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IT services numbers weak... LLOLTL
SONATA SOFTWARE
About the stock: Sonata Software (Sonata) offers IT services (30%) and product m )
. : o ol
licensing & deployment (70%). Particular Amount -8_
e The company provides IT services to travel, retail, agri & commodities and Market Capitalization X Crore) 6,999.7 )
manufacturing and software vendors Total Debt(Z Crore) 38.0 >
Cash and Investments (% Crore) 914.4 %
e Net debt free and healthy double digit return ratio (with RoCE of >30%) EV (% Crore) 6,123.3 o
52 week H/L 768 / 458 g
Equity capital 13 9 (&b}
Face value
Q2FY23 Results: Sonata reported weak Q2FY23 numbers.
. . . o Shareholding pattern
e IT services dollar revenues increased 1.8% QoQ & 3.9% in CC terms Dec-21 Mar-22 Jun-22 Sep-22
«  EBITDA margins in IT services declined 70 bps QoQ Rt S S
. DIl 14 15 15 13
e The company closed two large deals in Q2 Public P s
Price Chart (Adj. Bonus issue)
What should investors do? Sonata’s share price has grown by ~4.4x over the past 20,000 .
five years (from ~3% 116 in October 2017 to ~% 505 levels in October 2022). :gggg }

e We maintain our HOLD rating on the stock 2838

Target Price and Valuation: We value Sonata at ¥ 520 i.e. 16x P/E on FY25E EPS. 0
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Key triggers for future price performance:

e Strong digital capabilities helping it in accelerated digital revenue growth Recent event & key risks

enhancing digital revenue mix. i.e. 73% of mix now vs. 68% a year ago
Closed two large deals in Q2
e Upgrades in Microsoft Dynamics and tapping Fortune 1000 clients in the

medium to large category bode well for revenue growth » Key Risk: (i) Better-than-
expected revenue growth ii)

Continued supply side
challenges

Research Analyst

Alternate Stock Idea: Apart from Sonata, in our IT coverage we also like Infosys. Sameer Pardiker
sameer.pardikar@icicisecurities.com

e Robust hiring trend and inorganic growth prompt us to build IT service
dollar revenue growth of over 13.3% CAGR over FY22-25E
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e Key beneficiary of improved digital demand, industry leading revenue

growth and healthy capital allocation prompt us to be positive Sy el

sujay.chavan@icicisecurities.com

e BUY with a target price of ¥ 1,670

Key Financial Summary

3 year
(% Crore) FY21 Fvaz ° (VF‘:(T:Z’ZG)R FY23E FY24E FY25E  CAGR
(FY22-25E)
Net Sales 4,228 5,553 18.6% 6,807 7,488 8,087 13.3%
EBITDA 379 464 19.3% 521 576 638 11.2%
EBITDA Margin (%) 9.0 8.4 7.7 7.7 7.9
PAT 244 376 19.1% 371 417 453 6.4%
EPS ) 23.5 21.2 26.8 30.1 52.7
P/E (x) 22 19 19 17 15
RoNW (%) 26.9 34.2 29.7 29.5 28.4
RoCE (%) 33.5 3.8 3.3 3.5 3.0

Source: Company, ICICI Direct Research



0 Company Update | Sonata Software

Key takeaways of recent quarter & conference call highlights

IT service segment dollar revenues increased 1.8% QoQ to US$57.8 million,
(3.9% in CC terms) while rupee revenue came in at ¥ 460.4 crore, up 5.4%
QoQ. Product business revenues declined 22.6% QoQ to T 1,040.2 crore.
Consolidated revenues declined 15.9% QoQ to ¥ 1,495.9 crore

IT service EBITDA margin (including other income) declined ~70 bps QoQ
to 25.9% while that of product business increased ~120 bps to 4.5%.
Consolidated EBITDA margins increased ~210 bps to 11.1%. The company
indicated that persistent supply side headwinds & resumption of travel
expenses impacted IT services margins

The revenue for US region (56 % of the mix) remained flat QoQ while Europe
region reported a sharp decline of 7.9% QoQ. The company indicated that
Europe region revenue was impacted due to cross currency impact. RoW
region reported growth of 15.6% QoQ. Vertical wise, the company indicated
that retail & travel were impacted due to cross currency impact reporting a
decline of 1.1% & 9.4% QoQ. Also, commodity business declined 2.8% QoQ
while growth was driven by distribution & manufacturing and ISV verticals,
which grew 0.8% & 3% QoQ

The revenue from top clients of the company continued to moderate with
the top five, top 10, top 20 client’s revenues declining 3.9%, 4.8%, 8.1%
QoQ, respectively

Digital revenues contribution remained at 73% & offshore mix increased to
75%, up 100 bps QoQ. The company indicated that it expects the offshore
mix to remains steady at current levels

The company’s new CEO Sameer Dhar indicated that the company plans to
double IT services revenue in the next four years (this implies growth at a
CAGR of 18.9%). It also indicated that it may not necessarily include
inorganic opportunities as the company is confident of current headcount
as well deal pipeline to bring in that growth. However, Sonata did not rule
out inorganic opportunity completely as it mentioned that it may still go for
it, if it is a strategic fit for it. The company also clarified that it will not go for
inorganic opportunities for scale benefit

The company reported that it added 12 new clients during the quarter.
Sonata also indicated that it closed two large multi-year annuity deals, out
of which one is with a Sweden based company with annual turnover of
US$95 bn. The deal is of four years and the scope of work includes
modernising their IT systems, bringing in sales efficiency, distribution
management. It also mentioned that the deal is margin accretive as the
margins in the deal are above company margins

The company indicated that demand remains strong despite
macroeconomic uncertainties. It mentioned that its pipeline remains robust
and it is witnessing traction in cloud, data & automation. The company
indicated that no projects are cancelled but it witnessing delayed decision
making in the few of new projects

With the strong pipeline in place the company indicated that it has hired 800
employees in the last one year including ~300 freshers. The company
indicated that it will continue to invest in its fresher’s program and plans to
hire 550 freshers in FY23 to address the supply side headwinds. However,
the company also indicated that the supply side challenges in certain niche
technical skills will persist and it will take a few quarters for it to normalise.
Sonata further mentioned that attrition declined 200 bps during the quarter
and expects the same to moderate, going forward

The company, during the quarter, allotted bonus shares in the ratio of 1:3,
i.e. one bonus shares for every three shares held by shareholders on the
record date

Sonata declared an interim dividend of % 7/share

ICICI Securities | Retail Research

ICICI Direct Research
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Exhibit 1: P&L

Q2FY23 Q2FY22 YoY (%) Q1FY22 QoQ (%) Comments
IT services reported 3.9% QoQ CC growth while rupee revenues
) grew by 5.4% QoQ while Products business ( lumpy in nature)
reported decline of 22.6% QoQ , resulting in 15.9% QoQ overall
revenue decline

Revenue 1,496 963 55.3 1,779 (15.9

Employee expenses 222 175 21.0 214 3.7
Purchase of stock-in trade & other 1,019 596 71.1 1,321 (22.9)
Gross Margin 255 193 32.3 244 4.5
Gross margin (%) 17.0 20.0 -297 bps 13.7 332 bps
Other expenses 100 70 44.0 102 (2.0
EBITDA 155 123 25.7 142 9.2
EBITDA Margin (%) 10.3 12,8 -244 bps 8.0 237 bps EBITDA margins for IT servi.ces declined ~70bps QoQ while that
of lumpy product business improved 125bps QoQ
Depreciation & amortisation 14 12 16.4 13 5.0
EBIT 141 m 26.6 129 9.6
EBIT Margin (%) 9.4 11.6  -214 bps 1.2 219 bps
Other income (less interest) 7 9 (16.8) 14 (49.4)
PBT 148 120 23.4 143 3.6
Tax paid 36 29 22.9 35 0.7
PAT 113 91 23.6 108 4.6

Source: Company, ICICI Direct Research

Exhibit 2: Change in estimates

FY23E FY24E FY25E Comments
(X Crore) Old New % Change Oid New % Change Introduced
Revenue 6,682 6,807 1.9 7799 7,488 4.0 g0g7 Numbers re-aligned as per weak HI
performance
EBITDA 524 521 -0.5 648 576 -11.0 638
EBITDA Margin (%) 1.8 1.7 -18 bps 8.3 1.7 -61 bps 7.9
PAT 374 3an -0.7 469 417 -11.1 453
EPS R) 26.7 26.8 0.7 33.5 30.1 -11.1 32.7

Source: Company, ICICI Direct Research

ICICI Securities | Retail Research 3
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Key Metrics

ICICI Direct Research

Exhibit 3: IT services withess moderation Exhibit 4: Lumpy numbers for product business
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Exhibit 5: Total revenue with YoY growth Exhibit 6: Revenue mix of IT services coming down

Source: Company, ICICI Direct Research
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Exhibit 9: Top five clients numbers weak Exhibit 10: Same for Top 10
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Exhibit 15: While D&M Revenue sees uptick Exhibit 16: Retail revenue tad down
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Exhibit 19: Off shore mix trend Exhibit 20: Utilisation sees improvement
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Exhibit 21: International headcount sees uptick Exhibit 22: Digital revenue mix
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Financial summary

Exhibit 23: Profit and loss statement % crore [ Exhibit 24: Cash flow statement g crore

(Year-end March) FY22 FY23E FY24E FY25E (Year-end March) FY22 FY23E FY24E FY25E
Total Revenues 5,663 6,807 7,488 8,087 Net profit before Tax 500 495 556 613
Growth (%) 31.3 22.6 10.0 8.0 Depreciation & Amortization 47 54 60 65
Total Operating Expenditure 5,090 6,286 6,912 7,450 WC changes 100 (81) (0 (0
EBITDA 464 521 576 638 Other non cash adju. (6) (28) (40) (40)
Growth (%) 222 12.4 10.5 10.7 Income taxes paid (156) (124) (139) (159)
Depreciation & Amortization 47 54 60 65 CF from operations 486 317 437 478
Other Income 102 16 58 58 Ca.pit.al expenditure (10) (24) (26) (28)
Interest costs 18 18 18 18 An m_ves’[m_ems 126) : : :

Other investing cash flow 17 46 58 58
PBT before Exceptional ltems 500 495 556 613 CF from investing
Growth (%) 42.1 (1) 124 102 pctivities (119) 22 82 29

Tax 124 124 139 159 Issue of equity
PAT before Exceptional ltems 376 3n 417 453 A in debt funds/lease liablities (81) (24) (24) (24)
Exceptional items - - - - Dividends paid (187) (223) (250) (272)
PAT before Ml 376 an 417 453 Other financing cash flow (3) (18) (18) (18)

CF from Financial

Minority Int & Pft. from associate - - - (271)  (265) (292) (314)

PAT 376 371 4117 453 Activities

A in cash and cash bank balance 96 75 176 194
Growth (%) 54 (1) 12 9 Effect of exchange rate changes (3) B} i i
EPS 21.2 26.8 30.1 32.1 Opening cash 677 770 844 1,021
EPS (Growth %) 16 (1) 12 9 Closing cash 770 844 1,021 1,214

Source: Company, ICIC] Direct Research Source: Company, ICICI Direct Research

Exhibit 25: Balance sheet < crore M Exhibit 26: Key ratios 3 crore
(Year-end March) FY22 FY23E FY24E FY25E (Year-end March) FY22 FY23E FY24E FY25E
Equity 10 14 14 14 Per share data (%)
Reserves & Surplus 1,089 1,234 1,400 1,582 EPS-diluted 27.2 26.8 30.1 32.7
Networth 1,099 1,248 1,414 1,596 Cash per share 55.5 60.9 73.6 87.6
Minority Interest ) ) : i BV 79.3 90.0 102.0 115.1
LT liabities & provisions 166 166 166 166 OFS. _ 163 16.1 18.0 19.6
Total Debt 38 38 38 38 Operating Ratios (%)
EBITDA Margin 8.4 1.7 1.7 7.9
Adjusted PBT Margin 9.0 7.3 7.4 7.6
Source of funds 1,303 1,452 1,618 1,800 Adjusted PAT Margin 6.8 5.5 5.6 5.6
Return Ratios (%)
Net fixed assets 206 199 190 171
RoNW 34.2 29.7 29.5 28.4
Goodwill 221 221 221 221 RoCE 39.8 35.3 35.5 35.0
Long term loans and advances - - - - RolC 107.1 100.9 113.9 130.0
Other non current assets 188 240 260 278 Valuation Ratios (x)
Loans and advances - - - - P/E 18.6 18.9 16.8 15.4
Inventories - - - - EV / EBITDA 13.2 11.6 10.2 8.9
Current Investments 145 145 145 145 Price to Book Value 6.4 5.6 4.9 4.4
Debtors 893 991 1,091 1178 EV/Total Revenues 1.1 0.9 0.8 0.7
Cash & Cash equivalents 770 844 1,021 1,214 MCap/Total Rev.enues 1.3 1-0 0.9 0.9
Other current assets 133 179 196 212 Turnover Ratios
e Debtor days 59 53 53 53
Current liabilities 1,223 1,324 1,457 1,573 Creditors days 69 56 56 56
Provisions 29 44 48 52 Solvency Ratios
Net current assets 688 791 948 1,124 Debt/EBITDA 0.1 0.1 0.1 0.1
Total Debt / Equity 0.0 0.0 0.0 0.0
Application of funds 1,303 1,452 1,618 1,800 Current Ratio 1.5 1.6 1.6 1.7
Source: Company, ICICI Direct Research Quick Ratio 1.5 1.6 1.6 1.7
Debt / EBITDA 0.1 0.1 0.1 0.1

Source: Company, ICICI Direct Research
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RATING RATIONALE

ICICI Direct endeavours to provide objective opinions and recommendations. ICICI Direct assigns ratings to its
stocks according to their notional target price vs. current market price and then categorizes them as Buy, Hold,
Reduce and Sell. The performance horizon is two years unless specified and the notional target price is defined
as the analysts' valuation for a stock

Buy: >15%
Hold: -5% to 15%;
Reduce: -15% to -5%;

Sell: <-15%
1+
ﬁ'clcl(i//r‘v‘[ com | “.“_f. | |
I».lllm-nll’-)'::)ul Fingertips | BHOI{ER \ .
ICICI Securities Ltd. 75 STARMINE | |
| Eﬂ;‘avysmwa'd 2012 ‘£=-;
Pankaj Pandey Head — Research pankaj.pandey@icicisecurities.com

ICICI Direct Research Desk,
ICICI Securities Limited,

1st Floor, Akruti Trade Centre,
Road No 7, MIDC,

Andheri (East)

Mumbai - 400 093
research@icicidirect.com
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ANALYST CERTIFICATION

|/We, Sameer Pardikar, MBA, Sujay Chavan, MMS Research Analysts, authors and the names subscribed to this report, hereby certify that all of the views expressed in this research report accurately reflect our views about the
subject issuer(s) or securities. We also certify that no part of our compensation was, is, or will be directly or indirectly related to the specific recommendation(s) or view(s) in this report. It is also confirmed that above mentioned
Analysts of this report have not received any compensation from the companies mentioned in the report in the preceding twelve months and do not serve as an officer, director or employee of the companies mentioned in the report.

Terms & conditions and other disclosures:

ICICI Securities Limited (ICICI Securities) is a full-service, integrated investment banking and is, inter alia, engaged in the business of stock brokering and distribution of financial products.

ICICI Securities is Sebi registered stock broker, merchant banker, investment adviser, portfolio manager and Research Analyst. ICICI Securities is registered with Insurance Regulatory Development Authority of India Limited (IRDAI)
as a composite corporate agent and with PFRDA as a Point of Presence. ICICI Securities Limited Research Analyst SEBI Registration Number — INHO00000990. ICICI Securities Limited SEBI Registration is INZ000183631 for stock
broker. ICICI Securities is a subsidiary of ICICI Bank which is India’s largest private sector bank and has its various subsidiaries engaged in businesses of housing finance, asset management, life insurance, general insurance, venture
capital fund management, etc. (“associates”), the details in respect of which are available on www.icicibank.com.

ICICI Securities is one of the leading merchant bankers/ underwriters of securities and participate in virtually all securities trading markets in India. We and our associates might have investment banking and other business relationship
with a significant percentage of companies covered by our Investment Research Department. ICICI Securities and its analysts, persons reporting to analysts and their relatives are generally prohibited from maintaining a financial
interest in the securities or derivatives of any companies that the analysts cover.

Recommendation in reports based on technical and derivative analysis centre on studying charts of a stock's price movement, outstanding positions, trading volume etc as opposed to focusing on a company's fundamentals and, as
such, may not match with the recommendation in fundamental reports. Investors may visit icicidirect.com to view the Fundamental and Technical Research Reports.

Our proprietary trading and investment businesses may make investment decisions that are inconsistent with the recommendations expressed herein.

ICICI Securities Limited has two independent equity research groups: Institutional Research and Retail Research. This report has been prepared by the Retail Research. The views and opinions expressed in this document may or may
not match or may be contrary with the views, estimates, rating, and target price of the Institutional Research.

The information and opinions in this report have been prepared by ICICI Securities and are subject to change without any notice. The report and information contained herein is strictly confidential and meant solely for the selected
recipient and may not be altered in any way, transmitted to, copied or distributed, in part or in whole, to any other person or to the media or reproduced in any form, without prior written consent of ICICI Securities. While we would
endeavour to update the information herein on a reasonable basis, ICICI Securities is under no obligation to update or keep the information current. Also, there may be regulatory, compliance or other reasons that may prevent ICICI
Securities from doing so. Non-rated securities indicate that rating on a particular security has been suspended temporarily and such suspension is in compliance with applicable regulations and/or ICICI Securities policies, in
circumstances where ICICI Securities might be acting in an advisory capacity to this company, or in certain other circumstances.

This report is based on information obtained from public sources and sources believed to be reliable, but no independent verification has been made nor is its accuracy or completeness guaranteed. This report and information herein
is solely for informational purpose and shall not be used or considered as an offer document or solicitation of offer to buy or sell or subscribe for securities or other financial instruments. Though disseminated to all the customers
simultaneously, not all customers may receive this report at the same time. ICICI Securities will not treat recipients as customers by virtue of their receiving this report. Nothing in this report constitutes investment, legal, accounting
and tax advice or a representation that any investment or strategy is suitable or appropriate to your specific circumstances. The securities discussed and opinions expressed in this report may not be suitable for all investors, who
must make their own investment decisions, based on their own investment objectives, financial positions and needs of specific recipient. This may not be taken in substitution for the exercise of independent judgment by any recipient.
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