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 Earnings below estimates, impacted by execution issues, interest costs: Nagarjuna Construction Company

(NCC) reported 3QFY11 revenue of Rs13b (up 12.5% YoY), but lower than our estimates of Rs15b (up 28% YoY).

EBITDA was Rs1.28b (up 8.1% YoY), lower than our estimate of Rs1.5b (up 34% YoY). Adjusted net profit was

Rs444m (down 7.2% YoY) and below our estimate of Rs653m (up 36.5% YoY). Consolidated revenues grew 9% YoY

to Rs15.9b while EBITDA margins of 11% were up 46bp YoY. Consolidated PAT was Rs521m, down 6.6% YoY.

EBITDA margins were 9.6% (down 39bp YoY), below our estimate of 10.4%. Interest cost in 3QFY11 increased to

Rs438m from Rs306m in 3QFY10 and Rs375m in 2QFY11. Higher interest costs were due to: (1) increase in

interest rates to ~11% from 8.5-9% in 2QFY11 and (2) increased debt to Rs23b as at December 2010 (v/s Rs20b in

September 2010). Debt increased largely due to increased working capital requirements, which is a negative surprise.

 3QFY11 order intake up 32% YoY; order backlog Rs172b: NCC reported order inflows of Rs27b in 3QFY11 about

Rs12.8b are from the buildings segment. The order backlog is Rs172b with BTB ratio of 2.8x TTM revenues.

 NWC deteriorates meaningfully, boosting debt: In 3QFY11, net working capital (excluding cash and advances

to subsidiaries/associates) was 166 days, up from 126 days at the end of FY10. This is a largely due to delays in

client payments and increased advances to subcontractors. Debt increased from Rs15b in March 2010 to Rs23b

currently (and Rs21b in September 2010).

 Cutting FY11 earnings estimates by 15%, FY12 estimates by 30%: We cut our FY11 and FY12 earnings estimates

by 15% and 30% respectively. Our FY12 estimates assume 15% revenue growth, 24% order intake growth and

slight improvement in EBITDA margins, at 10.2%. We believe there is downside risk to our estimates as a revenue

slowdown can lead to continued poor fixed-cost absorption and increased interest cost can put pressure on NPM.

 Valuation and view: We have revised our SOTP price target downwards to Rs139 (earlier Rs202), with the core

business comprising Rs106/share (8x FY12E EV/EBITDA), and BOT/RE investments at Rs33/share. Maintain Buy.
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Revenue impacted by execution issues, uncertain policy environment;
cutting earnings estimates

 NCC posted 3QFY11 revenue of Rs13b (up 12.5% YoY), lower than our estimate of
Rs15b (up 28% YoY). EBITDA was Rs1.28b (up 8.1% YoY), lower than our estimate
of Rs1.5b (up 34% YoY). Adjusted net profit was Rs444m (down 7.2% YoY) and was
considerably below our estimates of Rs653m (up 36.5% YoY). Consolidated revenues
grew 9% YoY to Rs15.9b and EBITDA margins of 11% were up 46bp YoY. Consolidated
PAT was Rs521m, down 6.6% YoY.

 EBITDA margins were 9.6% (down 39bp YoY), below our estimate of 10.4%. Interest
cost in 3QFY11 increased to Rs438m against Rs306m in 3QFY10 and Rs375m in
2QFY11. Higher interest costs were due to: (1) increase in interest rates to ~10% now
from 8.5-9% in 2QFY11 and (2) increased debt to Rs23b as at December 2010 (v/s
Rs20b in September 2010). Debt increased largely due to increased working capital
requirements, which is a negative surprise.

 The 3QFY11 tax rate jumped significantly to 41% from 37% in 3QFY10 and 38% in
2QFY11, primarily due to tax provision of Rs40m provided in 3QFY11. The provisions
are towards additional tax expenses after an Income Tax raid. The management stated
that liability was expected to be Rs150m. NCC made provisions of Rs40m in each,
2QFY11 and 3QFY11 and the rest of the provision is expected to be made in 4QFY11.

 The management is maintaining its FY11 order intake guidance at Rs100b (up 14%
YoY). The company is L1 in a few private IPP projects worth Rs30b and these projects
are expected to achieve financial closure in 4QFY11. NCC is also expecting a Rs45b
EPC order from an in-house 1,320MW project in March/April 2011. The order book as
at December 2010 was Rs172b (up 16.6% YoY). 3QFY11 order intake was Rs27b (up
32% YoY) largely from buildings, which is positive. Buildings contribute 35% of the
order book (v/s ~20% in FY09).

 Management indicated slippages in turnover of 9-10% in FY11 v/s original guidance of
Rs72b (up 26% YoY). 3QFY11 revenues were impacted by (i) adverse weather
conditions - extended monsoons, (ii) a delay in release of payments by clients, which
led to a slowdown in execution, (iii) uncertain policy environment on subjects such as
land acquisition and MoEF related issues.

 We cut our FY11 revenue estimates by 9% and 18% for FY12, and cut PAT estimates
by 15% and 30% for FY11 and FY12 respectively due to slow execution and high
interest costs. Our FY11 order intake assumptions are Rs90b (up 3%) and Rs112b (up
24%) for FY12.

Muted revenue growth due to execution constraints Quarterly EBITDA margin drops to 9.6% (down 39bp YoY)
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3QFY11 order intake up 32% YoY; order backlog at Rs172b

 NCC reported 3QFY11 order inflows of Rs27b, of which about Rs12.8b were from
the buildings segment. The order backlog is Rs172b with BTB ratio of 2.8x TTM
revenues. The contributions were from buildings (35%), water (13%), roads (5%),
electrical (3%), irrigation (10%), metal (2.7%), power (9.7%), other (7%) and
international orders (14.8%).

 NCC is L1 in a few private IPP projects worth Rs30b and they are expected to
achieve financial closure in 4QFY11. NCC is also expecting a Rs45b EPC order from
an in-house 1,320MW power project in March/April.

Order backlog Rs172b; BTB (x) 2.8x TTM revenue Order intake Rs27b, Rs12b from the buildings segment
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Quarterly performance (consolidated)
Y/E MARCH FY10 FY11 FY10

1Q 2Q 3Q 1Q 2Q 3Q

Sales 12,097 14,137 14,617 13,995 15,030 15,937 58,973

Change (%) 15.7 6.3 9.0 23.2

EBITDA 1,413 1,426 1,542 1,571 1,853 1,755 6,583

Change (%) 30.5

As of % Sales 11.7 10.1 10.6 11.2 12.3 11.0 11.2

Depreciation 236 240 243 315 337 349 966

Interest 551 510 513 567 668 645 2,211

Other Income 42 37 39 53 92 55 171

Extra-ordinary income 496

PBT 668 714 825 742 940 816 4,072

Tax 198 209 282 212 292 290 1,211

Effective Tax Rate (%) 29.6 29.3 34.1 28.6 31.0 35.6  29.7

Reported PAT 470 504 544 530 648 526 2,861

Adj PAT 470 469 558 530 635 521 2,456

Change (%) 12.7 35.3 -6.6 32.7

Source: Company/MOSL

NWC deteriorates meaningfully, boosting debt

 In 3QFY11, NCC's net working capital (NWC) deteriorated. NWC (excluding cash
and advances to subsidiaries/associates) was 166 days, up from 126 days at the end
of FY10, largely due to delays in client payments and increased advances to
subcontractors.

 Debt increased from Rs15b as at March 2010 to Rs23b currently (and Rs21b as at
September 2010). DER increased from 0.6x in March 2010 to 1:1x currently, largely
due to increased NWC.

 Borrowing costs on incremental debt increased from ~7% in 1QFY11 to 10.5-11%
now, which led to a meaningful increase in interest costs. As a percentage of revenues,
interest costs increased from 2-2.5% of revenues over the past few years to 3.3%
now.

In 3QFY11 NWC deteriorates meaningfully
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Cumulative investments in RE/BOT projects Rs11.8b

 NCC has invested Rs11.8b in real estate and road BOT projects. Outstanding equity
commitment stands at Rs450m-500m, including cost overruns on road projects, of
which a large part will be invested in FY11. Most of the road BOT projects under
construction are expected to become operational by April 2011, which should improve
NCC's operational cash flows.

 There have been delays of 10-15 months in the commissioning of projects and we
believe this would have impacted the project economics meaningfully. We believe
there are possibilities of debt restructuring in some projects, as even initial revenue
estimates have been below initial estimates. The Western UP Toll Road Project will
be commissioned by March 2011 and is expected to generate revenues of Rs2m/day.
The Pondicherry-Tindivanam Road Project will start operations by December  2011
with initial revenue estimates of Rs1m/day and the 100MW Himachal Sorang HEP
will start operations by December 2011, with further equity infusion of Rs250m-300m.

 In 3QFY11 NCC Power Projects Ltd acquired 55% equity stake in Nelcast Energy
Corporation Limited (NECL), which is developing a 1,320MW thermal power project
at Krishnapatnam, Andhra Pradesh. NCC's initial equity commitment is Rs2.7b (over
the next six months), out of which Rs1.5b has been paid.

NCC: Summary of BOT projects
Type Cost (Rs m) NCC Stake (%) Status

Transport

Brindavan Infrastructure Annuity 2,475 33 Jun-06

Bangalore Elevated Tollway Annuity 5,840 68 Apr-10

OB Infra Toll based 8,520 40 Mar-11

Western UP Toll based 6,349 43 Mar-11

Pondicherry - Tindivanam Toll based 3,150 48 Dec-11

Power

Himachal Sorang Hydropower 5,987 67 Dec-11

Himalayan Green Hydropower 19,600 54 Apr-14

NCC Power Thermal 69,550 100 Not - decided

Source: Company/MOSL

Cutting FY11 earnings estimates by 15%, 30% for FY12

We cut our FY11 and FY12 earnings estimates by 15% and 30% respectively. Our FY12
estimates assume 15% revenue growth, 24% order intake growth and slight improvement
in EBITDA margin at 10.2%. We believe there is downside risk to our estimates as a
revenue slowdown can lead to continued poor fixed-cost absorption and increased interest
cost can put pressure on net profit margins.

FY11 earnings estimates cut by 15%, FY12 estimates cut by 30% (Rs m)
Standalone Estimates Consolidated Estimates

                                     Earlier                Revised                 Earlier               Revised

FY11 FY12 FY11 FY12 FY11 FY12 FY11 FY12

Revenues  58,465  74,908  52,028  63,042  69,987  86,667  64,208  73,622

PAT  2,427  3,090  2,009  2,299  3,003  3,678  2,618  2,828

EPS (Rs)  9.5  12.0  7.8  9.0  11.7  14.3  10.2  11.0

Source: MOSL
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Valuation and view

We have revised our SOTP price target downwards to Rs139 (earlier Rs202), with the
core business comprising Rs106/share (8x FY12E EV/EBITDA) and BOT/RE investments
at Rs33/share. Maintain Buy.

SOTP valuation: NCC is our top pick in the construction sector
Valuation Value Value

  Method (Rs m)  (Rs/sh)

NCC Construction 8x FY12E EV/EBITDA 22,135 86.3

NCC International (Construction) 6x FY12E PBT 5,237 20.4

BOT Portfolio

A) Operational Projects 1,269 4.9

B) Projects under Construction Phase 3,803 14.8

C) Projects yet to achieve Financial Closure 350 1.4

Real Estate 2,992 11.7

Total 35,786 139.0

Source: MOSL
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Company description

Nagarjuna Construction Company (NCC) is a Hyderabad-
based company with its origins in a partnership business,
Nagarjuna Construction Corporation, set up in 1978. The
company, promoted by AVS Raju, has a diversified business
mix with presence in roads, buildings, water, irrigation and
hydro power. NCC also secured construction orders in
Dubai, Muscat and Oman. The company has a portfolio of
BOT projects (roads and power) and real estate
development projects.

Key investment arguments

 NCC's 1HFY11 order intake was Rs35b against an initial
guidance of Rs50b. FY11 expected order intake is
Rs100b. As a large part of the intake is from projects
with a low gestation period, we expect improved
execution in FY11 and FY12.

 NCC is a well diversified player with exposure to several
infrastructure/industrial segments, reducing the business
concentration risk.

 There are improved embedded valuations for BOT/RE
projects as they enter the operations phase.

Key investment risks

 BOT projects depress initial RoE.
 Retention of experienced personnel is a challenge.
 Infrastructure capex is highly cyclical and dependent

on government policies.

Comparative valuations
NCC IVRCL HCC

P/E (x) FY11E 10.2 11.9 30.4

FY12E 10.7 9.4 19.1

P/BV (x) FY11E 1.1 5.2 2.1

FY12E 1.0 4.1 1.9

EV/Sales (x) FY11E 1.1 14.7 1.3

FY12E 1.0 16.4 1.1

EV/EBITDA (x) FY11E 10.8 0.7 10.3

FY12E 9.5 0.6 8.3

Shareholding Pattern (%)
Dec-10 Sep-10 Dec-09

Promoter 20.0 20.1 20.3

Domestic Inst 18.9 20.1 22.0

Foreign 36.0 34.1 35.8

Others 25.1 25.7 21.9

Nagarjuna Construction: an investment profile

Stock performance (1 year)

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

Forecast Forecast (%)

FY11 10.2 11.6 -11.9

FY12 11.0 14.5 -23.8

Target Price and Recommendation
Current Target  Upside Reco.

Price (Rs) Price (Rs)  (%)

104 139 33.7 Buy

Recent developments

 There have been delays of 10-15 months in the
commissioning of projects and we believe this would
have impacted the project economics meaningfully. The
Western UP Toll Road project will be commissioned by
March 2011 and is expected to generate revenue of
Rs2m/day. The Pondicherry-Tindivanam Road Project
will start operations by December 2011, with initial
revenue estimates of Rs1m/day and the Himachal
Sorang 100MW HEP will start operations by December
2011 with further equity infusion of Rs250m-300m.

 In 3QFY11 NCC Power Projects acquired 55% equity
stake of NECL, which is developing a 1,320MW
Thermal Power Project in Krishnapatnam, A.P. NCC's
initial equity commitment is Rs2.7b (over the next six
months), out of which Rs1.5b has been paid.

Valuations

 We have revised our SOTP price target downwards to
Rs139 (earlier Rs202), with the core business
comprising Rs106/share (8x FY12E EV/EBITDA), and
BOT/RE investments of Rs33/share. Maintain Buy.

Sector view

 Revenue growth will be impacted by execution
concerns.  PAT margins are likely to drop with mounting
interest burden.

 Value unlocking possibilities from BOT and real estate.
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Financials and Valuation
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