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 Operational performance beats estimates: Bharat Heavy Electricals Ltd's (BHEL) 2QFY13 performance was

ahead of our estimates led by better-than-expected EBITDA margins. Revenues grew 1% YoY and PAT was flat

YoY. Adj EBITDA margins at 18% were up 200bp YoY (v/s est of 150bp decline). Growth in net profit was muted

as other income declined 60% YoY (partly led by a forex loss of INR1.3b and lower treasury income), while

depreciation increased 15% YoY. Revenue growth was impacted by a decline in industrial segment sales

(down 31% YoY), while power segment sales grew 15% YoY.

 Order intake declines 78% YoY: Order intake stood at INR31b, down 78% YoY, impacted by a fall in industrial

and power sector orders over a very high base last year. Order book stands at INR1.22t, 2.4x TTM sales and

remains in an uncomfortable zone. Management reiterated that there were no order cancellations and the

increased quantum is largely due to exchange rate adjustments on overseas orders (~INR100b). NTPC's bulk

tender orders for Darlipalli (1.6GW, INR26b) and Nabinagar (1.98GW, INR28b) are now expected by end-

December 2012, while Gajmara (1.6GW, INR42b) is uncertain due to land acquisition issues.

 Working capital cycle under pressure: Working capital in 1H showed further deterioration due to decline in

trade payables. However, we note that the number has been largely stable in 2Q. Net working capital, excluding

cash, was at 36% of sales in 1HFY13, up from 28% of sales at end-March 2012 and 21% at end-March 2011.

 Valuation and view: We assume BHEL's order intake would grow by 34% YoY in FY13 (INR295b in FY13, v/s

INR221b in FY12) supported by orders from NTPC's bulk tenders and a low base. However, the key issues to be

noted are order cancellations and execution delays, as private sector contributes 25-30% of the company's

order book. The stock trades at 9X FY13E and 12X FY14E EPS. Maintain Neutral.
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2QFY13 operational performance ahead of estimates
 BHEL's financial performance during 2QFY13 was ahead of estimates led by better-

than-expected EBITDA margins. Revenues stood at INR104b (up 1% YoY) and in

line with estimates of INR105b. EBITDA margins stood at 18%, up 200bp YoY (above

estimate of 16.5%), while  net profit was INR12.7b (flat YoY), better than the

estimate of INR12.3b.

 Growth in sales was muted due to significant decline in industrial sales, which

was impacted by a fall in short cycle orders from the industrial sector. Industrial

segment sales (20% of total sales) declined by 31%, while power segment sales

posted a growth of 15% YoY led by execution of existing order book. Management

indicated that existing orders from the private sector could face execution delays

at the customers end.

 Net profit was flat, despite a 12% YoY growth in EBITDA, due to an increase in

depreciation expenses (15% YoY) and decline in other income (59% YoY).

Depreciation cost increased due to capacity additions at the end of last financial

year. Other income declined due to lower treasury income arising from a decline

in surplus cash and a forex loss of INR1.3b during the quarter.

Revenue growth slows due to depleting order book EBITDA margins supported by stable RM costs

Source: Company, MOSL

Revenues impacted by steep decline in industrial sales
 Revenue growth was impacted by a decline in industrial segment sales (down

31% YoY), while power segment sales grew 15% YoY.

 Industry segment EBIT margins were down 570bp YoY to 21.3% given the negative

operating leverage and base effect, while power margins expanded by 280bp YoY.

 Order intake in the industrial segment declined to ~INR8-12b per quarter and

thus would impact the revenue run rate of ~INR20b/quarter as key sectors like

cement and metals are witnessing capex slowdown. Execution of power projects

is also expected to be constrained due to issues in clearances and funding,

particularly for IPPs (contributing ~25-30% of BHEL's order book), while margins

shall be impacted by poor operating leverage.

 We assume a revenue decline of 1% in FY13 and 7% in FY14 and EBITDA margins of

19.4% in FY13 (down 91bps) and 15.9% in FY14 (down 347bps).
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Segmental Performance (INR m)

FY12 FY13

1Q 2Q 3Q 4Q 1Q 2Q FY11 FY12

Revenues 74,332 107,575 110,783  202,527  87,436  110,129  433,799  495,217

Power 57,803 77,973 87,115 155,738 67,720 89,581 331,655 378,629

Growth (%)  7.6  10.5  58.3  2.2  17.2  14.9  23.5  14.2

Industry 16,529 29,602 23,668 46,789 19,717 20,549 102,144 116,589

Growth (%)  19.1  78.2  (37.3)  38.1  19.3  (30.6)  29.6  14.1

EBIT 13,251 21,163 24,046  56,803  16,198  22,070  102,173  115,262

Power 9,518 13,159 16,560 42,601 12,064 17,690 79,351 81,838

Growth (%)  (11.1)  (7.2)  (3.3)  14.1  26.7  34.4  25.6  3.1

Industry 3,733 8,004 7,486 14,201 4,134 4,380 22,822 33,424

Growth (%)  93.2  137.7  100.7  3.0  10.7  (45.3)  39.0  46.5

EBIT margin (%) 17.8 19.7 21.7  28.0  18.5  20.0  23.6  23.3

Power 16.5 16.9 19.0  27.4  17.8  19.7  23.9  21.6

Industry 22.6 27.0 31.6  30.4  21.0  21.3  22.3  28.7

Source: Company, MOSL

Order intake remains sluggish; management continues to expect 10-15GW
of orders in FY13
 BHEL expects new orders of 10-15GW in FY13 (largely from the government sector),

compared with 4GW in FY12. However, several of these projects are contingent

on land acquisitions and require clearances.

 Order intake stood at INR31b, down 78% YoY, impacted by a fall in industrial and

power sector orders over a very high base last year. The quarter saw a large order

worth INR12b from NPCIL. Management reiterated that there were no order

cancellations and the increased quantum is largely due to exchange rate

adjustments on overseas orders (~INR100b). We await details on the same.

 Order book stands at INR1.22t, 2.4x TTM sales and remains in an uncomfortable

zone. NTPC's bulk tender orders for Darlipalli (1.6GW, INR26b) and Nabinagar

(1.98GW, INR28b) are now expected by end-December 2012, while Gajmara (1.6GW,

INR42b) is uncertain given land acquisition issues.

 Also, order intake in the industrial segment declined to ~INR8-12b per quarter

and thus would impact the revenue run rate of ~INR20b/quarter as key sectors

like cement and metals are witnessing a capex slowdown.

 BHEL has built capacities for EPC power projects. Water, transportation (including

metro rail coaches), transmission segments etc have been identified as future

growth drivers. Management highlighted progress of projects -- received the first

order for 765kv substations, bid for the Delhi Metro project in consortium with

Hitachi, ramp-up of locomotive manufacturing plans for Indian Railways and also

setting up manufacturing facilities for diesel locos etc.
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Order intake muted due to slowing orders in power sector            Declining trend in BTB (x TTM)

Balance Sheet (INR m)

March'11 March'12 Sept'12

Share Capital               4,895            4,895            4,859

Reserves and Surplus           196,643        248,837        270,783

Net Worth           201,538        253,732        275,642

LT Borrowings               1,021            1,234            1,283

Deferred Tax Liabilities

Other LT Liabilities             91,424          75,508          74,934

LT Provisions             49,232          50,057          53,986

Long Term Liabilities           141,678        126,799        130,203

ST Borrowings          16,685

Trade Payables             80,954        102,713          81,633

Other Current Liabilities           141,700        158,159        152,657

ST Provisions             26,733          26,357          20,086

Current Liabilities           249,387        287,229        254,375

Total Funds Employed           592,603        667,760        660,220

Fixed Assets             51,347          56,444          55,707

LT investments               4,392            4,617            4,617

DTA             21,636          15,462          14,468

LT loans and advances               8,829            9,001          15,044

Other non current assets             73,621          95,087        103,873

Non current assets           159,824        180,611        193,709

Current investments            1,000

inventories           108,521        134,445        140,763

Debtors           201,035        263,361        262,691

Cash and bank             96,302          66,720          53,077

ST Loans and advances             23,825          21,117          23,495

Other Current assets               3,096            1,506            2,206

Total Current assets           432,779        487,149        482,232

Total Assets           592,603        667,760        675,941

Debtors (% of sales) 48 56 54

Net Working Capital (% of sales) 21 28 36

Working capital cycle under pressure
 Working capital in 1H showed further deterioration due to decline in trade

payables. However, in 2Q we note that the number has been largely stable. Net

working capital, excluding cash, was at 36% of sales in 1HFY13, up from 28% of

sales at end-March 2012 and 21% at end-March 2011. Given the tough macro

environment, while managing debtors/inventory is critical, customer advances

are declining due to lower orders.

Source: Company, MOSL



BHEL

30 October 2012  5

Valuation and view
 Indian power equipment market is witnessing a tough phase, with slowing

demand and rising costs. Lack of coal linkages, volatile spot prices and other hurdles

like land availability have impacted new project awards in the past year.

 While the investment climate remains constrained, we believe that the situation

could possibly improve driven by structural drivers: i) imposition of 21% effective

import duty improved the competitive positioning of domestic players by 14%, ii)

financial restructuring plan for SEBs, iii) coal price pooling and increased domestic

coal availability, iv) new standard bidding document enabling fuel cost pass-

through and v) continued strong power consumption growth etc.

 Hence, in our view, the ordering activity could improve in the next 12-18 months

based on the successful implementation of these initiatives. Possible correction

in commodity prices shall also help company's margins, as ordinary steel, which

contributes 15-20% of the raw material basket, is generally procured on a spot

basis.

 We believe the current valuations factor the de-rating catalysts namely 1) possible

worsening of external environment in the power sector and 2) execution

constraints and deteriorating working capital. The stock trades at 9X FY13E and

12XFY14EPS. Maintain Neutral.
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Company description
BHEL is India's dominant producer of power and

industrial machinery, and a leading EPC company. The

government currently has an equity stake of 67.7%. BHEL

has 14 manufacturing divisions, 8 service centers, 4

power sector regional centers, besides project sites

spread across India and abroad. It has an annual installed

capacity of 20,000MW of power equipmets. It has

formed 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 stands at INR1.22t, and book-to-bill

(BTB) at 2.6x TTM revenue. While the BTB is in an

uncomfortable zone, it provides revenue visibility

for the next two years.

 Post capacity expansion to 20GW, BHEL's capacity is

at par with its Chinese and Korean counterparts,

giving BHEL sizeable muscle to compete.

 Stock trades at 12x FY14E EPS, at 50% discount to its

long-term average P/E. Dividend yield stands at 3.2%.

Key investment risks
 Orders in the power equipment space have slowed

down drastically due to macro headwinds, which is

likely to significantly impact BHEL's growth prospects.

Intensified competition from Chinese, Korean and

Comparative valuations
BHEL L&T Crompton

P/E (x) FY13E 8.7 18.8 13.2

FY14E 11.7 17.3 9.7

P/BV (x) FY13E 1.9 3.5 2.0

FY14E 1.7 3.1 1.7

EV/Sales (x) FY13E 1.0 1.7 0.6

FY14E 1.1 1.5 0.5

EV/EBITDA (x) FY13E 5.2 14.5 7.6

FY14E 6.7 12.4 5.8

Shareholding pattern (%)

Sep-12 Jun-12 Sep-11

Promoter 67.7 67.7 67.7

Domestic Inst 12.7 13.1 13.4

Foreign 14.6 13.2 13.0

Others 5.0 6.0 5.9

BHEL: an investment profile

Stock performance (1 year)

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

Forecast Forecast (%)

FY13 26.0 26.0 -0.1

FY14 19.5 23.3 -16.2

Target price and recommendation
Current Target  Upside Reco.

Price (INR) Price (INR)  (%)

227 233 2.7 Neutral

private Indian players will result in deterioration in

pricing environment and margin squeeze.

 The current order book is likely to face execution

delays, particularly the orders from private sector.

Recent developments
 For NTPC bulk tender, BHEL is yet to recognize orders

for INR110b comprising of: Raghunathpur (TG,

1320MW, INR16.5b), Nabinagar (Boiler, 1980MW,

INR28b) and 800MW projects Darlipalli and Gajmara

(INR68b). The management stated that the orders

for the 800MW sets will possibly be booked by

Dec'12.

 BHEL received its first order for 765kv substations

and the company has also bid for the Delhi Metro

project in consortium with Hitachi.

Valuation and view
 We believe that the current valuations largely factor

in the de-rating catalysts, namely 1) Possible

worsening of external environment in the power

sector; 2) execution constraints and deteriorating

working capital. The stock trades at 9X FY13E and

12XFY14EPS. Maintain Neutral.

Sector view
 We have a Neutral view on the sector.
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Financials and Valuation
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