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Stock Rating: Outperform

 
Symbol: MGIC (NASDAQ)
Price: $8.90 (52-Wk.: $6.65-$9.50)
Market Value (M): $396
Dividend/Yield: $0.26/2.94%
Fiscal Year End: December

 2017E 2018E
Estimates
EPS Q1 $0.13 $0.15
 Q2 $0.13 $0.15
 Q3 $0.12 $0.15
 Q4 $0.12 $0.14

FY $0.50 $0.60
Sales (M) Q1 $60.8 $67.0
 Q2 $65.5 $72.9
 Q3 $65.7 $73.2
 Q4 $62.5 $69.2

FY $254.4 $282.3
Valuation
FY P/E 17.9x 14.9x
CY P/E 17.9x 14.9x
EV/Sales 1.5x 1.3x

Trading Data (FactSet)
Shares Outstanding (M): 44.5
Float (M): 44.2
Avg. Daily Volume (90-day): 29,011

Financial Data (FactSet)
Book Value Per Share (MRQ): $4.64
Return on Equity (TTM): 6.0%
Enterprise Value (M): $373

Two-Year Price Performance Chart
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Sources: FactSet, William Blair & Company estimates

William Blair or an affiliate does and seeks to do business with companies covered in its research reports. As a
result, investors should be aware that the firm may have a conflict of interest that could affect the objectivity of
this report. This report is not intended to provide personal investment advice. The opinions and recommendations
herein do not take into account individual client circumstances, objectives, or needs and are not intended as
recommendations of particular securities, financial instruments, or strategies to particular clients. The recipient of
this report must make its own independent decisions regarding any securities or financial instruments mentioned
herein.

Magic develops, markets, sells, and supports an application platform and business and process integration solutions,
and offers information technology (IT) professional services.

November 14, 2017

Magic Software Enterprises Ltd.

Continued Strength in Integration Platform; Full-Year Revenue Guidance
Raised at the Midpoint

Summary. Magic reported strong third-quarter results with revenue of $65.7 million, a
20.5% increase year-over-year, coming in ahead of the Street mean of $62.7 million due to
continued demand for digital transformations, which is a catalyst for integration projects.
From a geographic standpoint, growth came primarily from strength in North American
and Israel. In addition, management raised full-year revenue guidance by $2.5 million at the
midpoint, to $250 million to $255 million (24% to 26.5% growth), which is in line with the
Street mean of $252.6 million (25.3% growth).

The strong performance during the quarter was primarily driven by growth from new
customers and expansion with existing customers. We suspect the overall demand
environment remains strong for the company’s integration platform and its cloud business.
The company recently announced the launch of its global integration channel partner
program, which aims to help the company capture the growing opportunity for integration
projects by working more closely with independent software vendors, OEM partners, system
integrators, value-added distributors, value-added resellers, and consulting companies. We
view this initiative positively as we believe it should help grow license revenue and ultimately
improve gross margins. Still, we believe this relationship could put some pressure on the
company’s professional services business as we suspect some partners are likely to conduct
the implementation of the technology sold.

Non-GAAP gross margins were 34.7% compared with 36.9% last year and 34.0% last
quarter. We believe the pressure on gross margins is driven by the continued revenue mix
shift toward professional services (roughly 30% of revenue was from software and 70% from
services, compared with 35% software and 65% license last year). We expect the company’s
overall gross margin profile to continue experiencing pressure as we do not expect any
change in the revenue mix in the near term, and we would wait to see the success of the
company’s partner initiative before we would expect any significant improvement in gross
margins.

The company has roughly $77.2 million of cash and cash equivalents, and we suspect the
company will continue its acquisitive strategy, mostly seeking complementary technology
solutions. However, we continue to expect a competitive market for acquisitions. Cash flow
from operating activities in the first half of 2017 was roughly $17.8 million, compared with
$21.8 million in the same period last year; free cash flow of $13.7 million was down from
$17.7 million over the same period.

Please refer to important disclosures on pages 4 – 5. Analyst certification is on page 4.



Stock Thoughts 
Given the solid top-line growth and upside optionality from its license business, we would be buyers of the stock. The stock is 
trading at 1.4 times our 2018 revenue estimate and 13.3 times our 2018 free cash estimate, which are both below the pure 
service group at 2.4 times and 17.7 times, respectively.  

 
Third-Quarter Financial Highlights (ending September) 
 
Revenue. Magic posted third-quarter revenue of $65.7 million, a 20.5% increase year-over-year. The result was above our 
expectations of $61.3 million (12.5% growth) and the Street mean of $62.7 million (15.1% growth).  
 
Non-GAAP Operating Income. The company reported non-GAAP operating income of $9.1 million (17.2% margin), compared 
with $7.7 million (14.2% margin) last year and $9.0 million in the prior quarter (13.7% margin). The result was slightly below 
our estimate of $9.3 million (15.2% margin), but above the Street mean of $8.8 million (14.0% margin). 
 
Non-GAAP EPS. Non-GAAP EPS of $0.12 came in $0.03 below the Street mean, and $0.04 below our estimate.  
 
 
Fourth Quarter 2017 Estimates (ending December)  
Management does not issue quarterly guidance.  
 
Revenue. Consensus expectations are $63.8 million (15.7% growth). We maintain our estimate of $62.5 million (13.3% 
growth). 
 
Non-GAAP Operating Income. Consensus expectations are $8.5 million (13.3% margin). We decreased our non-GAAP 
operating income estimate of $8.3 million (13.3% margin) to $8.0 million (12.7% margin).  
 
Non-GAAP EPS. The Street mean is $0.14. We decrease our non-GAAP EPS estimate by a penny, to $0.12.  
 
 
Full Year 2017 Guidance  
  
Revenue. Management increased full-year revenue guidance by $2.5 million at the midpoint to $250 million to $255 million 
(24.0% to 26.5% growth), in line with the Street’s estimate of $252.6 million (25.3% growth). We increased our estimate of 
$250.0 million (24.0% growth) to $254.4 million (26.1% growth). 
 
Non-GAAP Operating Income. Consensus expectations are $34.6 million. We decrease our non-GAAP operating income 
estimate slightly to $34.4 million (13.5% margin) from $35.0 million (14.0% margin). The drop in operating margin is 
primarily due to continued gross margin pressure.  
 
Non-GAAP EPS. The Street’s estimate is $0.56. We lower our non-GAAP EPS estimate to $0.50 from $0.55.  
  
 
Valuation 
Given that the company is services heavy, we compare Magic with the onshore services group (which includes companies such 
as Accenture [ACN $143.92], Hackett [HCKT $15.26], and Perficient [PRFT $18.84]) as well as with a blended group given the 
company’s mix of both software and maintenance and license revenue). Compared with the IT services group (and the blended 
group), Magic is at a discount on a calendar 2018 enterprise-value-to-EBITDA basis, trading at 7.2 times.  

 

 
 

 

Calendar 2018 EV/Rev P/E EV/EBITDA EV/FCF

Magic Software 1.4x 14.3x 7.2x 13.3x

App lifecycle management/dev grp median 6.2x 29.0x 21.0x 33.0x

Infrastructure software grp median 4.7x 20.0x 12.6x 17.2x

IT services grp median 2.4x 15.3x 10.4x 17.7x

Blended group median 3.4x 18.4x 12.5x 20.2x
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($ in millions except for per share items)

2012 2013 2014 2015 1Q16 2Q16 3Q16 4Q16 2016 1Q17 2Q17 3Q17 4Q17E 2017E 2018E

Revenue $126.4 $145.0 $164.3 $176.0 $44.7 $47.4 $54.5 $55.1 $201.6 $60.8 $65.5 $65.7 $62.5 $254.4 $282.3

Cost of revenues 73.4 85.9 99.7 113.2 29.2 31.2 35.7 37.2 133.3 41.1 44.7 44.3 41.9 172.0 188.7

Gross Profit 53.0 59.1 64.6 62.8 15.4 16.2 18.7 18.0 68.4 19.7 20.8 21.3 20.6 82.4 93.7

Research and development, net 2.9 3.7 4.8 4.9 1.3 1.2 1.6 1.8 5.8 1.6 1.9 1.7 1.7 6.9 7.2

Selling, marketing and general and administrative 33.6 36.2 39.1 36.5 8.9 9.7 11.2 11.0 40.8 11.7 12.5 12.6 12.6 49.4 55.3

Increase in valuation of contingent consideration related to acquisitions 0.8 0.8 0.0

Operating income 16.4 19.1 20.7 21.4 5.3 5.3 6.0 4.3 20.9 6.3 6.3 7.1 6.3 26.1 31.2

Financial (expense) income, net 0.0 (0.7) (1.8) (0.7) 0.1 0.2 (0.1) (0.3) (0.2) (0.2) (0.6) (0.3) (0.5) (1.7) (1.5)

Other (expense) income, net 0.1 (0.0) (0.1) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Income before income taxes 16.6 18.4 18.9 20.8 5.3 5.5 5.8 4.0 20.7 6.1 5.7 6.8 5.8 24.4 29.7

Taxes on income 0.1 1.6 2.3 3.7 1.3 1.0 1.0 0.6 3.9 1.3 1.6 2.1 1.2 6.1 6.1

Net income 16.5 16.9 16.6 17.1 4.1 4.5 4.8 3.4 16.7 4.9 4.2 4.6 4.6 18.3 23.6

Change in redeemable non-controlling interests 0.3 0.4 0.0 0.6 0.3 0.3 0.7 3.2 4.5 0.5 0.4 0.8 0.8 2.4 3.1

Net income attributable to non-controlling interests 0.0 0.6 1.2 0.2 0.1 0.1 0.1 0.1 0.3 0.1 0.2 0.0 0.0 0.4 0.2

Net income attributable to Magic shareholders $16.2 $15.9 $15.4 $16.2 $3.7 $4.1 $4.0 $0.1 $11.9 $4.3 $3.6 $3.8 $3.8 $15.5 $20.3

Diluted GAAP EPS $0.44 $0.43 $0.36 $0.36 $0.08 $0.09 $0.09 $0.00 $0.27 $0.10 $0.08 $0.09 $0.09 $0.35 $0.45

Diluted shares 37.108 37.294 43.305 44.397 44.492 44.511 44.530 44.530 44.516 44.554 44.593 44.609 44.613 44.592 44.625

Non-GAAP Adjustments

Amortization 6.7 7.7 7.9 7.3 1.1 2.4 2.9 1.6 8.1 1.6 3.1 3.2 1.6 9.5 6.0

Stock compensation 0.5 0.3 1.6 0.2 0.1 0.0 0.0 0.0 0.1 0.0 0.0 0.0 0.0 0.0 0.4

Other (5.0) (4.5) (4.3) (1.8) 0.2 (1.2) (1.2) 1.3 (0.8) 0.4 (0.4) (1.2) 0.0 (1.2) 0.0

Non-GAAP operating income 18.6 22.7 25.9 27.2 6.7 6.5 7.7 7.3 28.2 8.4 9.0 9.1 8.0 34.4 37.6

Amortization and other (0.1) 0.0 (0.2) (0.2) (0.3) (0.1) (0.4) 1.2 0.4 (0.6) (0.5) (0.5) 0.0 (1.6) 0.0

Non-GAAP net income 18.3 19.5 20.3 21.7 4.8 5.2 5.3 4.3 19.6 5.7 5.7 5.2 5.5 22.2 26.7

Non-GAAP EPS $0.49 $0.52 $0.47 $0.49 $0.11 $0.12 $0.12 $0.10 $0.44 $0.13 $0.13 $0.12 $0.12 $0.50 $0.60

Non-GAAP diluted shares 37.198 37.337 43.341 44.462 44.492 44.514 44.535 44.530 44.518 44.558 44.595 44.610 44.614 44.594 44.626

RATIO ANALYSIS (% of revenue)

Gross margin 41.9% 40.7% 39.3% 35.7% 34.6% 34.2% 34.4% 32.6% 33.9% 32.4% 31.7% 32.5% 33.0% 32.4% 33.2%

Research and development, net 2.3% 2.6% 2.9% 2.8% 2.8% 2.6% 2.9% 3.3% 2.9% 2.7% 2.9% 2.5% 2.8% 2.7% 2.5%

Selling, marketing and general and administrative 26.6% 25.0% 23.8% 20.7% 20.0% 20.4% 20.6% 20.0% 20.3% 19.3% 19.1% 19.1% 20.1% 19.4% 19.6%

Operating margin 13.0% 13.2% 12.6% 12.2% 11.8% 11.2% 10.9% 7.8% 10.3% 10.4% 9.7% 10.8% 10.1% 10.3% 11.0%

Effective tax rate 0.6% 8.5% 12.2% 17.7% 23.8% 18.0% 17.9% 16.2% 19.1% 20.5% 27.6% 31.6% 20.0% 25.1% 20.6%

Net margin 12.8% 11.0% 9.4% 9.2% 8.3% 8.6% 7.4% 0.2% 5.9% 7.0% 5.5% 5.8% 6.1% 6.1% 7.2%

Non-GAAP operating margin 14.7% 15.7% 15.8% 15.4% 14.9% 13.8% 14.2% 13.2% 14.0% 13.8% 13.7% 13.8% 12.7% 13.5% 13.3%

Non-GAAP net margin 14.5% 13.4% 12.4% 12.4% 10.8% 10.9% 9.8% 7.8% 9.7% 9.4% 8.8% 8.0% 8.8% 8.7% 9.4%

GROWTH ANALYSIS

Year-over-year

Revenue 11.5% 14.7% 13.3% 7.1% 10.7% 11.4% 20.2% 15.2% 14.6% 36.0% 38.3% 20.5% 13.3% 26.1% 11.0%

Operating income 11.5% 16.6% 8.4% 3.4% -9.4% -0.8% 12.7% -13.4% -2.7% 20.5% 19.1% 19.0% 46.4% 25.1% 19.5%

Net income 7.6% -1.9% -3.0% 5.2% -13.7% -0.2% -3.5% -96.6% -26.5% 15.6% -12.3% -5.1% 2937.3% 29.9% 31.0%

EPS 7.4% -2.4% -16.5% 2.6% -14.2% -0.4% -3.7% -96.6% -26.7% 15.4% -12.5% -5.3% 2931.6% 29.7% 30.9%

Non-GAAP operating income 28.9% 21.7% 14.1% 5.0% -0.5% 1.0% 16.7% -1.0% 3.9% 25.7% 37.4% 17.2% 9.1% 21.8% 9.3%

Non-GAAP net income 23.9% 6.2% 4.5% 6.9% -7.2% 0.3% -7.3% -23.5% -9.6% 18.5% 10.8% -2.1% 27.0% 12.9% 20.2%

Sequential

Revenue -6.7% 6.0% 15.0% 1.2% 10.2% 7.8% 0.3% -4.9%

Operating income 5.8% 1.2% 12.1% -27.8% 47.1% 0.0% 11.9% -11.1%

Net income 0.3% 10.8% -2.0% -96.9% 3283.3% -15.9% 6.0% 0.7%

EPS 0.2% 10.8% -2.1% -96.9% 3281.5% -16.0% 6.0% 0.7%

Non-GAAP operating income -9.5% -2.0% 18.3% -5.6% 14.8% 7.1% 1.0% -12.2%

Non-GAAP net income -14.3% 7.3% 3.0% -19.2% 33.0% 0.3% -9.1% 4.9%
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IMPORTANT DISCLOSURES

William Blair or an affiliate is a market maker in the security of Magic Software Enterprises Ltd..

William Blair or an affiliate expects to receive or intends to seek compensation for investment banking services from Magic Software
Enterprises Ltd. or an affiliate within the next three months.

Officers and employees of William Blair or its affiliates (other than research analysts) may have a financial interest in the securities of Magic
Software Enterprises Ltd..

This report is available in electronic form to registered users via R*Docs™ at https://williamblairlibrary.bluematrix.com or
www.williamblair.com.

Please contact us at +1 800 621 0687 or consult williamblair.com/Research-and-Insights/Equity-Research/Coverage.aspx for all disclosures.

Bhavan Suri attests that 1) all of the views expressed in this research report accurately reflect his/her personal views about any and all of
the securities and companies covered by this report, and 2) no part of his/her compensation was, is, or will be related, directly or indirectly,
to the specific recommendations or views expressed by him/her in this report. We seek to update our research as appropriate. Other than
certain periodical industry reports, the majority of reports are published at irregular intervals as deemed appropriate by the research
analyst.

DOW JONES: 23439.70
S&P 500: 2584.84
NASDAQ: 6757.59
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Magic Software Enterprises Ltd. Rating History as of 11/ 13/ 2017

Closing Price

OP: Outperform Mkt: Market Perform UP: Under Perform NR: Not Rated I: Init iat ion of Coverage D: Dropped Coverage

Source: FactSet & William Blair

powered by: BlueMatrix

Additional information is available upon request.

Current Rating Distribution (as of November 14, 2017):
Coverage Universe Percent Inv. Banking Relationships * Percent

Outperform (Buy) 63 Outperform (Buy) 20
Market Perform (Hold) 35 Market Perform (Hold) 10
Underperform (Sell) 1 Underperform (Sell) 0

*Percentage of companies in each rating category that are investment banking clients, defined as companies for which William Blair has
received compensation for investment banking services within the past 12 months.

The compensation of the research analyst is based on a variety of factors, including performance of his or her stock recommendations;
contributions to all of the firm’s departments, including asset management, corporate finance, institutional sales, and retail brokerage; firm
profitability; and competitive factors.
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OTHER IMPORTANT DISCLOSURES

Stock ratings and valuation methodologies: William Blair & Company, L.L.C. uses a three-point system to rate stocks. Individual ratings reflect
the expected performance of the stock relative to the broader market (generally the S&P 500, unless otherwise indicated) over the next
12 months. The assessment of expected performance is a function of near-, intermediate-, and long-term company fundamentals, industry
outlook, confidence in earnings estimates, valuation (and our valuation methodology), and other factors. Outperform (O) - stock expected
to outperform the broader market over the next 12 months; Market Perform (M) - stock expected to perform approximately in line with
the broader market over the next 12 months; Underperform (U) - stock expected to underperform the broader market over the next 12
months; not rated (NR) - the stock is not currently rated. The valuation methodologies include (but are not limited to) price-to-earnings
multiple (P/E), relative P/E (compared with the relevant market), P/E-to-growth-rate (PEG) ratio, market capitalization/revenue multiple,
enterprise value/EBITDA ratio, discounted cash flow, and others. Stock ratings and valuation methodologies should not be used or relied
upon as investment advice. Past performance is not necessarily a guide to future performance.

The ratings and valuation methodologies reflect the opinion of the individual analyst and are subject to change at any time.

Our salespeople, traders, and other professionals may provide oral or written market commentary, short-term trade ideas, or trading
strategies-to our clients, prospective clients, and our trading desks-that are contrary to opinions expressed in this research report. Certain
outstanding research reports may contain discussions or investment opinions relating to securities, financial instruments and/or issuers
that are no longer current. Always refer to the most recent report on a company or issuer. Our asset management and trading desks may
make investment decisions that are inconsistent with recommendations or views expressed in this report. We will from time to time have
long or short positions in, act as principal in, and buy or sell the securities referred to in this report. Our research is disseminated primarily
electronically, and in some instances in printed form. Research is simultaneously available to all clients. This research report is for our clients
only. No part of this material may be copied or duplicated in any form by any means or redistributed without the prior written consent of
William Blair & Company, L.L.C.

This is not in any sense an offer or solicitation for the purchase or sale of a security or financial instrument. The factual statements
herein have been take from sources we believe to be reliable, but such statements are made without any representation as to accuracy or
completeness or otherwise, except with respect to any disclosures relative to William Blair or its research analysts. Opinions expressed are
our own unless otherwise stated and are subject to change without notice. Prices shown are approximate.

This material is distributed in the United Kingdom and the European Economic Area (EEA) by William Blair International, Ltd., authorized
and regulated by the Financial Conduct Authority (FCA), and is only directed at and is only made available to persons falling within articles
19, 38, 47, and 49 of the Financial Services and Markets Act of 2000 (Financial Promotion) Order 2005 (all such persons being referred to as
“relevant persons”).

“William Blair” and “R*Docs” are registered trademarks of William Blair & Company, L.L.C. Copyright 2017, William Blair & Company, L.L.C.
All rights reserved.
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