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Tech Mahindra's 3QFY11 revenue growth of 1.6% (excluding pass-throughs in 2QFY11, against our estimate of 6.2%)

was below estimate and PAT was higher due to US$8m in forex gains. The company is faced with challenges of sluggish

recovery in the Telecom vertical and high attrition. Key highlights:

B Revenue growth of 1.6% to US$269.8m (excluding 2QFY11 pass-throughs worth US$63.5m) was below our estimate
of 6.2% growth, with volumes staying sequentially flat. Revenues from the BT account were static for the third
consecutive quarter at 74m pounds.

m  Sluggish recovery of the Telecom vertical and missing discretionary spend impeded growth. The management outlook
that the recovery within the segment may not meaningfully materialize over the next two quarters suggests tepid
volumes in the near term. However growth may come from key clients like Airtel, were its subscriber base in Africa
to ramp up in line with the plans.

m EBITDA margins declined 110bp QoQ after outperforming with a 230bp sequential increase in 2QFY11, largely driven
by 3% salary hikes onsite. Recovery of margins to FY10 levels (over 24%) will be challenging given: (1) high attrition
rates, which may necessitate out-of-turn wage hikes, (2) expectations of lower utilization as utilization in 3QFY11
was at the higher end of the targeted band, amid ~30% quarterly annualized attrition.

B Given that pick-up in discretionary traction may be a few quarters away, growth in the near term is likely to come
from lower end business, which will be potentially margin dilutive for the company.

Downbeat performance on volumes, guidance of delay in telecom revival and unrelenting attrition pressures are expected

to weigh on the stock in the near term. Owing to the prevailing challenges going forward, we have revised our estimates

downwards. We expect Tech Mahindra to post revenue CAGR of 9% over FY11-13 (against 12.7% eatrlier). Including
profits from Mahindra Satyam, we expect EPS CAGR of 10% (against 18% earlier) over FY11-13. Neutral.

Tech Mahindra Quarterly Performance (Indian GAAP) {Rs Million)
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Result Highlights

m  US dollar revenue increased 1.6% QoQ to US$268.9m (against our estimate of a
6.2% QoQ increase to US$281m).

m  Rupee revenues of Rs12.1b were down 1.9% (against our estimate of Rs12.5b, up
1.3% QoQ).

m  Reported BT revenues of US$118m were up by 3% QoQ, mainly due to the appreciation
of the British pound.

m  Reported EBITDA margins declined 110bp to 20.6% (against our estimate of a 160bp
decline to 20.1%) due to a 3% onsite salary hike; partially offset by a 140bp sequential
improvement in utilization to 76.3%.

m  Other income was Rs521m (against our estimate of Rs153m), led by forex gains of
usS$8m.

m The effective tax rate was 14.8% (against our estimate of 17%).

m  PAT (after prior period items and excluding Mahindra Satyam profits) was Rs1.6b
(against our estimate of 1.3b), up 22.3% QoQ.

Tech Mahindra 3QFY11: Key parameters

3QFY11 2QFY11l  QoQ (%) 3QFY10 YoY (%)

Actual Estimate
Revenues (Rs m) 12,111 12,506 12,350 -1.9 11,873 2.0
EBITDA (Rs m) 2,498 2,515 2,680 -6.8 2,807 -11.0
EBITDA (%) 20.6 20.1 21.7 -108bp 23.6 -302bp
Adj. PAT (Rs m) 1,629 1,301 1,721 49.3 1,729 48.6
Revenues (US$) 269 281 265 1.6 254 5.9

Source: Company/MOSL

Result reflects pressures on demand and supply

Tech Mahindra's volume was sequentially flat, and the management cited persisting
challenges in the Telecom vertical, as the key factor. With BT revenues static, growth for
Tech Mahindra is expected to emanate from non-BT accounts and in emerging geographies.
However, revenue from the systems integration business in emerging markets was down
9.7% sequentially, given its lumpy nature. Given a general consensus now that the vertical
is not expected to recover meaningfully soon, the impact on the company's top-line growth
will be more severe than at its peers.

Adecline in EBITDA margins after outperformance in 2QFY 11 (230bp sequential increase)
was on expected lines, largely driven by a 3% salary hike onsite. Quarterly annualized
attrition rate of 30% was a repeat of the last quarter, implying no improvement on the
supply side. We believe the recovery of margins to FY10 levels (over 24%) will be
challenging given: (1) high attrition rates, which may necessitate out-of-turn wage hikes
and (2) the expectation of lower utilization as utilization in 3QFY 11 was at the higher end
of the targeted band, amid ~30% quarterly annualized attrition rate for the past two quarters.
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Little room for upside on utilization; margins to be under stress
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Muted growth in volumes and a large number of exits have meant the growth in employee
numbers was unexciting over the past three quarters (up 2% from 4QFY10), especially in
a high demand environment witnessed by offshoring players.

2% growth in employees over the past three quarters due to sluggish demand, high attrition
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Other highlights

m Headcount increased by 201 people to 34,208;

m  Added two clients in 3QFY11, taking client count to 126;

m  Qutstanding US dollar-rupee hedges of US$780m at Rs48.1/US$ and British pound-
US dollar hedges of 270m pounds at US$1.71/pound;

m  Offshore contribution stable at 63%;

m Outstanding debt decreased to Rs13.5b, from Rs14.3b in 2QFY11;

m Cash and cash equivalents increased to Rs5.2b from Rs2.3b in 2QFY11.
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Valuation and view
Downbeat performance on volumes, guidance of delay in revival in the Telecom vertical
and attrition pressures are expected to weigh on the stock in the near term.

We expect challenges on the demand and supply side to continue, with little chances of a
turnaround in the Telecom space in the short term. Consequently we have revised our
estimates downwards. We expect Tech Mahindra to post revenue CAGR of 9% over
FY11-13 (against 12.7% earlier). Including profits from Mahindra Satyam, we expect an
EPS CAGR of 10% (v/s 18% earlier) over FY11-13.

We maintain a cautious view on the stock due to (1) slower than industry growth due to
sluggishness in the BT account (44% of revenue) and the Telecom vertical in general, (2)
growth skewed towards lower margin segments (domestic BPO and new mobile operators
in emerging markets), (3) margin headwinds on elevated attrition and (4) uncertainty over
a turnaround at Mahindra Satyam and its legal liabilities.

The stock trades at 12.7x FY12E and 10.6x FY13E earnings. Maintain Neutral, with a
price target of Rs714, based on 11x FY13E.
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US dollar revenue growth muted on sequentially flat volumes
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Revenue from BT at 74m pounds, static for the past three quarters
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Non-BT revenues flat due to a slow quarter for Sl business in emerging markets
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Net addition of 201 employees in 3QFY11, employee count 34,208 (nos)
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Staff costs as a percentage of sales high on 3% onsite salary hike

Tech Mahindra
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Ex-salary operating costs up due to higher travel expenses
—1 Ex salary operating costs (Rs m) —e—As a % of sales (RHS)

4,400 35%
3,800 33%
3,200 30%
2,600 28%
2,000 25%

1QFY09

2QFY09

3QFY09
4QFY09

1QFY10

2QFY10

3QFY10

4QFY10

1QFY11

2QFY11
3QFY11

Source: Company/MOSL

22 January 2011



MoTiLAL OSWAL

Tech Mahindra: an investment profile

Company description

Tech Mahindra is one of India's largest software exporters
and serves telecom service providers, equipment
manufacturers, software vendors and systems integrators.
It employs over 34,000 people and its key clients include
British Telecom and AT&T.

Key investment arguments

m Satyam's acquisition will help Tech Mahindra to
diversify its client base and industry focus.

m Large deals like those of Bharti and a gradual revival
in the Telecom vertical will help volume growth.
Emerging market telco rollouts and domestic BPO deals
are expected to be key growth contributors.

Key investment risks

m The company is dependent on a single vertical, Telecom,
and a single client, BT (44% of revenue). Growth is
skewed towards lower margin services like new telco
rollouts and domestic BPOs.

m High attrition rates (30% quarterly annualized attrition
in3QFY11).
Uncertainty regarding Satyam's financials and legal
liabilities.

Comparative valuations

Tech Mahindra

Recent developments

m Tech Mahindra's BPO operations in Ghana are set to
go live from 1 February 2011. The company will also
start operations in five other countries between March
and May.

m  The company added two clients in 3QFY11, taking the
number of its clients to 126.

Valuation and view

m Valuations at 12.7 FY12E and 10.6x FY13E earnings.

m  Maintain Neutral with a target price of Rs714, based
on 11x FY13E.

Sector view

m Indian offshoring has been vindicated with global clients
and service providers making India their base for IT-
enabled solutions. Still, India has less than 5% of the
global IT markets. We are positive on the long-term
prospects of the sector.

m A slowdown in the US economy, wage inflation and
sharper currency appreciation are key concerns.

m  We reckon frontline Indian IT companies will be better
placed to sail through near-term adversities. Niche IT/
ITeS services companies with strong business models
are likely to be better placed to face near-term
uncertainty.

EPS: MOSL forecast v/s Consensus (Rs)

Tech Mahindra HCLT Mphasis MOSL Consensus Variation
P/E (x) FY11E 12.5 21.8 12.8 Forecast Forecast (%)
FY12E 12.7 15.8 114 FY11 57.2 52.8 8.2
P/BV (x) FY11E 2.3 4.1 3.4 FY12 56.6 58.9 -4.0
FY12E 1.9 3.3 2.6
EViSales (x)  FY1iE 13 292 2.0 Target Price and Recommendation
EY12E 11 1.7 15 Current Target Upside Reco.
EV/EBITDA(x) FYL11E 6.3 13.0 8.7 Price (Rs) Price (Rs) (%)
EY12E 58 9.1 6.6 689 714 3.6 Neutral
Stock performance (1 year)
Tech Mahindra Sensex - Rebased
1,500
Shareholding Pattern (%) 1,225
Dec-10 Sep-10 Dec-09
950
Promoter 72.8 72.8 83.0
7
Domestic Inst 15.3 15.1 7.0 675
Foreign 2.1 2.1 1.3 400
Jan-10 Apr-10 Jul-10 Oct-10 Jan-11
Others 9.9 10.0 8.7
7

22 January 2011



MoTiLAL OSWAL Tech Mahindra

Financials and Valuation

IHCOME STATEMENT (R= Million) RATIOS
Y/E MARCH 2010 2011E 20MM2E 20MM3E Y/E MARCH 2010 2011E 20M2E 2M3E
Sales 46,254 45,151 51,936 55,344 Basic [Rs)

Change 57 36 g7 7 Py EPS 481 512 566 615
Emplayes Cast 05584 24136 26557 20 564 Diluted EF5 B0 550 544 649
Other Expenses 14345 14106 15321 15014  CashERS w5z Ba7 o BE4 - TRT
Total Expenses 34929 38,242 41878 45478 E;gk Value 232:2 29:; 352:2 422:?
EBITDA 11,325 9,908 10,058 9,866 Payout 32 78102 104 3.8

ek liet Sales 245 206 184 78 Yaluation (z)

Diepreciation 1338 1394 1558 1,550 FiE 153 125 127 106
Interest 2184 106 aa1 Eid4 CashFiE 125 103 104 EHL
Other Income 754 1128 893 470 EVIEBITDA 38 B.3 a8 3.3

EViSales 1.4 1.3 1.1 0.9
PET 8,557 8,627 38511 8,642 PricelEBook YWalue 29 23 14 1.6
Tax 1,440 1 480 1915 1 958 Diwidend Yield [3) 05 0a ns 04

Hate 57 F8.8 R ZR5 Z30 Profitability Ratios [3]

B 14T 6% eest o 25 9 195 189
Minarity Interest & EQ items 113 -502 24 24

Share of associate's profits S 1195 2092 339 Turnover Ratios

PAT before EO 7,506 8,844 8,664 10,021 Debtors [Days] i fe fz o

Covange 57 o5 g 172 g 57 Fised Azzet Turnowver (1) 4.5 3.8 3.3 a1
Effect of restructuring fees -1 663 1637 1,530 1,540 Leverage Ratio
FAT after RF before EO 5882 74187 7,414 8,481 Diebt/E quity Riatio[x]) 0.3 03 02 01

Ehange £33 420 22 A0 iBZ
Extracrdinary lterms [EQ] 85 -5145 ] 0
PAT after EO 5967 6672 7,114 8,481 CASH FLOW STATEMENT (Rs Million)

Change {57 481 118 8§ g2  YEMARCH 2010 2011E_ 2012E_ 2013E

o CF from Operations 8029 10243 10227 11576

BALANCE SHEET (Rs Million) ., @ e inWorking Capital 2983 2520 2761 2334
Y/E MARCH 2010 2011E  20M2E  20M3E
Share Capital 1223 1203 1223 1223 Net Operating CF 1M112 1,722 1,966 9242
Share Premium 2% 2374 2374 2374
Reserses 25268 33288 41148 50234 Met Purchase of FA, 4089 1282 2500 -2500
Met Worth 23,865 36,884 44,742 53,830 Met Purchaze of Invest. -25,799 ] 1] 0
Mincrity Intere <t 133 144 143 S Cash from Invest. 29868 1,292 -2,500 -2,500
Loans 13672 9723 77232 4518
Capital Employed 42,676 46,751 52,124 58,502

IneA{Dec] in Equity & other related iter 2 359 3 ) 5
Gross Black M3 14312 16812 18312 Praceeds from LTESTE 13672 -3949 2490 -2714
Lez=: Depreciation 5269 BEE3 822 9,77 Dividend Payments 501 a8 &1 .93
Net Block 6,043 7,649 8,591 9,5M
CWIE 3208 1500 1500 1,500 Cash Flow from Fin. 15,560 -4,774 -3,296 -3.647
Inwestments 30145 30145 30145 30145
Dieferred Tax Assets 2B 7B VB 7B Free Cash Flow Foa4  B430 48966 B T742

Net Cash Flow 3,195 1,656 1,669 3,094
Curr. Assets 19,346 21,803 25,030 29,560
Debtors 10420 11213 12,095 12538
Cash & Bank Balance 2187 3843 5512 ggo7  Opening Cash Balance 5,382 2187 381 5512
Loans & Advances 6725 B596 7115 7581 Add: Met Cash -3193 16836 1863 3094
Other Current Assets 14 151 309 434 Closing Cash Balance 2187 3,843 5512 8,607
Current Liab. & Prov 16,342 14,621 13,418 12,520 Earnings estimate includes contribution from Mahindra Satyam
Creditors 13572 11298 9361 8562
Provisions 2770 3324 3556 35958
Met Current Assets 304 7181 11,612 17,040
Application of Funds 42,676 46,751 52,124 58,503
LA Enpimrates
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NOTES
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