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IP Remains Key Differentiator; 2Q to See Revival in Organic Growth

We recently interacted with the management of Sonata Software (SSOF). Following are the 
key takeaways of our discussions.

IP-Led Revenue Remains Key Differentiating Factor
IP-led revenue has been the critical driver for winning new clients and scaling business from 
existing clients. IP-led revenue commands better pricing and is a key margin lever and driver of 
non-linear growth. SSOF earns ~US$6-7mn annualised revenue from pure IP (licence revenue). 
It continues to focus on building on IP revenue with key services including Microsoft Dynamics, 
e-Commerce (SAP Hybris) and digital. IP-led revenue has clocked 11.3% CQGR over the past 8 
quarters (53% annualised) vs. 3.9% total IITS revenue CQGR (>16% annualised). IP-led revenue 
is likely to touch ~US$45mn in FY20E (US$42mn annualised in 1QFY20).

‘Platformation’, Key Positioning of the Company
SSOF is aiming to become a strategic partner for its clients and is focusing on ‘Platformation’ 
strategy formulated 2.5 years ago. It is looking to use platforms and IP as business transformation 
drivers and become a long-term partner rather than just an IT vendor. This will drive customer 
stickiness, in our view. SSOF is looking to drive revenue scale-up with major clients. Currently, 
7-8 clients contribute revenue to the tune of >US$5mn to the company. SSOF is targeting 60 
clients with average engagement size of US$5mn over 4-5 years. Given that it is a mid-sized 
IT firm with high client and vertical concentration, we note the likely risks that could derail such 
aspirations.

2Q to See Organic Rebound, Wage Hike; Acquisitions Integrated
With regard to 2QFY20 outlook, organic IITS revenue growth is likely to see a rebound after slow 
growth of 1% QoQ in 1QFY20. Growth was slow in the first quarter owing to issues with a couple 
of Travel clients in Europe, apart from adverse currency movements. From margin perspective, 
2QFY20 will see wage hike for junior employees with key margin levers being utilisation and 
pricing. SSOF has integrated the 2 companies, which it acquired in Dec’18 – Scalable Data 
Solutions (SDS) and Sopris Systems (Sopris). It is supporting their businesses through pricing, 
pitch and execution. It will take 18 months from acquisition to see the full effect on Sonata’s 
financials, implying that the impact will be observed in FY21E. 

Outlook & Valuation
We like SSOF’s differentiated business model, focus on IP and platforms, high dividend yield, 
quality balance sheet, high RoE and no equity dilution for the past several years. We expect the 
Microsoft alliance to be a key growth driver going forward. Given its platform focus, investments 
made in IP and S&M, decent cash generation and reasonable valuation, coupled with healthy 
growth, we believe there exists good legroom for upside. Following the recent 12% stock price 
correction, the stock trades at a reasonable valuation of 11x FY21E EPS. We maintain our BUY 
recommendation on the stock with a Target Price of Rs395. 

Share price (%) 1 mth 3 mth 12 mth

Absolute performance  (6.9)  (6.2)  (12.3)

Relative to Nifty  (3.3)  0.1  (6.5)

Shareholding Pattern (%) Mar'19 Jun'19

Promoter 28.2 28.2 

Public 71.8 71.8 

1 Year Stock Price Performance

Note: * CMP as on August 22, 2019

Research Analyst: Harit Shah

Contact: 022 4303 4627

Email: harit.shah@relianceada.com

Financial Summary 
(Rs mn) FY18 FY19E FY20E FY21E
Net Sales 24,539 29,609 33,104 36,670

EBITDA 2,310 3,356 3,792 4,285

APAT 1,925 2,493 2,674 2,974

Diluted EPS (Rs) 18.3 23.7 25.4 28.3 

P/E (x) 16.9 13.1 12.2 11.0 

EV / EBITDA (x) 12.6 9.1 7.2 6.1 

RoE (%) 31.0 35.1 31.9 30.3 

Source: Company, RSec Research

220

270

320

370

420

470

A
ug

-1
8

Se
p-

18

O
ct

-1
8

N
ov

-1
8

D
ec

-1
8

Ja
n-

19

Fe
b-

19

M
ar

-1
9

A
pr

-1
9

M
ay

-1
9

Ju
n-

19

Ju
l-

19

A
ug

-1
9



BUYSonata Software
Institutional Equity Research

Target Price: Rs395IT | India

2

CMP (Rs)  310 

Upside/ (Downside) (%)  27 

Bloomberg Ticker SSOF IN

IP-Led Revenue Remains Key Differentiating Factor
SSOF has recorded a healthy 3.9% USD revenue CQGR in its IITS business over the past 8 
quarters, translating into >16% annualised growth over the period. This is the highest CQGR 
over the period for all the companies under our coverage universe. Its IP-led revenue has 
been the critical driving force for this growth, aiding the company to win new clients and 
scale up business from existing clients. IP-led revenue basically includes all revenue that 
Sonata earns from clients where this has been the key differentiating factor to win that 
client. For example, SSOF wins a new client through its IP i.e. Rezopia or Brick & Click – 
subsequently, all future revenue earned from this client across all other services that Sonata 
is able to cross-sell, such as IMS, Microsoft Dynamics or ADM is classified under IP-led 
revenue, as it was Sonata’s IP that was the differentiating factor that enabled the company 
to win this client. IP-led revenue commands better pricing and is a key margin lever and 
driver of non-linear growth.

SSOF earns ~US$6-7mn annualised revenue from pure IP (pure licence revenue), which is 
~4% of FY19 IITS revenue. However, we note that pure IP revenue is just a differentiating 
factor to win new business and get a ‘foot-in-the-door’ with new clients. It is not a product 
company and focus is thus more on building on the IP revenue with key service offerings 
including Microsoft Dynamics, e-Commerce (SAP Hybris) and digital revenue. This has clearly 
been a success story for the IT firm, as evidenced by the fact that IP-led revenue has clocked 
a robust 11.3% CQGR over the past 8 quarters (53% annualised growth) compared with 2.3% 
non-IP CQGR (9% annualised growth). IP-led revenue contributed 23.8% to IITS revenue in 
1QFY20 (13.7% in 1QFY18), with the contribution rising with each successive quarter. IP-led 
revenue is likely to touch ~US$45mn in FY20E, in our view (US$42mn annualised in 1QFY20).

Exhibit 1: IP-Led Revenue – Robust Growth Exhibit 2: Revenue Growth, Revenue/Employee Trend – Reflection 
of Non-Linearity

Source: Company, RSec Research

4.5 
5.4 5.7 5.8 6.2 

7.0 
7.8 

9.4 
10.5 

10 

13 

16 

19 

22 

25 

0 

3 

6 

9 

12 

15 

1QFY18 3QFY18 1QFY19 3QFY19 1QFY20

IP-led Revenue % of revenue (RHS)

(US$ mn) (%)

32.7 
36.4 

37.4 37.4 37.8 39.1 
40.8 

43.5 44.3 

35,000

38,000

41,000

44,000

47,000

50,000

20 

25 

30 

35 

40 

45 

1QFY18 3QFY18 1QFY19 3QFY19 1QFY20

IITS Revenue IITS Revenue/Employee (RHS)

(US$ mn) (US$)



BUYSonata Software
Institutional Equity Research

Target Price: Rs395IT | India

3

CMP (Rs)  310 

Upside/ (Downside) (%)  27 

Bloomberg Ticker SSOF IN

‘Platformation’ - Key Positioning of the Company
SSOF, which aims to become a strategic partner for its clients, is focusing on ‘Platformation’ 
strategy formulated 2.5 years ago. It is looking to use platforms and IP as business 
transformation drivers and become a long-term partner rather than just an IT vendor. This 
will drive customer stickiness, in our view. Business-wise, this strategy has driven interest 
creation from the client end and has aided in deal wins, with Sonata’s positioning as a 
platform partner proving to be a major differentiator versus competition. This will enable 
Sonata to align closely with clients and drive revenue predictability, going forward.

SSOF held 6-8 workshops with prospective clients recently to market the concept. The IT 
firm typically spends some days with client organisation managements to engage deeply, 
understand their requirements and to explore value-addition avenues. Post such meetings, 
clients have reverted to Sonata showing interest to take discussions further. It is clear that 
most clients are investing in digital transformation initiatives, which we expect will aid 
revenue growth for Sonata (digital at 36% of revenue in 1QFY20).

A key focus area of the ‘Platformation’ strategy is revenue scale-up. SSOF’s engagements 
with many clients have ample room for scale-up, be it in terms of addressing more services 
or geographical expansion. SSOF is focusing on driving revenue scale-up with major 
clients to US$5mn (’60x5 strategy’), with the company targeting 60 clients with average 
engagement size of US$5mn over the next 4-5 years, which will drive US$300mn in annual 
revenue (15-20% CAGR). Currently, 7-8 clients contribute revenue in excess of US$5mn. It 
should be noted that US$5mn is more an average with some clients currently contributing 
less than this number. Currently, 17 clients come under this band, implying that these clients 
have potential to give at least US$5mn in revenue, going forward.

Exhibit 3: Top-5, Top-10 Client Trend Exhibit 4: Top-5, Top-10 Average Revenue/Client – On the way up

Source: Company, RSec Research
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Exhibit 5: Microsoft AX Revenue – Robust Growth

Source: Company, RSec Research

Microsoft Dynamics – Cornerstone of Growth
One of SSOF’s key success stories and growth drivers has been the Microsoft strategic 
partnership. It addresses all 4 of Microsoft’s key strategic focus areas - Modern Workplace 
(Office 365 – sells this through its domestic business, Domestic Products and Services), 
Applications (Dynamics – key area of strength), Data & AI (Power Apps, Power BI – Sonata 
is an implementation partner) and Azure Cloud (cloud migration, product usage – Sonata’s 
IPs are all on Azure Cloud). Unsurprisingly, Microsoft AX has consistently been Sonata’s 
second-largest service after ADM since 2QFY18 and was its largest service in 1QFY20 (26% 
of IITS revenue, 9.5% CQGR over the past 8 quarters, implying 45% annualised growth). 
Service-wise, Dynamics is the largest part of the Microsoft partnership, followed by ISV. 
SSOF has set up an ISV development centre for Microsoft, one of 6 globally, reflecting 
Sonata’s critical focus on this ecosystem and MS’ recognition of the work done by SSOF 
as an IT vendor and strategic partner. We expect this to be one of the key pillars of SSOF’s 
growth strategy, going forward.

Competition – Niche Players for IP; Indian, Global IT Firms for Services
From competitive standpoint, SSOF rarely comes across any major Indian IT firms when 
it wins new clients through its IP-led and MS Dynamics differentiator. In these cases, the 
competitive landscape is characterised more with niche local competitors i.e. Dynamics 
partners like Avanade. On the other hand, for typical IT services work, competition includes 
all Indian IT firms as well as global competition. From a customer segment perspective, 
SSOF focuses on mid-market firms, with its Retail customers typically earning revenue in the 
range of US$500mn-US$3bn, while on the Travel side, client revenue typically falls between 
US$500mn-US$2bn. On the ISV side, SSOF comes up against Persistent Systems at times. 
Focus is on go-to-market with Microsoft, with the key driver being conversion to Azure cloud.

Cash Usage – Mainly Towards Acquisitive Growth, Dividends
With regard to cash usage, SSOF is clear that the main purpose is for acquisitive growth to 
build capabilities or to expand into newer geographies apart from dividend pay-out. While 
numerous top-tier and mid-tier IT firms have resorted to share buybacks, Sonata is not 
considering the same as of now, given the need to conserve cash for acquisitions. Dividend 
pay-out has been consistently high at 50-60% over the past few years, with dividend yield 
at 4.1% on FY19 DPS.  

2Q to See Organic Rebound, Wage Hike; Acquisitions Integrated
With regard to 2QFY20 outlook, management believes organic IITS revenue growth is likely 
to rebound after slow 1% QoQ growth in 1QFY20. Growth was slow in the first quarter owing 
to issues with a couple of Travel clients in Europe, apart from adverse currency movements. 
On the other hand, the OPD vertical clocked ~10% QoQ growth in 1QFY20 (fastest since 
1QFY18), while YoY growth was 17.2% (fastest since 4QFY18), led by the key Microsoft account 
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Exhibit 6: IITS Revenue Growth, Margin Trend

Soure: Company, RSec Research

Outlook & Valuation
We like SSOF’s differentiated business model, focus on IP and platforms, high dividend 
yield, quality balance sheet, high RoE and no equity dilution for the past several years. 
We expect the Microsoft alliance to be a key growth driver, going forward. Given its 
platform focus, investments made in IP and S&M, decent cash generation and reasonable 
valuation, coupled with healthy growth, we believe there exists good legroom for upside. 
Following the recent 12% stock price correction, the stock trades at a reasonable valuation 
of 11x FY21E EPS. We maintain our BUY recommendation on the stock with a Target 
Price of Rs395.

Key Risks
 f Client-specific issues in any of the top-10 clients could impact revenue growth.

 f Growth pangs in IMS business, given disruptive impact of cloud revenue replacing on-
premise revenue.

 f Event-specific risks could impact IT budgets, cut discretionary spend and delay new 
deals.

 f Cost escalation could impact project delivery and margin. 

 f Currency risk.

and some new clients won in previous quarters. With regard to margin, 2Q will see wage 
hike for junior employees, with key margin levers being utilisation and pricing, the latter 
being driven by higher IP revenue and MS Dynamics Thus, 2Q is likely to see healthy 
revenue growth with stable margin.

SSOF has integrated the 2 companies, which it acquired in Dec’18 – SDS and Sopris. The 
company is supporting their businesses through pricing, pitch and execution. SSOF is cross-
selling SDS’ IP – CTRM – to other clients and taking it to newer geographies. It will take 18 
months from the acquisition date to see the full effect on SSOF’s financials, implying that the 
impact will be observed in FY21E.
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Profit and Loss Statement

Y/E Mar (Rs mn) FY18 FY19E FY20E FY21E

Net Sales 24,539 29,609 33,104 36,670

Growth (%) 3.5 20.7 11.8 10.8 

Total Operating Expenses 22,230 26,253 29,312 32,384

EBITDA 2,310 3,356 3,792 4,285
EBITDA (%) 9.4 11.3 11.5 11.7 
EBITDA Growth (%) 20.6 45.3 13.0 13.0 
Depreciation 124 127 351 380

EBIT 2,186 3,229 3,440 3,905
EBIT (%) 8.9 10.9 10.4 10.7 
EBIT Growth (%) 21.0 47.7 6.6 13.5 
Other Income 455 273 417 427

Interest 48 34 149 150

PBT 2,592 3,467 3,709 4,183
Tax (incl deferred) 682 1,006 1,038 1,213

Minority Interest (4) (4) (4) (4)

Exceptional Items 12 28 0 0

PAT 1,925 2,493 2,674 2,974
PAT Growth (%) 23.2 29.5 7.3 11.2 

EPS 18.3 23.7 25.4 28.3 
EPS Growth (%) 23.2 29.5 7.3 11.2 

Balance Sheet

Y/E March (Rs mn) FY18 FY19E FY20E FY21E

SOURCES OF FUNDS

Share Capital - Equity  104  104  104  104 

Reserves  6,429  7,579  8,991  10,450 

Total Shareholders' Funds  6,533  7,683  9,095  10,554 

Minority Interest  (0)  -    -    -   

Total Debt  187  156  268  231 

Long Term Provisions & Others  127  435  435  435 

Creditors  4,323  5,873  6,425  6,654 

Other Current Liabilities & Provns  1,167  1,134  924  997 

Total Current Liabilities  5,489  7,007  7,348  7,652 

TOTAL SOURCES OF FUNDS  12,336  15,281  17,146  18,872 

APPLICATION OF FUNDS

Goodwill & Other Intangible Assets  908  1,774  1,774  1,774 

Net Block  232  220  34  (162)

CWIP  3  6  6  6 

Investments  685  62  62  62 

Deferred Tax Assets  124  119  119  119 

LT Loans & Advances, Others  848  632  632  632 

Total Non Current Assets  2,799  2,813  2,627  2,431 

Debtors  4,376  8,523  7,435  7,834 

Cash & Bank  3,472  1,992  5,131  6,654 

Liquid Investments  1,300  1,402  1,402  1,402 

Other Current Assets  389  551  551  551 

Total Current Assets  9,537  12,468  14,519  16,441 

TOTAL APPLICATION OF FUNDS  12,336  15,281  17,146  18,872 
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Cash Flow Statement

Y/E March (Rs mn) FY18 FY19E FY20E FY21E

PAT 1,925 2,493 2,674 2,974

Non-operating & EO items  (98) 4 4 4

Depreciation 124 127 351 380

Working Capital Change 904  (2,629) 1,428  (95)

Cash Flow from Operations        (a) 2,855  (5) 4,458 3,263

Capex  (64)  (119)  (166)  (183)

Investments 1,015 622 0 0

Cash Flow from Investing           (b) 952 504  (166)  (183)

Debt Issuance/(Repaid)  (215)  (31) 112  (37)

Share capital Issuance 0 0 0 0

Dividend  (1,146)  (1,010)  (1,262)  (1,514)

Cash Flow from Financing          (c)  (1,361)  (1,040)  (1,150)  (1,552)

NET CASH FLOW (a+b+c) 2,446  (542) 3,142 1,528

EO items, others  (1,505)  (938)  (4)  (4)

Closing Cash Balance 3,472 1,992 5,131 6,654

Free Cash Flow 2,792  (124) 4,292 3,079

Key Ratios

Y/E Mar FY18 FY19E FY20E FY21E

Profitability (%)
EBITDA Margin 9.4 11.3 11.5 11.7 

APAT Margin 7.8 8.4 8.1 8.1 

RoE 31.0 35.1 31.9 30.3 

RoIC or Core RoCE 18.9 21.8 18.0 22.5 

RoCE 24.8 31.5 29.3 28.2 

Efficiency
Tax Rate (%) 26.3 29.0 28.0 29.0 

Fixed Asset Turnover (x) 63.4 58.9 49.5 43.0 

Inventory (days) 0 0 0 0

Debtors (days) 65 105 82 78

Payables (days) 71 82 80 75

Cash Conversion Cycle (days) (6) 23 2 3

Net Debt/EBITDA (x) (2.0) (1.0) (1.7) (1.8)

Net Debt/Equity (x) (0.7) (0.4) (0.7) (0.7)

Interest Coverage (x) 45.4 95.2 23.2 26.1 

Per Share Data (Rs)
EPS 18.3 23.7 25.4 28.3 

CEPS 19.5 24.9 28.8 31.9 

DPS 9.1 8.0 10.0 12.0 

BV 62.1 73.1 86.5 100.4 

Valuation
P/E (x) 16.9 13.1 12.2 11.0 

P/BV (x) 5.0 4.2 3.6 3.1 

EV/EBITDA (x) 12.6 9.1 7.2 6.1 

OCF/EV (%) 9.8 (0.0) 16.2 12.6 

FCF/EV (%) 9.6 (0.4) 15.6 11.9 

FCFE/mkt cap (%) 8.6 (0.4) 13.2 9.4 

Dividend Yield (%) 2.9 2.6 3.2 3.9 
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Rating Expected absolute returns (%) over 12 months
BUY >10%

HOLD -5% to 10%

REDUCE  >-5%

Date Reco CMP TP

09-Aug-19 BUY 340 395

31-May-19 BUY 355 420

11-Mar-19 BUY 333 420

11-Feb-19 BUY 334 420

13-Dec-18 BUY 318 420

07-Dec-18 BUY 311 420

0-Nov-18 BUY 355 420

03-Oct-18 BUY 360 425

PLEASE CLICK HERE FOR PREVIOUS REPORTS
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