9.1% 39.7 82.5
HEPS (ZAR cents) 1136 0.3% 1133 2378

Results for the half-year to end-December were hit by a stronger dollar over the period.
Other negative factors included regulatory changes in South Korea on card fees; lower
prepaid sales due to improved security features on mobile products; and transaction costs
related to various acquisition and investments. However, some positives came from growth
in the lending and insurance businesses, the adoption of the EPE offering and the
contribution from acquisitions.

Although the company reports in dollars, it generates more than 70% of revenue in SA. In
rand terms, revenue edged up 5% to R4.31bn while operating income rose 7% to R810m.
Netl has three reporting segments:

e  The SA transaction processing division increased revenue 5.1% to $106.6m,
primarily due to higher EPE transaction revenue. The operating margin rose to
25% from 24%.

. Its international transaction processing unit grew revenue 9.9% to $90.2m. This
growth came from the inclusion of newly acquired businesses. However, it was
partially offset by a lower contribution from South Korea due to the regulatory
changes. Start-up costs saw the operating margin fall from 13% to 11%.

e  The financial inclusion and applied technologies segment saw revenue fall 9.1% to
$110.2m, primarily due to costs related to a new biometric linking feature for
prepaid airtime and other value-added services. However, the operating margin
improved to 24% (1H17: 23%) because low-margin prepaid sales were replaced
by lending and insurance profits.

Bull Factors
. Potential for massive growth in the mobile and web-based applications space
. Low penetration levels in emerging markets provide scope for growth
. EPE business growing rapidly
. Low earnings multiple but underlying growth is impressive
. Strengthening rand boosts translated earnings

Bear Factors
e  Sassa contract has to be terminated but it is unclear what will happen
. Court challenge by Sassa to stop company from processing debit orders on
beneficiary bank accounts
. Customer concentration remains high
e Regulatory changes in South Korea has an adverse impact on its fee income
e llliquid scrip
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Extract of the DCF model
Operating profit ($'m)

Working capital changes ($'m)

Unlevered free cashflows ($'m)

PER (times) 7.4 7.3 6.5 5.6
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Intellidex Disclaimer:

This research report was issued by Intellidex (Pty) Ltd. Intellidex aims to deliver impartial and objective assessments of securities, companies or
other subjects. This document is issued for information purposes only and is not an offer to purchase or sell investments or related financial
instruments. Individuals should undertake their own analysis and/or seek professional advice based on their specific needs before purchasing or
selling investments. The information contained in this report is based on sources that Intellidex believes to be reliable, but Intellidex makes no
representations or warranties regarding the completeness, accuracy or reliability of any information, facts, estimates, forecasts or opinions
contained in this document. The information, opinions, estimates, assumptions, target prices and forecasts could change at any time without prior
notice. Intellidex is under no obligation to inform any recipient of this document of any such changes. Intellidex, its directors, officers, staff, agents
or associates shall have no liability for any loss or damage of any nature arising from the use of this document.

Remuneration

The opinions or recommendations contained in this report represent the true views of the analyst(s) responsible for preparing the report. The
analyst’s remuneration is not affected by the opinions or recommendations contained in this report, although his/her remuneration may be affected
by the overall quality of their research, feedback from clients and the financial performance of Intellidex (Pty) Ltd. Intellidex staff may hold positions
in financial instruments or derivatives thereof which are discussed in this document. Trades by staff are subject to Intellidex’s code of conduct which
can be obtained by emailing mail@intellidex.coza. Intellidex may also have, or be seeking to have, a consulting or other professional relationship
with the companies mentioned in this report.

Guide to recommendations

A buy recommendation is made where the target price is 10% above the current price, a sell when it is 10% below the current price, and a hold
recommendation when it is within 10% of the current price. The risk measure is a subjective determination guided by the beta of the share price.
We also examine the financial and operating leverage of the business. ©This document is copyrighted by Intellidex (save for information contained
in this document provided by third parties which may be copyrighted to them) and may not be distributed in any form without the express prior
written permission of Intellidex.

Absa Stockbrokers disclaimer

This research note is prepared for Absa Stockbrokers (Pty) Ltd and / or Absa Portfolio Managers (Pty) Ltd ("Absa") by Intellidex (Pty) Ltd, a company
registered in South Africa, registration number: 2008/005881/07 (“Intellidex”). Intellidex is an independent company contracted to Absa.

The views expressed in this note are those of Intellidex and/or its analysts and are not necessarily the views of Absa or any officer or agent
thereof. The information contained in this communication does not constitute an offer or the solicitation of an offer to enter into any transaction for
the sale or purchase of any security, nor does it constitute any recommendation, guidance or proposal to enter into any transaction for the sale or
purchase of any security. The information is provided for illustrative purposes only and is not guaranteed. Absa does not represent or warrant that
the information contained in this report is true or accurate and no undertaking (express or implied) is given and no responsibility nor liability is
accepted by any member of Absa, its employees and agents, as to the accuracy of the information contained herein. Past performance is no
indication of future performance. While every effort has been made to ensure the accuracy of the above information, Absa does not accept any
liability or responsibility for any loss, damage or expense incurred in relying on the above information or in the use thereof, nor makes any
representation as to the accuracy or completeness of the above information. All opinions, estimates and findings contained in this document may
be changed after distribution by Intellidex at any time without notice.

This document has been prepared in accordance with local regulations which may differ from the requirements of US, UK and European
regulations. In distributing this research to you, Absa does not hold this out to be impartial (objective) as it may have been prepared by persons
who may be exposed to conflicts of interest.

You should be aware that this document might have been originally disseminated by Intellidex to its clients other than Absa. As such, employees
and clients of Intellidex and any persons connected with it may have had the opportunity to act upon the information contained in this document.
The recipients of this document are urged to seek independent advice with regard to the securities and investments referred to in this document.
Absa Stockbroking and Portfolio Management is made up of:

Absa Stockbrokers Pty Limited and Absa Portfolio Managers (Pty) Ltd.

Absa Stockbrokers (Pty) Ltd is a Member of the JSE Equity Market and a Registered Credit Provider Reg No. NCRCP68, an Authorised Financial
Services Provider with FSP No 45849.

Absa Portfolio Managers (Pty) Ltd trading as Absa Asset Management Private Clients, an Authorised Financial Services Provider, License No. 552.

Content for non-US residents only.
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FAIS Notice and Disclaimer:

This brochure/document/material/report/communication/commentary (“this commentary”) has been prepared by Absa Stockbroking and Portfolio
Management.

Absa Stockbroking and Portfolio Management has issued this commentary for information purposes only and you must not regard this as a
prospectus for any security or financial product or transaction. We do not expressly, tacitly or by implication represent, recommend or propose that
the securities and/or financial or investment products or services (the “Products”) referred to in this commentary are appropriate and/or suitable for
your particular investment objectives or financial situation or needs. This commentary is not, nor is it intended to be, advice as defined and/or
contemplated in Financial Advisory and Intermediary Services Act, 37 of 2002 (“FAIS”), or any other financial, investment, trading, tax, legal,
accounting, retirement, actuarial or other professional advice or service whatsoever (“advice”). All the risks and significant issues related to or
associated with the Products are not disclosed herein and therefore, prior to investing or transacting, you should fully understand the Products
and any risks and significant issues related to or associated with them. This commentary is neither an offer to sell nor a solicitation of an offer to
buy any of the Products, which shall always be subject to our internal approvals and the execution of all requisite documentation.

You have to obtain your own advice prior to making any decision or taking any action based hereon and we, our affiliates, officers, directors,
partners, or employees (in whose favour this constitutes a stipulation on behalf of another) do not accept any liability whatsoever for any direct,
indirect or consequential damages or loss arising from any use of or reliance on this publication or its contents, and irrespective of whether or not
you have obtained independent advice.

Should you be a consumer in terms of the Consumer Protection Act No 68 of 2008, as amended, (i.e. a nhatural person or an entity with an asset
value and annual turnover below R2m), then the above provisions limit and exclude the liabilities which we will have towards you and also place
obligations on you.

Absa Stockbroking and Portfolio Management is made up of:

Absa Stockbrokers Pty Limited and Absa Portfolio Managers (Pty) Ltd.

Absa Stockbrokers (Pty) Ltd is a Member of the JSE Equity Market and a Registered Credit Provider Reg No. NCRCP68, Absa Portfolio
Managers (Pty) Ltd, an Authorised Financial Services Provider with FSP No 552.

Absa Portfolio Managers (Pty) Ltd trading as Absa Asset Management Private Clients, an Authorised Financial Services Provider, License No.
552.
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