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Key takeaways
Solid margins drive EBITDA / Net income 9% / 6% above consensus...

... yet rev 3% miss (and only 4% LFL Y/Y) & FCF pressured by working capital

Maintain Underperform with SAR314 PO and 10% downside potential
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Maintain Underperform post 2Q results
4 key takeaways from Solutions 2Q23 results (based on the company's release as full financials not yet available): i) revenue 30% Y/Y, 6% below BofAe and 3%

below company-compiled consensus ii) EBITDA 30% Y/Y, 3% above BofAe and 9% above consensus. iii) net income 24% Y/Y, 3% below BofAe and 6% above

consensus. iv) 2Q23 FCF loss 14% wider than BofAe. We maintain our Underperform rating with 10% downside to our SAR314 PO; the stock trades on 32x

P/E for 2023E while the company has delivered only 4% organic top-line growth in 2Q23.

Revenue growth has been weak
2Q23 revenue was 29.5% Y/Y to SAR2,701m vs +19.3% in 1Q23. However, organic growth has decelerated to 3.6% from 6.4% in 1Q23, or from 16.8% in

1Q23 ex-stc data centre project in 1Q22. Segment wise: (i) core ICT services were 5.9% below BofAe and 28.9% Y/Y vs 17.7% in 1Q23. Assuming 100% of

Giza is booked there, organic revenue growth was -7.0% Y/Y vs -4.9% in 1Q. (ii) IT managed and operational services were 9.2% below BofAe and 40.8% Y/Y

vs 27.4% in 1Q23. Assuming 100% of CCC is booked there, organic revenue growth was 2.8% vs 28.1% in 1Q23 (iii) Digital services were 0.7% above BofAe

and 15.8% Y/Y vs 13.6% in 1Q23 and 8.4% in 4Q22.

EBITDA margin stronger
EBITDA margin was 16.9%, 1.9pp above consensus and 1.5pp above BofAe. Gross margin was 27.1%, 4.9pp above consensus and 4.6pp above BofAe despite

bigger than expected share of lower-margin digital business (18.5% of total vs 17.3% BofAe), however this has been largely offset by OpEx 29% above BofAe

due to "increased provision for bad debt".

EPS growth below EBITDA, pressured by Giza
Net income was SAR340m, 24% Y/Y. The company has mentioned two non-operational factors negatively impacting profitability: (i) 'FX translation losses due

to Egyptian Pound depreciation' (not disclosed, was SAR29m in 1Q23) and (ii) 'higher Zakat related to the ccc acquisition'.

FCF generation muted
Solutions has reported -SAR355m FCF (vs -SAR311m BofAe), which compares with SAR392m in 2Q22 and SAR319m in 1Q23. Excluding investments (capex +

the ccc acquisition), FCF was SAR107m vs SAR235m BofAe due to "increased investments in working capital mostly due to higher contract assets related to

overall business growth as well as acquisition of Giza and ccc". As SAR595m dividends were also paid in the quarter, net cash position has reduced to -

SAR1.9bn from -SAR2.8bn in 1Q23.
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Exhibit 1: Solutions 2Q23 results review
Revenue 3% below consensus, Net income 6% above



SAR m 2Q23A 2Q23E A vs E 2Q22A Y/Y 1Q23A Q/Q 2Q23C A vs C
Revenue 2,701 2,867 -5.8% 2,085 29.5% 2,676 0.9% 2,788 -3.1%

Core ICT Services 1,377 1,464 -5.9% 1,068 28.9% 1,559 -11.7%    
IT Managed and Operational

Services 825 909 -9.2% 586 40.8% 674 22.4%    
Digital Services 499 495 0.7% 431 15.8% 443 12.6%    

Cost of revenue (1,969) (2,222) -11.4% (1,580) 24.6% (2,070) -4.9%    
Gross profit 732 645 13.5% 505 44.9% 606 20.8% 620 18.1%
Gross margin 27.1% 22.5% 4.6pp 24.2% 2.9pp 22.6% 4.5pp 22.2% 4.9pp

OpEx incl. D&A (345) (267) 29.4% (212) 63.1% (249) 38.4%    
Operating Profit (EBIT) 387 379 2.2% 294 31.8% 357 8.4%    
D&A (69) (64) 8.3% (56) 23.2% (62) 11.7%    
EBITDA 456 442 3.1% 350 30.5% 419 8.9% 419 8.8%
EBITDA margin 16.9% 15.4% 1.5pp 16.8% 0.1pp 15.6% 1.2pp 15.0% 1.9pp

Net profit 340 349 -2.6% 273 24.5% 303 12.2% 321 5.9%
Net margin 12.6% 12.2% 0.4pp 13.1% -0.5pp 11.3% 1.3pp 11.5% 1.1pp

                   
Capex (21) (46) -54.2% (25) -14.6% (26) -20.7%    
As % of revenue 0.8% 1.6% -0.8pp 1.2% -0.4pp 1.0% -0.2pp    
FCF (Co definition) (355) (311) 14.2% 392 -190.5% 319 -211.4%    
FCF margin -13.1% -10.8% -2.3pp 18.8% -32.0pp 11.9% -25.1pp    
Net debt/(cash) - Co definition
(ex-leases) (1,898) (2,428) -21.8% (1,721) 10.3% (3,334) -43.1%    

Source: Company report, BofA Global Research estimates, Company for consensus
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    Price Objective Basis & Risk

Solutions by STC (XMETF)
Our discounted cash flow (DCF)-based price objective (PO) is SAR314. We assume a terminal growth of 4.0% and weighted-average cost of capital
(WACC) of 9.4%. We see the following upside risks to our PO: (i) Saudi digitalization spending (including in the public sector) growing faster than
expected, (ii) wider than forecasted margin expansion driven by operating leverage and revenue mix, (iii) the cloud business tracking ahead of
expectations that might warrant higher stock multiples, (iv) better working capital trends, so FCF generation. Downside risks are: (i) faster transition to
the cloud pressuring core ICT and managed services, (ii) volatile Saudi and Egypt macro, (iii) intensifying competition with local and international
players, (iv) more competition could mean higher employee attrition and so pressure on personnel expenses, (v) execution risks related to the acquisition
of Giza Systems.

 

    Analyst Certification

I, Evgeny Annenkov, hereby certify that the views expressed in this research report accurately reflect my personal views about the subject securities and
issuers. I also certify that no part of my compensation was, is, or will be, directly or indirectly, related to the specific recommendations or view
expressed in this research report.
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Solutions by STC (XMETF) Price Chart

The Investment Opinion System is contained at the end of the report under the heading "Fundamental Equity Opinion Key". Dark grey shading indicates the security is restricted with the opinion suspended. Medium grey shading indicates the security is under review with the opinion withdrawn. Light grey

shading indicates the security is not covered. Chart is current as of a date no more than one trading day prior to the date of the report.

 

 

Equity Investment Rating Distribution: Technology Group (as of 30 Jun 2023)

Coverage Universe Count Percent Inv. Banking Relationships Count Percent
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Buy 212 53.13% Buy 103 48.58%

Hold 89 22.31% Hold 45 50.56%

Sell 98 24.56% Sell 30 30.61%

 

Equity Investment Rating Distribution: Global Group (as of 30 Jun 2023)

Coverage Universe Count Percent Inv. Banking Relationships Count Percent

Buy 1877 53.28% Buy 1040 55.41%

Hold 815 23.13% Hold 464 56.93%

Sell 831 23.59% Sell 385 46.33%

 Issuers that were investment banking clients of BofA Securities or one of its affiliates within the past 12 months. For purposes of this Investment Rating Distribution, the coverage universe includes only stocks. A

stock rated Neutral is included as a Hold, and a stock rated Underperform is included as a Sell.

 

FUNDAMENTAL EQUITY OPINION KEY: Opinions include a Volatility Risk Rating, an Investment Rating and an Income Rating. VOLATILITY RISK RATINGS, indicators of potential price

fluctuation, are: A - Low, B - Medium and C - High. INVESTMENT RATINGS reflect the analyst's assessment of both a stock's absolute total return potential as well as its attractiveness

for investment relative to other stocks within its Coverage Cluster (defined below). Our investment ratings are: 1 - Buy stocks are expected to have a total return of at least 10% and are

the most attractive stocks in the coverage cluster; 2 - Neutral stocks are expected to remain flat or increase in value and are less attractive than Buy rated stocks and 3 - Underperform

stocks are the least attractive stocks in a coverage cluster. An investment rating of 6 (No Rating) indicates that a stock is no longer trading on the basis of fundamentals. Analysts assign

investment ratings considering, among other things, the 0-12 month total return expectation for a stock and the firm's guidelines for ratings dispersions (shown in the table below). The

current price objective for a stock should be referenced to better understand the total return expectation at any given time. The price objective reflects the analyst's view of the

potential price appreciation (depreciation).

Investment rating Total return expectation (within 12-month period of date of initial rating) Ratings dispersion guidelines for coverage cluster

Buy ≥ 10% ≤ 70%

Neutral ≥ 0% ≤ 30%

Underperform N/A ≥ 20%

Ratings dispersions may vary from time to time where BofA Global Research believes it better reflects the investment prospects of stocks in a Coverage Cluster.

INCOME RATINGS, indicators of potential cash dividends, are: 7 - same/higher (dividend considered to be secure), 8 - same/lower (dividend not considered to be secure) and 9 - pays no

cash dividend. Coverage Cluster is comprised of stocks covered by a single analyst or two or more analysts sharing a common industry, sector, region or other classification(s). A

stock's coverage cluster is included in the most recent BofA Global Research report referencing the stock.

 
Price Charts for the securities referenced in this research report are available on the Price Charts website (https://pricecharts.baml.com/), or call 1-800-MERRILL to have them mailed.

In the US, retail sales and/or distribution of this report may be made only in states where these securities are exempt from registration or have been qualified for sale: Solutions by STC.

BofA Global Research personnel (including the analyst(s) responsible for this report) receive compensation based upon, among other factors, the overall profitability of Bank of America

Corporation, including profits derived from investment banking. The analyst(s) responsible for this report may also receive compensation based upon, among other factors, the overall

profitability of the Bank's sales and trading businesses relating to the class of securities or financial instruments for which such analyst is responsible.

 

Other Important Disclosures
From time to time research analysts conduct site visits of covered issuers. BofA Global Research policies prohibit research analysts from accepting payment or reimbursement for travel

expenses from the issuer for such visits.

Prices are indicative and for information purposes only. Except as otherwise stated in the report, for any recommendation in relation to an equity security, the price referenced is the

publicly traded price of the security as of close of business on the day prior to the date of the report or, if the report is published during intraday trading, the price referenced is

indicative of the traded price as of the date and time of the report and in relation to a debt security (including equity preferred and CDS), prices are indicative as of the date and time of

the report and are from various sources including BofA Securities trading desks.

The date and time of completion of the production of any recommendation in this report shall be the date and time of dissemination of this report as recorded in the report timestamp.

 
Recipients who are not institutional investors or market professionals should seek the advice of their independent financial advisor before considering information in this report in

connection with any investment decision, or for a necessary explanation of its contents.

Officers of BofAS or one or more of its affiliates (other than research analysts) may have a financial interest in securities of the issuer(s) or in related investments.

Refer to BofA Global Research policies relating to conflicts of interest (https://rsch.baml.com/coi).

"BofA Securities" includes BofA Securities, Inc. ("BofAS") and its affiliates. Investors should contact their BofA Securities representative or Merrill Global Wealth Management financial

advisor if they have questions concerning this report or concerning the appropriateness of any investment idea described herein for such investor. "BofA Securities" is a global brand for

BofA Global Research.
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BofAS and/or Merrill Lynch, Pierce, Fenner & Smith Incorporated ("MLPF&S") may in the future distribute, information of the following non-US affiliates in the US (short name: legal
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Résolution (ACPR) and regulated by the ACPR and the Autorité des Marchés Financiers (AMF). BofA Securities Europe SA ("BofASE") with registered address at 51, rue La Boétie, 75008
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BofA Europe (Madrid): Bank of America Europe Designated Activity Company, Sucursal en España, regulated by the Bank of Spain, the ECB and the CBI; Merrill Lynch (Australia): Merrill

Lynch Equities (Australia) Limited, regulated by the Australian Securities and Investments Commission; Merrill Lynch (Hong Kong): Merrill Lynch (Asia Pacific) Limited, regulated by the

Hong Kong Securities and Futures Commission (HKSFC); Merrill Lynch (Singapore): Merrill Lynch (Singapore) Pte Ltd, regulated by the Monetary Authority of Singapore (MAS); Merrill

Lynch (Canada): Merrill Lynch Canada Inc, regulated by the Investment Industry Regulatory Organization of Canada; Merrill Lynch (Mexico): Merrill Lynch Mexico, SA de CV, Casa de Bolsa,

regulated by the Comisión Nacional Bancaria y de Valores; Merrill Lynch (Argentina): Merrill Lynch Argentina SA, regulated by Comisión Nacional de Valores; BofAS Japan: BofA Securities

Japan Co., Ltd., regulated by the Financial Services Agency; Merrill Lynch (Seoul): Merrill Lynch International, LLC Seoul Branch, regulated by the Financial Supervisory Service; Merrill

Lynch (Taiwan): Merrill Lynch Securities (Taiwan) Ltd., regulated by the Securities and Futures Bureau; BofAS India: BofA Securities India Limited, regulated by the Securities and

Exchange Board of India (SEBI); Merrill Lynch (Israel): Merrill Lynch Israel Limited, regulated by Israel Securities Authority; Merrill Lynch (DIFC): Merrill Lynch International (DIFC Branch),

regulated by the Dubai Financial Services Authority (DFSA); Merrill Lynch (Brazil): Merrill Lynch S.A. Corretora de Títulos e Valores Mobiliários, regulated by Comissão de Valores
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ACPR and the AMF; has been considered and distributed in Japan by BofAS Japan, a registered securities dealer under the Financial Instruments and Exchange Act in Japan, or its

permitted affiliates; is issued and distributed in Hong Kong by Merrill Lynch (Hong Kong) which is regulated by HKSFC; is issued and distributed in Taiwan by Merrill Lynch (Taiwan); is

issued and distributed in India by BofAS India; and is issued and distributed in Singapore to institutional investors and/or accredited investors (each as defined under the Financial

Advisers Regulations) by Merrill Lynch (Singapore) (Company Registration No 198602883D). Merrill Lynch (Singapore) is regulated by MAS. Merrill Lynch Equities (Australia) Limited

(ABN 65 006 276 795), AFS License 235132 (MLEA) distributes this information in Australia only to 'Wholesale' clients as defined by s.761G of the Corporations Act 2001. With the

exception of Bank of America N.A., Australia Branch, neither MLEA nor any of its affiliates involved in preparing this information is an Authorised Deposit-Taking Institution under the

Banking Act 1959 nor regulated by the Australian Prudential Regulation Authority. No approval is required for publication or distribution of this information in Brazil and its local

distribution is by Merrill Lynch (Brazil) in accordance with applicable regulations. Merrill Lynch (DIFC) is authorized and regulated by the DFSA. Information prepared and issued by Merrill

Lynch (DIFC) is done so in accordance with the requirements of the DFSA conduct of business rules. BofA Europe (Frankfurt) distributes this information in Germany and is regulated by

BaFin, the ECB and the CBI. BofA Securities entities, including BofA Europe and BofASE (France), may outsource/delegate the marketing and/or provision of certain research services or

aspects of research services to other branches or members of the BofA Securities group. You may be contacted by a different BofA Securities entity acting for and on behalf of your

service provider where permitted by applicable law. This does not change your service provider. Please refer to the Electronic Communications Disclaimers

(http://www.bankofamerica.com/emaildisclaimer) for further information.
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full responsibility for information distributed to BofAS and/or MLPF&S clients in the US by its non-US affiliates. Any US person receiving this information and wishing to effect any

transaction in any security discussed herein should do so through BofAS and/or MLPF&S and not such foreign affiliates. Hong Kong recipients of this information should contact Merrill

Lynch (Asia Pacific) Limited in respect of any matters relating to dealing in securities or provision of specific advice on securities or any other matters arising from, or in connection

with, this information. Singapore recipients of this information should contact Merrill Lynch (Singapore) Pte Ltd in respect of any matters arising from, or in connection with, this

information. For clients that are not accredited investors, expert investors or institutional investors Merrill Lynch (Singapore) Pte Ltd accepts full responsibility for the contents of this
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Taiwan Readers: Neither the information nor any opinion expressed herein constitutes an offer or a solicitation of an offer to transact in any securities or other financial instrument. No

part of this report may be used or reproduced or quoted in any manner whatsoever in Taiwan by the press or any other person without the express written consent of BofA Securities.

This document provides general information only, and has been prepared for, and is intended for general distribution to, BofA Securities clients. Neither the information nor any opinion

expressed constitutes an offer or an invitation to make an offer, to buy or sell any securities or other financial instrument or any derivative related to such securities or instruments (e.g.,

options, futures, warrants, and contracts for differences). This document is not intended to provide personal investment advice and it does not take into account the specific investment

objectives, financial situation and the particular needs of, and is not directed to, any specific person(s). This document and its content do not constitute, and should not be considered to
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have a short-term price impact on the equity securities of the issuer. Short-term trading ideas and recommendations are different from and do not affect a stock's fundamental equity

rating, which reflects both a longer term total return expectation and attractiveness for investment relative to other stocks within its Coverage Cluster. Short-term trading ideas and

recommendations may be more or less positive than a stock's fundamental equity rating.

BofA Securities is aware that the implementation of the ideas expressed in this report may depend upon an investor's ability to "short" securities or other financial instruments and that

such action may be limited by regulations prohibiting or restricting "shortselling" in many jurisdictions. Investors are urged to seek advice regarding the applicability of such regulations

prior to executing any short idea contained in this report.

Foreign currency rates of exchange may adversely affect the value, price or income of any security or financial instrument mentioned herein. Investors in such securities and instruments,

including ADRs, effectively assume currency risk.

BofAS or one of its affiliates is a regular issuer of traded financial instruments linked to securities that may have been recommended in this report. BofAS or one of its affiliates may, at

any time, hold a trading position (long or short) in the securities and financial instruments discussed in this report.
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