
BHEL
CMP: INR1,909 TP: INR2,465 BuyBSE SENSEX S&P CNX

18,518 5,575

Bloomberg BHEL IN

Equity Shares (m) 489.5

52-Week Range (INR) 2,695/1,873

1,6,12 Rel. Perf. (%) -3/-13/-25

M.Cap. (INR b) 934.5

M.Cap. (USD b) 20.6

26 July 2011

1QFY12 Results Update | Sector: Engineering

Dhirendra Tiwari (Dhirendra.Tiwari@MotilalOswal.com); Tel: +91 22 3029 5127

Deepak Narnolia (Deepak.Narnolia@MotilalOswal.com); Tel: +91 22 3029 5126

 1QFY12 operational performance below expectations: BHEL reported muted sales growth in 1QFY12. Revenue
grew 10% YoY to INR71b, lower than our estimate of INR82b. However, net profit grew in line with expectations, led

by margin expansion and higher other income. EBITDA margin was up 10bp YoY at 15.3% (higher than our estimate

of 14.6%). Net profit was INR8.2b (up 15% YoY, adjusted), in line with our estimate of INR8.1b.
 Revenue growth adversely impacted by logistics issues: The management highlighted that revenue could have

been higher by INR6b-7b, but for some operational issues at ports. This led to a delay in the delivery of certain

imported components, in turn resulting in lower sales for the quarter. These issues have been resolved and we expect
execution to accelerate in the remainder of FY12. The company maintains its sales guidance of ~20%.

 Order intake muted; maintains guidance of 10% growth in order intake in FY12: BHEL booked new orders

worth INR25b in 1QFY12 against INR108b in 1QFY11. Orders in the power segment declined significantly while the
industrial and international segments posted healthy growth of 36% YoY. The company has an impressive pipeline of

orders (of around 9GW, including NTPC bulk order) at advanced stage of booking and another 1,500-2,000MW of

orders with letter of intent. The management maintained its guidance of 10% growth in order intake in FY12. Given
the pipeline of projects, we expect BHEL to meet its guidance.

 EBITDA margin expands, driven by favorable mix in industry business: EBITDA margin expanded by 10bp YoY

to 15.3%, driven by improvement in industry segment margin. Profitability of the power segment declined sharply, due
to change in product mix. We expect BHEL to maintain EBITDA margin of ~20% in FY12-13 (21% in FY11).

 Valuation and view: BHEL trades at 14x FY12E earnings and is attractively valued in context of the estimated 19%

earnings CAGR over FY11-13. Our EPS estimates are INR138 (up 19%) for FY12 and INR164 (up 19%) for FY13.
While concerns around the power sector may remain an overhang, pick-up in ordering will act as a key catalyst for

the stock. Maintain Buy.
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1QFY12 earnings in-line; lower revenue offset by improved margins, higher
other income

BHEL reported disappointing financial performance for 1QFY12. Revenue grew 10%
YoY to INR71b, lower than our estimate of INR82b. However, net profit grew in line with
expectations, led by margin expansion and higher other income. EBITDA margin was up
10bp YoY at 15.3% (higher than our estimate of 14.6%). Net profit was INR8.2b (up 15%
YoY, adjusted), in line with our estimate of INR8.1b.

Revenue growth adversely impacted by logistics issues: The management highlighted
that revenue could have been higher by INR6b-7b, but for some operational issues at
ports. This led to a delay in project exports, in turn resulting in deferment of revenue
booking. JNPT was closed for almost six weeks, resulting in a delay in shipments. Revenue
was impacted because of delays in component supply by collaborators.

Order intake muted; maintains guidance of 10% growth in order intake in FY12:
BHEL booked new orders worth INR25b in 1QFY12 against INR108b in 1QFY11. Orders
in the power segment declined significantly while the industrial and international segments
posted healthy growth of 36% YoY. The company has an impressive pipeline of orders (of
around 9GW, including NTPC bulk order) at advanced stage of booking and another
1,500-2,000MW of orders with letter of intent. The management maintained its guidance
of 10% growth in order intake in FY12. Given the pipeline of projects, we expect BHEL
to meet its guidance.

EBITDA margin expands, driven by favorable mix in industry business: EBITDA
margin expanded by 10bp YoY to 15.3%, driven by improvement in industry segment
margin. Profitability of the power segment declined sharply, largely due to change in product
mix. We expect BHEL to maintain EBITDA margin of ~20% in FY12-13 (21% in FY11).

Revenue growth adversely impacted by logistics issues; capacity expansion
on track

 For 1QFY12, revenue was INR71b (+10% YoY), below our estimate of INR82b.
While power segment revenue grew 7% YoY, industrial segment grew 19% YoY.

 The management highlighted that revenue could have been higher by INR6b-7b, but
for some operational issues at ports. This led to a delay in project exports, in turn
resulting in deferment of revenue booking. JNPT was closed for almost six weeks,
resulting in a delay in shipments. Revenue was impacted because of delays in component
supply by collaborators.

 The company is well on track to expand capacity to 20GW per annum by the end of
FY12. With expanded capacity, we believe the company will be able to grow production
at an accelerated pace in FY13-14.
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Source: Company/MOSL

PAT in line, driven by improved margins, lower tax and higher other income

 Adjusted PAT for 1QFY12 was INR8.2b (up 15% YoY), v/s our estimate of INR8.1b.
 Though revenue was lower than estimated, EBITDA margin expansion (up 10bp YoY),

higher other income and lower tax rate enabled in-line PAT.
 Tax rate declined to 31% as against 33% in 1QFY11, because of tax credit of INR510m

on account of R&D expense. Other income increased significantly to INR2,487m in
1QFY12 from INR1,635m in 1QFY11, driven by high interest income on cash.

Muted growth in power division; robust performance in industry segment

 For 1QFY12, power segment revenue was INR57.8b (up 7% YoY) while industrial
segment revenue was INR16.5b (up 19% YoY). The power division contributed 81%
to total revenue while the industrial division contributed 19%. EBIT margin for the
power division declined significantly (down 324bp YoY) to 16.6% due to unfavorable
sales mix. Industry segment margin expanded by over 1,000bp YoY to 22.6%, driven
by favorable sales mix. The company highlighted that the margin shrinkage in the
power segment is temporary.

 In the industry segment, BHEL has made new forays into railways (propulsion systems
for locomotives of 700HP range with Alstom), defense (naval guns), etc. The
management foresees a revenue growth of 20-25% for this segment over the next 4-
5 years, with new segments driving growth.

Segmental performance (INR m)
FY11 FY12

1Q 2Q 3Q 4Q

Revenues

Power 53,999 69,650 72,820 151,444 57,803

Growth (%)        18.2        28.3        27.6        35.8            7.0

Industry 13,870 18,577 21,429 37,091 16,529

Growth (%)          4.1         16.4         18.9         17.8          19.2

EBIT

Power     10,701     14,731     16,321     41,363        9,581

Growth (%)        29.2           78        45.5      216.1        (10.5)

Industry 1,704 3,055 4,542 9,851 3,733

Growth (%)          5.2 89        67.9      143.2        119.1

EBIT Margin (%)

Power 19.8 21.1 22.4 27.3 16.6

Industry 12.3 16.4 21.2 26.6 22.6

Source: Company

Revenue growth muted
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EBITDA margin expanded 10bp, driven by favorable mix in industry business

 EBITDA margin expanded 10bp YoY to 15.3%, driven by improvement in industry
segment margin. Profitability of the power segment declined sharply, largely due to
change in product mix. We expect BHEL to maintain EBITDA margin of ~20% in
FY12-13 (21% in FY11).

 RM/sales was 57.1% (down 64bp YoY) while SG&A/sales was up 235bp YoY.
 Staff cost declined 237bp YoY and stood at 18% of sales. The management guided

overall staff cost of INR60b in FY12, an increase of over 10%, driven by 3% increase
in wage rates and increase in employee base by ~3,000.

Operating cost break-up: material costs come down 64bp YoY
1QFY10 2QFY10 3QFY10 4QFY10 1QFY11 2QFY11 3QFY11 4QFY11 4QFY11 YoY.

Ch (bp)

RM Cost 62.5 56.4 54.5 57.6 57.7 58.5 53.3 48.7 57.1 -63.7

Staff Cost 19.6 15.9 17.0 12.5 20.3 14.9 14.9 7.9 17.9 -237.5

Other Costs 7.4 9.4 6.9 9.3 7.4 7.4 8.8 19.9 9.7 235.1

Source: Company

Order intake muted; maintains guidance of 10% growth in FY12

 BHEL's order book as at end-1QFY12 stood at INR1,596b (up 8% YoY, down 3%
QoQ), adversely impacted by sluggish order inflow in the power segment.

 The company booked new orders worth INR25b in 1QFY12 against INR108b in
1QFY11. Orders in the power segment declined significantly while the industrial and
international segments posted healthy growth of 36% YoY. The company has an
impressive pipeline of orders (of around 9GW, including NTPC bulk order) at advanced
stage of booking and another 1,500-2,000MW of orders with letter of intent.

 The management maintained its guidance of 10% growth in order intake in FY12.
Given the pipeline of projects, we expect BHEL to meet its guidance.

 The Boiler order award, part of the bulk tendering by NTPC and DVC for 11 sets of
660MW is now under arbitration due to the stay order brought in by one of the bidders,
Gammon-Ansaldo. The Supreme Court is expected to hear the case in the next few
days, following which NTPC will open the price bids.  Once this process is completed,
we expect final award of 11x 660MW boiler and turbine package.

 The company has formed several joint ventures with SEBs for development of projects.
Its JV with Karnataka SEB is already developing 16GW, while its JV with Tamil
Nadu SEB is likely to award the contract by the end of FY12. BHEL's JVs with MP
SEB and Maharashtra SEB will most likely to be pushed to next year.

Robust order book, BTB ratio to drive execution Order intake during 1QFY12 was INR25b, down 77% YoY
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Key highlights of 1QFY12 results conference call

 BHEL reported lower revenue growth during the quarter due to logistics issues at
JNPT, a Mumbai-based port. Certain imported components could not be delivered,
which impacted revenue by INR6b-7b. These issues have been resolved. The company
expects to maintain strong execution during the current year and sees sales growing
by around 20%.

 The company has maintained its guidance of 10% growth in order inflow for FY12
(order intake in FY11 at INR600b, power orders: 15GW), despite sluggish order booking
in 1QFY12. The company highlighted that it has ~9,000MW (including NTPC bulk
order) of power projects at advanced level of activity and will be awarded in the next
few months. It already has letters of intent for 2GW orders. However, issues pertaining
to coal linkages and land availability may have an impact on final award of these
projects.

 The company has formed several joint ventures with SEBs for development of projects.
Its JV with Karnataka SEB is already developing 16GW, while its JV with Tamil
Nadu SEB is likely to award the contract by the end of FY12. BHEL's JVs with MP
SEB and Maharashtra SEB will most likely to be pushed to next year.

 EBITDA margin improved during the quarter, largely due to sharp improvement in
industry sector margin, driven by favorable sales mix. The company expects margins
to be maintained in the foreseeable future.

 BHEL is expanding manufacturing capacity from 15GW per annum to 20GW per
annum, which is likely to be commissioned by March 2012.

Other highlights
 Capex during FY12 is expected to be INR12b during the year. Working capital during

the quarter was INR14.2b (INR12.6b as at end-FY11). Receivables were at INR305b
(INR274b as at end-FY11). Inventory was at INR118b (INR110b as at end-FY11).
Working capital increased in line with sales growth because of increase in retention
money and lower growth in customer advances during the quarter.

 Tax rate declined during the quarter to 31% from 33% in 1QFY10 because of tax
credit of INR510m on account of R&D expense.

Valuation and view

 We estimate revenue CAGR of 22% and PAT CAGR of 19% over FY11-13. Our
EPS estimates are INR138 (up 19%) for FY12 and INR164 (up 19%) for FY13.

 BHEL trades at 14x FY12E earnings and is attractively valued in context of the estimated
19% earnings CAGR over FY11-13.

 While concerns around the power sector may remain an overhang, pick-up in ordering
will act as a key catalyst for the stock. Maintain Buy.

 Our price target is INR2,465 (16x FY13E EPS), an upside of 30%.
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Company description

 BHEL, a PSU,  is India's dominant producer of power
and industrial machinery, and a leading EPC company.

 Post divestment, the government now has an equity
stake of 67.7%. The company has 14 manufacturing
divisions, 8 service centers, and 4 power sector regional
centers, besides project sites across India and abroad.
It has an annual installed capacity of 6,000MW.

 It has a tie-up with Alstom and an alliance with Siemens
for the manufacture of super-critical 800MW boilers
and turbines, respectively.

Key investment arguments

 Order backlog as at end-1QFY12 stands at INR1,596b,
and book-to-bill ratio is 3.8x TTM revenue. BHEL offers
the best revenue visibility in our Engineering universe.
We estimate revenue CAGR of 22% and PAT CAGR
of 19% over FY11-13.

 Post capacity expansion to 20GW by the end of FY12,
BHEL's capacity will be at par with its Chinese and
Korean counterparts, giving BHEL sizeable competitive
muscle to compete, execute and deliver on time.

Key investment risks

 The key challenge is to meet execution deadlines and
improve cost efficiencies.

 Intensified competition from Chinese, Korean and
private Indian player (L&T).

Recent developments

 The Boiler order award, part of the bulk tendering by
NTPC and DVC for 11 sets of 660MW is under
arbitration due to the stay order brought in by one of
the bidders, Gammon-Ansaldo.

 The Supreme Court is expected to hear the case in the
next few days, following which NTPC will open the
price bids.

 The government of India is planning to divest its 5%
stake in the company, through a Follow-on-offer (FPO).
The sale is expected to be completed by October 2011.

Valuation and view

 We estimate revenue CAGR of 22% and PAT CAGR
of 19% over FY11-13. Our EPS estimates are INR138
(up 19%) for FY12 and INR164 (up 19%) for FY13.

 BHEL trades at 14x FY12E earnings and is attractively
valued in context of the estimated 19% earnings CAGR
over FY11-13.

 While concerns around the power sector may remain
an overhang, pick-up in ordering will act as a key
catalyst for the stock. Maintain Buy. Our price target
is INR2,465 (16x FY13E EPS), an upside of 30%.

Sector view

 We maintain our positive view on the sector.

Comparative valuations
BHEL L&T Crompton

P/E (x) FY12E 13.8 20.8 16.4

FY13E 11.6 16.3 11.7

P/BV (x) FY12E 3.8 4.4 2.7

FY13E 3.1 3.8 2.3

EV/Sales (x) FY12E 1.6 2.1 0.9

FY13E 1.3 1.6 0.8

EV/EBITDA (x) FY12E 8.0 17.2 9.7

FY13E 6.6 13.8 7.0

Shareholding Pattern (%)
Jun-11 Mar-11 Jun-10

Promoter 67.7 67.7 67.7

Domestic Inst 12.7 12.7 11.3

Foreign 13.2 13.0 15.0

Others 6.3 6.5 6.0

BHEL: an investment profile

Stock performance (1 year)

EPS: MOSL forecast v/s consensus (Rs)
MOSL Consensus Variation

Forecast Forecast (%)

FY12 137.9 139.7 -1.3

FY13 164.3 158.6 3.6

Target price and recommendation
Current Target  Upside Reco.

Price (Rs) Price (Rs)  (%)

 1,909 2,465 29.1 Buy
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2,400

2,700

3,000
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BHEL   Sensex - Rebased
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Financials and Valuation
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