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Finolex Cables Reco: Buy

Stock Idea

Wired for sound growth CMP: Rs119
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Company details

Price target: Rs165

Market cap: Rs1,814 cr

52-week high/low: Rs128/47

NSE volume: 6.1 lakh
(No of shares)

BSE code: 500144

NSE code: FINCABLES

Sharekhan code: FINCABLES

Free float: 9.8 cr
(No of shares)

Price performance

(%) 1m 3m 6m 12m

Absolute 12.8 40.3 99.7 156.3

Relative 7.7 30.8 82.6 110.5

to Sensex

Price chart

Shareholding pattern

Key points

� A new beginning: Finolex Cables Ltd (FCL), a leading manufacturer of power

and communications cables, is set to benefit from (1) an improving demand

environment in its core business of cables; (2) a strategy to leverage its brand

strength to build a high-margin consumer product business (of switchgears,

lamps etc); and (3) the cleaning up of its books (no more losses on derivative

contracts and a sharp reduction in foreign currency loans). Consequently, the

valuation multiples are expected to improve significantly in line with the

company’s superior return ratios (return on invested capital over 30%), track

record of a healthy earnings growth (close to 20% annually) even in a tough

environment (FY2011-13) and extremely strong free cash flows from operations.

� Consumer business—revenue and margin booster: Despite a strong brand recall,

FCL has lagged its peers (like Havells India) in building a consumer product business

(of low-voltage switchgears and CFL lamps). However, the younger generation at the

helm has chalked out an aggressive strategy to generate incremental revenues of

close to Rs200 crore (by FY2016) from the high-margin (25-30%) consumer product

business and accordingly beefed up the distribution network.

� Waning derivative and forex losses: In the past (during FY2008-13), the

company had entered into derivative contracts which had hit its profitability

(a cumulative loss of Rs300 crore had resulted from the derivative and forex

contracts during FY2008-13). This was reflected in its valuation. However, the

derivative contracts have matured and the company has also reduced its foreign

currency loans (with the debt-equity ratio dropping to 0.2x now) significantly.

� Valuations—recommend Buy: With the overhang of the derivative and forex

losses gone, margins improving and expectations of a compounded annual growth

of 17% in the earnings, we believe the gradual re-rating of the valuation multiple

will continue in the coming years. We value the stock’s core earnings (excluding

the other income from the investment in Finolex Industries) at Rs137/share,

based on 10x FY2016 estimates. On top of that, we value FCL’s investments in

Finolex Industries at Rs28/share (at a 50% discount to the current market value)

to arrive at a price target of Rs165/share (SOTP). We initiate coverage on the

stock with a Buy rating and price target of Rs165.

Valuations

Particulars FY2012 FY2013 FY2014E FY2015E FY2016E

Net sales (Rs cr) 2,064.2 2,270.7 2,395.8 2,749.4 3,222.3

Growth (YoY) % 1.4 10.0 5.5 14.8 17.2

OPM (%) 6.9 9.1 9.6 9.9 10.3

Net profit (Rs cr) 122.4 160.5 170.7 194.5 234.0

Adjusted EPS (Rs) 8.0 10.5 11.2 12.7 15.3

Growth (YoY) % 8.7 31.2 6.4 13.9 20.3

PER (x) 14.8 11.2 10.6 9.3 7.7

P/B (x) 2.3 2.0 1.7 1.5 1.3

EV/EBIDTA (x) 10.8 7.9 6.1 5.2 4.1

Div yield (%) 0.7 1.0 1.2 1.6 2.1

RoCE (%) 13.9 17.7 20.2 20.7 22.6

Core RoE (%) 15.4 22.4 21.5 20.5 20.8

RoIC (%) 19.4 25.8 30.6 32.3 36.0
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SOTP vaulation

Particulars

CMP (Rs)          119

Price target (Rs)          165

Upside potential (%) 40

SOTP value computation

Value of core business (Rs/share)          137

Target multiple (x)         10.0

Core FY2016 EPS* (Rs)         13.7

Market value of stake in Finolex Industries (Rs cr)       874.5

Holding discount (%) 50.0

Value of investment in Finolex Industries (Rs/share)         28.6

* excluding dividend income from investment in Finolex Industries

Investment arguments

A new beginning after derivative losses hangover

FCL, a leading manufacturer of power and communications

cables, is set to benefit from an improving demand

environment in its core business of cables and plants to

leverage its brand strength to build a high-margin

consumer product business (of switches & lamps and

switchgears). Further, with the cleaning up of its books

(no more losses from derivative contracts and a sharp

reduction in foreign currency loans including the debt-

equity ratio) which was a major overhang on the stock

till FY2013, we expect the valuation multiple to re-rate.

The company is generating very healthy cash flows (free

cash flow [FCF] yield of about 6%) and has superior return

ratios (return on invested capital [RoIC] of over 30%). It is

poised to deliver a 17% average earnings growth over

FY2014-16 and its balance sheet is much leaner and

cleaner now.

One-year forward PE

Pre-derivative era, when

average PE was 13-15x
Valuation de-rated on incurring

forex and derivative losses
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Source: Company, Sharekhan Research

Why FCL got derated in the past? In the past, FCL had

entered into a foreign exchange (forex) derivative contracts

to mitigate the risk to its business from forex fluctuations.

However, due to sharp volatility in the currency market,

the company suffered a cumulative loss of around Rs300

crore during FY2008-13 (including a forex fluctuation loss

Rs180 crore and a loss of Rs120 crore from the derivative

contracts). Consequently, the valuation deteriorated

significantly from an average of 13-15x in the pre-derivative

exposure era to 3-8x during FY2008-13.

It’s a new beginning post-derivative hangover: On the

positive side, the derivative exposure is a matter of past now.

After an unpleasant experience with its derivative exposure,

the management took corrective measures like making

changes in the top management of the company and gradually

reducing the exposure to derivatives (refer table “Outstanding

derivative instruments”). The company did not have any

exposure to derivatives at the end of FY2013 and the

management is keen to avoid entering into derivative contracts

in future. Hence, we believe this would be a new beginning

for FCL with the valuation capturing the true potential of its

business and financials.
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Outstanding derivative instruments Rs.cr

Particulars FY08 FY09 FY10 FY11 FY12 FY13

Category

Foreign exchange 921  339  143  76  -  -

Forwards/options

Interest rate swaps  487  531  354  89  19  -

Currency swaps  250  152  180  178  -  -

Total  1,658  1,021  677  344  19  -

Unhedged forex exposure

Secured loans  100  152  135  144  89  36

Creditors for import  4  5  10  7  14  15

Receivables  17  5  2  3  4  7

Total  121  162  147  153  108  58

Loss on forex contracts  9  10  10  34  36  23

Debt, and forex and derivative exposure status Rs cr

Particulars FY08 FY09 FY10 FY11 FY12 FY13

Foreign currency loan 140 200 192 198 68 75

As a % of total debt 48.6 67.6 69.9 76.3 39.6 41.3

As a % of CE 15.1 22.4 20.9 20.3 7.0 6.7

Re-rating on cards: We believe with the overhang of the

derivative contracts gone, the valuation of FCL should

get re-rated. In the pre-derivative exposure era, the stock

had touched very high valuation of even 30x; however,

the average one-year forward earnings range had

remained around 15x. Apart from the company-specific

issue of losses from the derivative exposure, the cable

industry also got de-rated broadly in keeping with the

down cycle in the economy. However, there are early signs

of a revival in the economy and a likely improvement in

the overall financials of the company which augur well

for the valuation. Therefore, we feel there is still some

steam left in FCL despite the sharp run-up in its stock

price in the recent past.

Improving financials to support valuation re-rating:

We believe that backed by an improving demand

environment for cables (with a revival in both the economy

and the investment cycle), the core business of cables is

poised to deliver a healthy growth. Further, the company

is leveraging its brand strength (it enjoys an extremely

high brand recall having a “Superbrand” status for its

brand Finolex) to build a high-margin consumer product

business (switches & lamps and switchgears). Further, with

hefty cash generation (FCF of around Rs100-120 crore

annually; current yield of 6-7%) the balance sheet would

be leaner (FCL is expected to repay debts of Rs35 crore

over FY2013-16) going forward. Consequently, we expect

FCL to deliver a 17% earnings growth on an average during

FY2014-16.

Growth triggers in place

Electrical cables: We expect the business of electrical

cables to exhibit a double-digit growth in the next two

years backed by incremental capacity at the Roorkee plant

and a gradual pick-up in demand with an improving outlook

for the economy.

Key triggers for electrical cables business

� The housing market (new constructions) is one of the

key drivers of demand for electrical cables. A steady

demand for housing (the demand for housing loans had

been steady at 15-16% despite a weak economy in the

past) reflects the steady demand potential for

electrical cables.

� There is a large chunk of cables in India’s power

transmission system which is quite dated and

overloaded too. This usually leads to power outages.

So replacement demand could come if the state

electricity boards (SEBs) get money in their hand

(reforms in the power sector could give funds in the

Improving financial health of FCL Rs cr

Particulars FY09 FY10 FY11 FY12 FY13 FY14E FY15E FY16E

Sales (Rs cr)  1,342  1,619  2,036  2,064  2,271  2,396  2,749  3,222

Margin (%)  (0.7)  7.5  6.8  6.9  9.1  9.6  9.9  10.3

Adj. EPS (in Rs)  2.5  6.9  7.4  8.0  10.5  11.2  12.7  15.3

RoE (%)  6.3  17.0  16.6  16.1  18.6  17.1  16.9  17.7

RoCE (%)  0.3  11.9  13.3  13.9  17.7  20.2  20.7  22.6

RoIC (%)  0.4  18.7  19.2  19.4  25.8  30.6  32.3  36.0

D/E ratio  0.5  0.4  0.4  0.2  0.2  0.2  0.1  0.1

CFO/Op. profit conversion (%)  (1,184)  22  (7)  126  68  95  73  68

FCF yield (%)  (0)  (0)  (1)  6  5  6  7  7
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hands of SEBs to undertake capital expenditure

[capex]). Similarly, the majority of the power lines

are still overhead in India. In case of overhead lines,

the aggregate technical and commercial losses are

high; these could come down if underground cabling

is implemented triggering demand for electrical cables.

� The capacity expansion at the Roorkee plant would

play a crucial role in supporting the demand in future

with additional capacities. Also, the plant would help

FCL to increase its reach in the northern and eastern

parts of India leading to incremental revenues and

market share (FCL is relatively stronger in the southern

and western parts of India). A presence in Roorkee helps

the company to place its products more competitively

in the northern and eastern parts of India.

Consumer business: Despite a strong brand recall, FCL

has lagged its peers (like Havells India) in building its

consumer product business of low-voltage switchgears and

CFL lamps. However, the younger generation at the helm

has chalked out an aggressive strategy to generate

incremental revenues of close to Rs200 crore (by FY2016)

from the high-margin (of 25-30%) consumer product

business and has accordingly beefed up the distribution

network. FCL has entered into the business of switches

and lamps but these contribute only about 6% to the top

line now. The company aims to scale up the revenue

contribution (which would improve the profitability too).

Moreover, FCL plans to enter into newer products

(switchgears) with better margins. We estimate revenues

of Rs60 crore and Rs120 crore in FY2015 and FY2016 from

the consumer product business (switches & lamps and

switchgears). Due to a low base, we build in our model a

17% compounded annual growth rate (CAGR) in revenues

over FY2014-16 in the switch & lamp segment.

Key triggers for consumer business

Besides being the oldest player in the industry and having

a reputation of offering high quality products, FCL enjoys

a strong brand recall (its brand Finolex enjoys the status

of “Superbrand”). The company also has a wide

distribution network (4,250 dealers and around 42,000

retailers) and intends to double the network in the next

three to four years. Hence, we believe the wide reach

and strong brand recall could be leveraged by the company

to gain scale in the consumer business over time.

Communications cables: The communications cable

business has been a laggard in relative terms and had

stagnated at around Rs200 crore of sales in the last couple

of years. This had largely been caused by the delay in the

capex by the telecommunications companies, given the

post-regulatory hangover (eg the Comptroller and Auditor

General of India’s report on the 2G spectrum auctions).

However, with some clarity on the regulatory issues,

investment could start flowing in. Nevertheless, the

opportunity in this space is huge.

Key triggers for communications cable business

� We believe currently the fibre optic cable demand in

India hovers at around 10mn fibre km, which is

abysmally low compared with the global fibre cable

consumption of 270mn fibre km (out of which 180mn

fibre km is accounted for by China alone). That depicts

the size of the opportunity.

� India’s voice connectivity is very high by global

standards; however, data connectivity is very low.

� Broadband penetration in India is expected to grow from

15mn connections in FY2014 to 175mn connections in

FY2017 and 600mn connections in FY2020.

�  The download speed is likely to increase from 256kbps

to 2mbps by 2015.

� The Government of India has approved the setting up of

National Optical Fiber Network (NOFN) to provide connectivity

to all the 250,000 Gram Panchayats in the country.

� Large investments are likely in the 4G services space.
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Improving financials

We believe that backed by an improving demand

environment in its core business of cables (with a revival in

both the economy and the investment cycle), the core

business of cables is poised to deliver a healthy growth.

Further, the company is leveraging its brand strength to

build a high-margin consumer product business (of switches

& lamps and switchgears). With hefty cash generation (FCF

of around Rs100-120 crore annually; current yield of
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EPS and growth

Source: Company, Sharekhan Research
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6-7%), the balance sheet would be leaner (we expect FCL

to repay debts of Rs35 crore over FY2013-16) going forward.

Consequently, we estimate FCL to deliver a 17% earnings

growth on an average during FY2014-16. This could help

FCL to maintain healthy return ratios (reported return on

equity [RoE] of 17-18% while core RoE of 20% and RoIC of

above 30%) in the coming years.

Healthier balance sheet with sustained free cash flow:

We like the strong cash generating track record of the

company. The cash flow from operations has been strong

across years (barring the hit taken from the derivative

contracts during FY2008-13). Moreover, with a balanced

capex plan, FCL has been generating hefty FCF too.

Managing the derivative contracts and cleaning the

balance sheet were the prime focus areas of the company

in the past. Therefore, the dividend pay-out, which has

dropped from 25-30% in the past (in the pre-derivative

exposure era) to 12-13% now, could improve gradually

too. We also expect the balance sheet to be leaner in the

coming days, it is any way very low now (a debt/equity

ratio of 0.2x).
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Source: Company, Sharekhan Research

Re-rating with a new beginning and substantial

embedded value in investments: As discussed earlier,

we expect the FCL stock to get re-rated with the overhang

of the losses from the derivative contracts gone and a

revival in the economy. Further, we believe that backed

by an earnings growth of 17%, a stronger balance sheet

and healthy return ratios, the valuation (the price/

earnings multiple) will be gradually re-rated and reach

the pre-derivative exposure era levels. Against this

backdrop, we value FCL’s core earnings (excluding an other

income from its investment in Finolex Industries) at Rs137

per share based on 10x FY2016E earnings. The company

holds a 32.4% stake in Finolex Industries (one of the

promoter group companies), which currently enjoys

market capitalisation of around Rs2,700 crore (as on April

21, 2014). The current market value of the holding is

around Rs875 crore, which is 48% of the current market

capitalisation of FCL. However, we value the investment

with a 50% holding discount and build in our sum-of-the-

parts (SOTP) valuation a value of Rs437 crore, which is

Rs28 per share. Therefore, we initiate coverage on the

stock with a Buy rating and price target of Rs165.

SOTP vaulation

Particulars

CMP (Rs)          119

Price target (Rs)          165

Upside potential (%) 40

SOTP value computation

Value of core business (Rs/share)          137

Target multiple (x)         10.0

Core FY2016 EPS* (Rs)         13.7

Market value of stake in Finolex Industries (Rs cr)       874.5

Holding discount (%) 50.0

Value of investment in Finolex Industries (Rs/share)         28.6

* excluding dividend income from investment in Finolex Industries
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Key risks

Volatility in copper prices: Copper is the main raw

material for FCL as it constitutes about 82% of the total

raw material cost. Hence, any sharp fluctuation in copper

prices could adversely affect the margins. However, the

company’s management reiterated that they usually pass

on the raw material price movement with a lag effect

instead of taking any call on the price of copper.

Slower than expected revival in demand and

competitiveness: We expect a gradual improvement in

the macro scenario and consequently in the demand

environment for cables, as we believe the investment

cycle is bottoming out. However, in case there is any delay

in the revival of the demand it could be a risk to our call.

Moreover, if the competitive environment turns

unfavourable for players like FCL (which operates in a

highly fragmented and competitive market with significant

competition from the unorganised players) it could

adversely affect its margin. However, on the positive side,

the introduction of the Goods and Services Tax could be

advantageous for organised players like FCL.

Company background

Finolex Cables is the flagship company of the Finolex

group, which was established in 1958 in Pune. The

Evolution of Finolex Cables

Year Milestones

1958 Started manufacturing of PVC insulated cables for automobile industry

1970 Forayed into electric wires and flexible industrial cables

1972 Entered into PVC insulated winding wires and 3 core flat cables for submersible pumps

1980 Entered into 1.1KV PVC insulated power and control cables

1983 Raised Rs1.6 crore through IPO

1984 Entered into jelly filled telephone cables

1996 Entered into PVC sheets, PVC insulated industrial cables and fibre optic cables

2006 Entered into electrical switches and CFL

2008 Entered into HT cables (up to 33KV), LAN cables

2011 Entered into EHV by entering into a JV with J-Power and  JV with Corning for marketing of fibre optics

company was established by two brothers, Prahlad

Chhabria and Kishan Chhabria. The key segments in which

FCL operates are electrical cables, communication cables,

copper rods, switches and lamps. Currently it is India's

largest and leading manufacturer of electrical and

telecommunications cables.

The company started its operations with the manufacture

of PVC insulated electrical cables for the automobile

industry. Since then, it has constantly endeavoured to

augment its product range to include cables, wires,

polyethylene insulated jelly filled telephone cables

(JFTC), auto and battery cables, co-axial and cable

television (CATV) cables, local area network (LAN) cables,

switchboard cables and fibre optic cables among others.

The company has manufacturing facilities at Pimpri and Urse

in Pune as well as in Goa and Uttarakhand. It has over the

years established its reputation as an innovative leader and

quality manufacturer of cables by continuously upgrading

technology, modernising manufacturing facilities and

maintaining the highest standards of quality and services.

Today, the company’s name has become synonymous with

quality and it enjoys overwhelming confidence of customers.

Investors have also fancied its stock in view of its phenomenal

progress, leading to a manifold increase on investment in

the stock through the years.



8Sharekhan Home NextApril 22, 2014

investor’s eye stock idea

Product offerings of Finolex Cables

Group Products covered Applications

Electrical cables

1100 V PVC insulated cables Electrification of industrial establishments, electrical panel wiring

and consumer electrical goods

Motor winding PVC insulated cables and Submersible pumps and electrical motors

3 core flat cables

Automotive/battery cables Wiring harness for automobile industry and battery cables for

various applications

UPS cables For providing power from the UPS to the computer/appliances

in the networking environment

Heavy duty, underground, low voltage, Connection to the user point from main source of power

power and control cables supply

Heavy duty, underground, high voltage, Intra-city power distribution network

power cables

Communication cables

JFTC Used by telephone companies for landline users

LAN cables Indoor and outdoor networking, voice and data transmission,

broadband usage

PE insulated telephone cables Telephone instrument connections to EPABX

(switchboard cables)

Coaxial cables Cable TV network, microwave communications, mobile towers

Optic fibre cables For use in networks requiring high-speed transfer of large

bandwidth due to voice, image and data transmission

V-SAT cables For connecting V-SAT dish to base station

Copper rods CCC rods of 8mm diameter Raw material for manufacture of copper-based cables

Electrical Premium and classic switches, sockets, Domestic lighting, hotels, shops, offices, corridors

switches  regulators etc

Lamps Retrofit and non-retrofit CFL lamps as well Domestic lighting, hotels, shops, offices, corridors

as T5 tube lights and fittings
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Profit & loss account Rs cr

Particulars FY12 FY13 FY14E FY15E FY16E

Net sales (Rs cr)  2,064  2,271  2,396  2,749  3,222

Growth YoY (%) 1.4 10.0 5.5 14.8 17.2

Total cost  1,909  2,094  2,197  2,513  2,935

Operating profit  143  207  229  272  331

Other income  32  24  56  51  60

EBITDA  175  231  285  323  390

Depreciation  39  47  49  53  57

Interest  26  13  17  17  21

PBT  109  171  219  253  312

Tax  11  26  48  58  78

Effective tax rate (%) 10.1 15.0 22.0 23.0 25.0

PAT  98  145  171  194  234

Reported PAT  98  145  171  194  234

E/O item  (24)  (15)  -  -  -

Adjusted PAT  122  160  171  194  234

Y-o-Y growth (%) 8.7 31.2 6.4 13.9 20.3

PAT margin 4.8 6.4 7.1 7.1 7.3

Reported EPS (Rs)  6.4  9.5  11.2  12.7  15.3

Adjusted EPS  8.0  10.5  11.2  12.7  15.3

Y-o-Y growth (%) 8.7 31.2 6.4 13.9 20.3

Balance Sheet Rs cr

Particulars FY12 FY13 FY14E FY15E FY16E

Share capital  31  31  31  31  31

Reserves & surplus  770  894  1,038  1,199  1,389

Total shareholders' funds  800  924  1,069  1,230  1,420

Secured loan  151  161  143  125  125

Unsecured loan  20  19  20  21  22

Total debt  172  181  163  146  147

Total liabilities  972  1,105  1,232  1,376  1,567

Gross block  900  929  1,029  1,099  1,199

Less: Depreciation  442  487  536  589  646

Less: Impaired assets  29  30  30  30  30

Net block  429  412  463  480  523

CWIP  12  36  41  44  48

Investments  237  324  355  385  415

- Inventories  281  330  333  382  447

- Sundry debtors  114  150  146  168  197

- Cash and bank  49  40  77  121  170

- Loans and advances  77  77  84  99  116

Current assets  521  596  641  770  930

Current liabilities  193  238  237  264  300

Provisions  19  26  31  40  50

Net current assets  310  332  372  466  580

Net deferred tax asset (33)  (34)  (34)  (34)  (34)

Other assets  16  36  36  36  36

Total assets  972  1,105  1,232  1,376  1,567

Financials

Ratio analysis

Particulars FY12 FY13 FY14E FY15E FY16E

Sales growth 1.4 10.0 5.5 14.8 17.2

Operating margin (%) 6.9 9.1 9.6 9.9 10.3

PAT margin (%) 4.8 6.4 7.1 7.1 7.3

RoE (%)  16.1  18.6  17.1  16.9  17.7

Debt/Equity (x)  0.2  0.2  0.2  0.1  0.1

Interest coverage (x)  5.2  13.8  13.8  15.7  15.8

Inventory days  60  58  60  60  60

Debtor days  21  21  22  22  22

Creditors days  32  32  33  33  33

Net WC days  49  46  49  49  49

Net WC/ CE (%)  32  30  30  34  37

CFO/share  12  9  14  13  15

FCF/share  7  6  7  8  8

Price/FCF  16.0  20.3  16.2  14.5  14.8

Current ratio (x)  2.5  2.3  2.4  2.5  2.7

Asset turnover ratio (x)  2.1  2.2  2.1  2.1  2.2

FCF Yield (%) 6 5 6 7 7

Cashflow statement (consolidated) Rs cr

Particulars FY12 FY13 FY14E FY15E FY16E

PAT  98.2  145.3  170.7  194.5  234.0

Depreciation  39.5  46.6  49.0  53.2  57.5

Change in WC  42.8  (50.5)  (2.8)  (50.1)  (65.2)

Operating CF  180.5  141.5  216.9  197.6  226.3

Capex  (67.8)  (52.7)  (105.4)  (72.8)  (104.0)

Investments  7.9  (86.9)  (30.6)  (30.0)  (30.0)

Others  9.7  1.3  -  (0.0)  -

Investing CF  (50.1)  (138.2)  (136.0)  (102.8)  (134.0)

Dividends  (14.2)  (21.4)  (25.9)  (34.0)  (43.6)

Debt  (88.4)  9.0  (17.4)  (17.1)  0.9

Financing CF  (102.7)  (12.4)  (43.3)  (51.1)  (42.7)

Net change  27.7  (9.2)  37.6  43.7  49.6

Opening cash  21.3  49.0  39.8  77.5  120.8

Closing cash  49.0  39.8  77.5  120.8  170.4
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Annexure

Peer comparison

Particulars Finolex  Cables KEI Industries Havells Sterlite Technologies Polycab Wires

Geographical

plant location

Maharashtra, Goa

and Uttarakhand

Rajasthan and

Daman

Haryana, Uttar Pradesh,

Rajasthan and

Uttarakhand

Maharashtra, Dadra &

Nagar Haveli, Odisha

and Uttarakhand

Daman and Halol

Product line Electrical cables,

communications

cables, copper rods,

switches, lamps and

switchgears

Cables, wires and

EPC solution

ACCL, industrial circuit

protection, motors, CFL,

fans, capacitors, lighting,

cables & wires, switches,

geysers & heaters,

appliances, switchgears,

pumps

Telecom products and

solution (cables) and

power transmission

systems

Cables, wires,

switches,

lighting, fans,

switchgears,

glands and pipes

Distribution

network

4,250 dealers and

42,500 retailers

NA 210 Havells Galaxy stores,

2,500 dealers and 100,000

retailers

NA 150 authorised

distributors,

5,000 dealers and

100,000 retailers

Market share (%) 10.8 6.5 8.5 5.1 20.7

Sharekhan Limited, its analyst or dependant(s) of the analyst might be holding or having a position in the companies mentioned in the article.
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Company details

Price chart

Shareholding pattern

Price performance

(%) 1m 3m 6m 12m

Absolute -2.4 6.0 6.7 7.3

Relative -6.8 -1.2 -2.4 -11.9

to Sensex

Price target: Rs807

Market cap: Rs174,255 cr

52 week high/low: Rs761/528

NSE volume: 24.3 lakh
(no. of shares)

BSE code: 500180

NSE code: HDFCBANK

Sharekhan code: HDFCBANK

Free float: 185.6 cr
(no. of shares)

Result highlights

� In Q4FY2014 HDFC Bank reported a 23.1% Y-o-Y growth in the net profits though

higher effective tax rates and a moderation in the NII growth pulled the growth

in the earnings below the 25% mark. The NIMs improved by 20BPS to 4.4%.

� The asset quality remained stable (on a Q-o-Q basis) and continues to be among

the best in the industry. According to the management the asset quality trends

across the segments continue to behave on expected lines.

�  HDFC Bank continues to deliver steady numbers in a tough environment with a

strong focus on containing the costs and the asset quality. We expect the bank’s

earnings to grow at a CAGR of 24% over FY2014-16 leading to a RoAs of 1.9%.

The current valuation (2.9x FY2016 BV) seems reasonable in view of a strong

operational performance though uncertainty relating to an increase in the

foreign investment limits remains an overhang. We maintain our Hold rating on

the stock with a price target of Rs807.

HDFC Bank Reco: Hold

Stock Update

Stable performance  CMP: Rs726

Results Rs cr

Particulars Q4FY14 Q4FY13 YoY % Q3FY14 QoQ %

Interest income 10,788.6 9,323.9 15.7 10,590.7 1.9

Interest expense 5,835.9 5,028.7 16.1 5,955.9 -2.0

Net interest income 4,952.6 4,295.3 15.3 4,634.8 6.9

Non-interest income 2,001.4 1,803.6 11.0 2,148.3 -6.8

- Fee Income 1,521.2 1,382.6 10.0 1,575.0 -3.4

- Trading and Forex Income 252.1 201.4 25.2 333.2 -24.3

- Treasury Profit 33.3 64.9 -48.7 50.9 -34.6

- Misc. Income 194.8 154.7 25.9 189.2 3.0

Net total income 6,954.1 6,098.9 14.0 6,783.0 2.5

Operating expenses 3,174.7 3,136.2 1.2 2,895.1 9.7

- Employee expenses 1,061.2 1,005.3 5.6 973.0 9.1

- Other operating expenses 2,113.5 2,130.8 -0.8 1,922.1 10.0

Pre-provisioning profit 3,779.3 2,962.7 27.6 3,888.0 -2.8

Provisions 286.1 300.5 -4.8 388.8 -26.4

Profit before tax 3,493.2 2,662.2 31.2 3,499.1 -0.2

Tax 1,166.7 772.3 51.1 1,173.4 -0.6

Profit after tax 2,326.5 1,889.8 23.1 2,325.7 0.0

Asset quality

Gross NPLs 2,989.3 2,334.6 28.0 3,017.8 -0.9

- Gross NPLs (%) 0.98 0.97 1 BPS 1.01 -3 BPS

Net NPLs 820.0 469.0 74.9 797.3 2.8

- Net NPLs (%) 0.28 0.20 8 BPS 0.30 -2 BPS

Capital adequacy (%)

CAR 16.10 16.80 -70 BPS 14.70 140 BPS

Tier-I 11.77 11.10 67 BPS 9.90 187 BPS

Key reported ratios (%)

NIM 4.40 4.60 -20 BPS 4.20 20 BPS

CASA 44.81 47.43 -262 BPS 43.70 111 BPS
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Earnings up 23% YoY, higher effective tax rates offset

for a decline in provisions

HDFC Bank’s earnings grew by 23.1% year on year (YoY)

contributed by a steady growth in the net interest income

(NII; up 15.3% YoY) and a decline in the provisions (down

5% YoY). However, an increase in the effective tax rate to

33.4% (from 29% in Q4FY2013) offsetted for a decline in

the provisions and pulled the earnings growth below the

25% rate.

NIMs improvement aided by a decline in costs

The net interest margins (NIMs) expanded by 20BPS

quarter on quarter (QoQ) to 4.4%, contributed by a

moderation in the cost of funds. During Q3FY2014, a low

yielding foreign currency non-resident (FCNR) loans and

a rise in the cost of funds have led to a contraction in the

NIMs. However in Q4FY2014, the bank leveraged upon

the FCNR deposits and the current account, savings

account (CASA) ratio also improved which contributed to

a rise in the NIMs.

Advances growth remains strong, CASA ratio inches up

The core advances growth (after adjusting for the lending

against the FCNR deposits) stood at 21.8%, which is higher

than the industry rate. The growth in the advances was

largely driven by corporate loans (up 48.4% YoY, partly

contributed by a classification of business banking loans

to corporate loans). Within the retail segment, the

personal loans (up 16.6% YoY), credit cards (up 21.2% YoY)

and home loans (up 15.0% YoY) grew at a faster pace.
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Break-up of non-interest income

The CASA ratio improved to 44.8% (vs 43.7% in Q3FY2014)

owing to a 7.9% sequential surge in the CASA deposits.

Non-interest income up 11% YoY, cost to income ratio

improves

The non-interest income grew by 11% YoY, largely

contributed by the fee income (up 10% YoY) and the foreign

exchange (forex) income (up 25.2% YoY). The retail fee

contributed to about 80% of the fee income and is

expected to grow in the mid teens.

The bank continued to maintain a tight control on the

cost, as the cost-to-income ratio declined to 45.7% (vs

51.4% in Q4FY2013). Going ahead, the bank plans to open

200-250 branches per year but would continue its

containment of costs.
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Asset quality

Asset quality continues to be among the best in the

industry

The asset quality remained stable (on a quarter-on-quarter

[Q-o-Q] basis) and continues to be among the best in the

industry. Also, the proportion of restructured loans

remained stable at about 0.2% of the advances, which

contributed to a decline in the provisions (down 5% YoY).

According to the management, the asset quality trends

across the segments continue to behave on expected lines.

Outlook

 HDFC Bank continues to deliver steady numbers in a tough

environment with a strong focus on containing the costs

and the asset quality. We expect the bank’s earnings to

grow at a compound annual growth rate (CAGR) of 24%

over FY2014-16 leading to a return on assets (RoAs) of

1.9%. The current valuation (2.9x FY2016 BV) seems

reasonable in view of a strong operational performance

though an uncertainty relating to the increase in the

foreign investment limits remains an overhang. We

maintain our Hold rating on the stock with a price

target of Rs807.
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Profit and loss statement Rs cr

Particulars FY12 FY13 FY14 FY15E FY16E

Net interest income 12,885 15,811 18,484 22,390 26,659

Non-interest income 5,784 6,853 7,920 9,137 10,800

Net total income 18,668 22,664 26,403 31,527 37,459

Operating expenses 9,278 11,236 12,042 13,551 15,426

Pre-provisioning profit 9,391 11,428 14,361 17,976 22,034

Provisions 1,877 1,676 1,588 2,191 2,450

Profit before tax 7,514 9,751 12,773 15,785 19,584

Tax 2,347 3,025 4,294 5,257 6,521

Profit after tax 5,167 6,726 8,479 10,529 13,062

Balance sheet Rs cr

Particulars FY12 FY13 FY14 FY15E FY16E

Liabilities

Networth 29,925 36,206 43,479 51,114 61,107

Deposits 246,706 296,247 367,337 438,968 526,762

Borrowings 23,847 33,007 39,439 43,507 48,775

Other liabilities 37,432 34,864 41,344 36,051 43,522

& provisions

Total liabilities 337,910 400,324 491,600 569,641 680,166

Assets

Cash & balances 14,991 14,627 25,346 21,948 26,338

with RBI

Balances with 5,947 12,644 14,238 8,779 10,535

banks & money at call

Investments 97,483 111,614 120,951 140,470 163,296

Advances 195,420 239,721 303,000 365,115 445,441

Fixed assets 2,347 2,703 2,940 3,234 3,557

Other assets 21,722 19,015 25,125 30,094 30,998

Total assets 337,910 400,324 491,600 569,641 680,166

Financials

Key ratios

Particulars FY12 FY13 FY14 FY15E FY16E

Per share data (Rs)

Earnings 22.0 28.3 35.3 43.9 54.4

Dividend 4.3 5.5 6.9 8.8 10.9

Book value 127.4 152.0 181.0 212.9 254.5

Adj. book value 125.9 150.1 177.4 208.8 248.9

Spreads (%)

Yield on advances 11.9 12.3 11.7 11.8 11.6

Cost of deposits 5.6 6.0 5.7 5.8 5.8

Net interest margins 4.5 4.6 4.6 4.6 4.5

Operating ratios (%)

Credit/deposit 79.2 80.9 82.5 83.2 84.6

Cost/income 49.7 49.6 45.6 43.0 41.2

CASA 48.4 47.4 44.8 44.4 43.8

Non-interest income/ 31.0 30.2 30.0 29.0 28.8

total income

Assets/equity (x) 11.1 11.2 11.2 11.2 11.1

Return ratios (%)

RoE 18.7 20.3 21.3 22.3 23.3

RoA 1.5 1.7 1.7 1.8 1.9

Asset quality (%)

Gross NPA 1.0 1.0 1.0 1.2 1.2

Net NPA 0.2 0.2 0.3 0.3 0.3

Growth ratios (%)

Net interest income 22.2 22.7 16.9 21.1 19.1

Pre-provisioning profit 21.6 21.7 25.7 25.2 22.6

Profit after tax 31.6 30.2 26.1 24.2 24.1

Advances 22.2 22.7 26.4 20.5 22.0

Deposits 18.3 20.1 24.0 19.5 20.0

Valuation ratios (x)

P/E 33.0 25.7 20.6 16.6 13.3

P/BV 5.7 4.8 4.0 3.4 2.9

P/ABV 5.8 4.8 4.1 3.5 2.9

Capital adequacy (%)

CAR 16.5 16.8 16.1 17.3 16.8

Tier-I 11.6 11.1 11.8 13.2 13.3

Productivity ratios (Rs cr)

CASA per branch 46.9 45.9 48.4 54.0 61.0

Business per branch 173.8 175.0 197.0 223.2 257.3

Business per employee 6.7 7.8 9.5 11.4 13.6

Sharekhan Limited, its analyst or dependant(s) of the analyst might be holding or having a position in the companies mentioned in the article.

investor’s eye stock update
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LIC Housing Finance Reco: Buy

Stock Update

Price target revised to Rs335  CMP: Rs278

investor’s eye stock update

Company details

Price chart

Shareholding pattern

Price performance

(%) 1m 3m 6m 12m

Absolute 21.8 28.8 31.4 19.2

Relative 16.3 20.1 20.1 -2.1

to Sensex

Result highlights

� LIC Housing Finance (LICHF) for Q4FY2014 reported a healthy growth in the profits

(up 17% YoY) led by a steady growth in the NII and a reversal of provisions on

teaser loans (Rs20.5 crore). In addition, the margin (up 24BPS QoQ to 2.4%) and

asset quality showed improvement on a sequential basis.

� While the loan growth moderated in FY2014 (a 17% growth vs a 23.4% growth in

FY2013), the management suggested a strong growth in sanctions in Q4FY2014

and plans to grow the loan book by 20% in FY2015. In addition, the proportion

of high yielding loans (loan against property and developer loans) could increase

to about 10% (about 6% in FY2014) which will be positive for the margin.

� While the stock has appreciated by 20% since our initiating coverage (on 28

March, 2014) we continue to maintain a positive view on the stock owing to a

sound asset quality and strong return ratios (RoAs of 1.6% and RoE of about

20%). Despite the improving outlook on the growth and margins, the stock trades

at about 15% discount to its mean valuations. We revise the price target upwards

to Rs335 (1.7x FY2016 book value) and maintain our Buy rating on the stock.

� Key risk: LICHF (along with other NBFCs) has requested for a waiver of the

requirement of debenture redemption reserve (under new companies act), which

if denied could have an impact on the margins.

Price target: Rs335

Market cap: Rs14,044 cr

52-week high/low: Rs281/152

NSE volume: 29.5 lakh
(No of shares)

BSE code: 500253

NSE code: LICHSGFIN

Sharekhan code: LICHSGFIN

Free float: 30.1 cr
(No of shares)

Results Rs cr

Particulars Q4FY14 Q4FY13 YoY % Q3FY14 QoQ %

Interest income 2,407.4 2,028.1 18.7 2,312.0 4.1

Interest expense 1,874.3 1,567.3 19.6 1,854.3 1.1

Net interest income 533.1 460.8 15.7 457.7 16.5

Non-interest income 70.5 46.6 51.3 64.4 9.5

Net total income 603.7 507.4 19.0 522.1 15.6

Operating expenses 104.3 94.6 10.3 73.3 42.4

Pre-provisioning profit 499.3 412.8 21.0 448.8 11.3

Provisions -22.3 -3.5 537.8 -7.5 198.6

Profit before tax 521.6 416.3 25.3 456.3 14.3

Tax 151.6 100.2 51.3 129.7 16.9

Profit after tax 370.0 316.2 17.0 326.6 13.3

Asset quality (%)

- Gross NPLs  0.67  0.61 6 BPS  0.8 -14 BPS

- Net NPLs  0.39  0.36 3 BPS  0.5 -12 BPS

Key ratios (%)

- NIM  2.4  2.5 -5 BPS  2.2 24 BPS
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Steady growth in NII; write-back of provisions support

earnings

LICHF reported a 16% growth in the net interest income

(NII; in line with our estimate) supported by an uptick in

the margin (24 basis points [BPS] quarter on quarter

[QoQ]). In addition, the reversal of provisions (Rs20.5crore

teaser loan provisions and Rs1.5 crore non-performing

asset [NPA] related provisions) aided the growth in the

profits (up17.0% year on year [YoY]). The company has

Rs90 crore of standard provisions on the teaser loan which

will cushion the profits in FY2015.

Disbursement growth moderated in FY2014, likely to

improve in FY2015

Due to an increase in the competition and the conservative

stance taken by the management, the disbursement

growth for FY2014 moderated to about 7% levels compared

with 21% in FY2013.  Consequently, the growth in the loan

book slowed to 17% YoY and the retail loans constituted

around 97% of the loan book.
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Retail segment continues to dominate the loan book

Going ahead, the management has indicated that the focus

has turned on growth and expects to grow the loan book

by about 20% in FY2015. We have built in a loan growth of

19.3% compound annual growth rate (CAGR; FY2014-16)

in our estimates.
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NIMs rebound on decline in cost of funds

The net interest margins (NIMs) improved both on a

sequential basis and a year-on-year (Y-o-Y) basis to the

2.4% levels, mainly driven by a decline in the cost of funds.

The company has substituted part of bank borrowings

which led to a reduction in the cost of funds.
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Going ahead, the management plans to bring down the

proportion of bank borrowings to 20% from 25% and

increase the proportion of high yielding loans (10% from

about 6% in FY2014) over FY2015, which will have a

positive impact on the margin. Also, around Rs6,000 crore

and Rs30,000-crore-worth of fixed rate loans are likely to

re-price over FY2015 and FY2016 with yield differential

of about 100BPS will aid the expansion in the NIMs.
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Asset quality improves

During the quarter the gross and the net NPAs declined to

0.67% and 0.39% respectively which had risen in Q3FY2014

owing to a rise in the delinquencies from the developer

segment. The NPAs in the individual segment (constitutes

around 97% of the loans book is much lower at 0.27%). The

management expects a resolution of the developer accounts



17Sharekhan Home NextApril 22, 2014

investor’s eye stock update

-

0.1

0.2

0.3

0.4

0.5

0.6

0.7

0.8

0.9

Q4FY12 Q4FY13 Q4FY14

Gross NPL (%) Net NPL (%)

Asset quality to stay robust

Source: Company, Sharekhan Research

(which slipped in Q3FY2014) in the next one to two quarters

which could result in a reversal of the provisions.

Earnings growth outlook remains strong—maintain Buy

We expect LICHF’s earnings to grow at a CAGR of 20%

(FY2014-16) led by an increase in the loan growth and an

uptick in the margins. Considering its sound asset quality

and strong return ratios (return on assets [RoAs] of 1.6%

and return on equity [RoE] of about 20%) the valuations

are reasonable. We revise the price target to Rs335

(change in the valuation multiple to 1.7x FY2016 book

value) and maintain our Buy rating on the stock.

One-year forward P/BV band

Source: Bloomberg Sharekhan Research
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Profit & loss account Rs cr

Particulars FY12 FY13 FY14 FY15E FY16E

Net interest income 1,425 1,534 1,899 2,398 2,880

Non interest income 232 200 261 270 300

Net total income 1,657 1,734 2,160 2,669 3,179

Operating expenses 237 282 313 375 439

Pre-provisioning profit 1,420 1,452 1,847 2,293 2,740

Provisions 156 79 21 109 130

Profit before tax 1,264 1,374 1,826 2,184 2,610

Tax 317 350 508 606 724

Profit after tax 947 1,023 1,317 1,578 1,886

Key balance sheet data Rs cr

Particulars FY12 FY13 FY14 FY15E FY16E

Balance sheet size 61,769 75,245 89,042 106,139 126,626

Shareholders' funds 5,682 6,481 7,533 8,744 10,192

Capital 101 101 101 101 101

Reserves & surplus 5,581 6,380 7,432 8,643 10,091

Loan book 63,080 77,813 91,341 109,126 130,094

Housing loans 59,895 75,147 88,559 105,857 125,816

Developer loans 3,186 2,665 2,782 3,269 4,278

Financials

Ratio analysis

Particulars FY12 FY13 FY14 FY15E FY16E

Per share data (Rs)

Earnings 18.8 20.3 26.1 31.3 37.3

Dividend 3.6 3.8 4.5 6.3 7.5

Book value 112.5 128.3 149.2 173.2 201.8

Adj. book value 110.8 122.9 143.7 169.1 197.3

Spreads (%)

Yield on assets 10.5 10.6 10.7 10.4 10.3

Cost of funds 9.0 9.5 9.5 9.0 8.9

Net interest margins 2.5 2.2 2.2 2.4 2.4

Operating ratios (%)

Cost to income 14.3 16.3 14.5 14.1 13.8

Non interest income/ 14.0 11.5 12.1 10.1 9.4

net total income

Assets/equity (x) 11.6 12.4 11.8 12.1 12.4

Return ratios (%)

RoAE 19.2 16.8 18.8 19.4 19.9

RoAA 1.7 1.5 1.6 1.6 1.6

Asset quality ratios (%)

Gross NPA 0.4 0.6 0.7 0.5 0.4

Net NPA 0.1 0.4 0.4 0.2 0.2

Growth ratios (%)

Net interest income 3.8 7.7 23.7 26.3 20.1

Pre-provisioning profit -8.7 2.3 27.2 24.2 19.5

Profit after tax -2.8 8.0 28.7 19.8 19.5

Advances 23.5 23.4 17.4 19.5 19.2

Borrowings 24.2 22.6 18.5 19.5 19.5

Valuation ratios (x)

P/E 14.8 13.7 10.7 8.9 7.5

P/BV 2.5 2.2 1.9 1.6 1.4

P/ABV 2.5 2.3 1.9 1.6 1.4

Capital adequacy (%)

CAR 16.7 16.5 17.4 16.0 14.8

Tier-I 11.0 11.5 12.5 12.1 11.6

investor’s eye stock update

Sharekhan Limited, its analyst or dependant(s) of the analyst might be holding or having a position in the companies mentioned in the article.
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Automobiles

Apollo Tyres
Ashok Leyland
Bajaj Auto
Gabriel India
M&M
Maruti Suzuki India

Banks & Finance

Allahabad Bank
Andhra Bank
Axis (UTI) Bank
Bajaj Finserv
Bank of Baroda
Bank of India
CanFin Homes
Capital First
Corp Bank
Federal Bank
HDFC
HDFC Bank
ICICI Bank
IDBI Bank
LIC Housing Finance
Punjab National Bank
SBI
Union Bank of India
Yes Bank

Consumer goods

Bajaj Corp
GSK Consumers
Godrej Consumer Products
Hindustan Unilever
ITC
Jyothy Laboratories
Marico
Mcleod Russel India
TGBL (Tata Tea)
Zydus Wellness

IT / IT services

CMC
Firstsource Solutions
HCL Technologies
Infosys
NIIT Technologies
Persistent Systems
Tata Consultancy Services
Wipro

Capital goods / Power

Bajaj Electricals
Bharat Heavy Electricals
CESC
Crompton Greaves
Greaves Cotton
Kalpataru Power Transmission
PTC India
Thermax
V-Guard Industries

Infrastructure / Real estate

Gayatri Projects

ITNL

IRB Infra

Jaiprakash Associates

Larsen & Toubro

Pratibha Industries

Punj Lloyd

Oil & gas

Oil India

Reliance Ind

Selan Exploration Technology

Pharmaceuticals

Aurobindo Pharma

Cadila Healthcare

Cipla

Dishman Pharma

Divi's Labs

JB Chemicals & Pharmaceuticals

Glenmark Pharmaceuticals 

Ipca Laboratories

Lupin

Sun Pharmaceutical Industries

Torrent Pharma

Agri-Inputs

UPL

Building materials

Grasim

Orient Paper and Industries

Shree Cement

The Ramco Cements

UltraTech Cement

Discretionary consumption

Eros International Media

Indian Hotel Company

KKCL

Raymond

Relaxo Footwear

Speciality Restaurants

Sun TV Network

Zee Entertainment Enterprises

Diversified / Miscellaneous

Aditya Birla Nuvo

Bajaj Holdings

Bharti Airtel

Bharat Electronics

Gateway Distriparks

Max India

Ratnamani Metals and Tubes
Supreme Industries
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