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Mphasis

Positive catalyst on the horizon

We met the management of Mphasis on Friday. The management sounded confident
about the improved demand environment. We expect Mphasis to derive the benefit
from joint go-to-market strategy with HP. We reiterate our ‘Accumulate’ rating, with
increased target price of Rs840.

Growth momentum to continue: The management was optimistic about the
growth momentum of HP Migration, Market Facing and Direct channel. The
growth would be in line with its peers if not better for these three business mix.
There is a ramp-down in the BPO business of HP Internal that contributes about
3% of total revenue which is expected to come down to 1% of total revenue. But
the other two verticals of HP Internal are in the steady state and are not
anticipating any ramp-down. We believe that improved demand environment and
favourable order book of HP would help Mphasis grow in line with its peers if not
faster.

Multiple levers to help maintain margins: The management was confident about
maintaining the gross margin at current level (31.5-33.0%). The management may
use multiple levers to maintain the margins at this level: 1)The company has got
hedge position of about 70% of FY10 receivables hedged at Rs49.50. 2)The
company has pegged variable pay from 5-25% of the fixed salary that will be paid
based on the company performance. 3)The company is increasing the seat
utilization and hence, bringing the overall cost down. We believe that these
levers would help the company maintain its margins in the narrow range of
current gross margins, despite pricing pressure.

Revising our FY10 and FY11 estimates upward: We revise our revenue estimate
for FY10 and FY11 by 4.0% and 5.8%, respectively. We believe that multiple
margin levers of Mphasis would help maintain its margins and would translate
into better bottom-line growth. We also revise our EPS estimate for FY10 and
FY11 by 3% and 0.3%, respectively.

Valuation and Recommendation: We believe that the there would be a
continuous growth momentum for the company. We also remain optimistic about
the improved demand environment and increased earnings visibility for the
company. We reiterate ‘Accumulate’ rating, with target price of Rs840, a target
multiple of 17.5x and 17.0x FY10 and FY11 earnings estimates, respectively.

Key financials (Y/e Oct) FY08 FY09 FY10E FY11E
Revenues (Rs m) 29,773 42,639 49,211 57,375
Growth (%) 69.1 43.2 15.4 16.6
EBITDA (Rs m) 6,672 11,750 13,345 15,080
PAT (Rs m) 4,923 9,087 9,990 10,366
EPS (Rs) 19.4 43.2 47.4 49.2
Growth (%) 124.7 123.2 9.7 3.8
Net DPS (Rs) 3.5 6.0 2.5 2.8
Source: Company Data; PL Research
Profitability & valuation FYo8 FYO09 FY10E FY11E
EBITDA margin (%) 22.4 27.6 27.1 26.3
ROE (%) 34.3 38.7 30.3 24.3
RoCE (%) 34.2 60.9 44.0 36.1
EV / sales (x) 5.1 3.5 3.1 2.6
EV / EBITDA (x) 22.6 12.8 11.3 10.0
PE (x) 36.9 16.6 15.1 14.6
P/ BV (x) 10.5 6.4 4.6 3.6
Net dividend yield (%) 0.5 0.8 0.3 0.4

Source: Company Data; PL Research
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Mphasis

Growth momentum to continue

We expect Mphasis to derive strong benefits from its alliance with parent
company HP. All the business mix is expected to grow, except HP internal.
We are factoring in growth in all the verticals, with a slightly negative
growth in the HP internal vertical. The company is witnessing good demand
in BFSI and healthcare in North America in line with its larger peers.

Market Facing (43% of revenue)

This is a direct market channel along with the partnership with HP. Mphasis
will bid jointly with HP for the projects and most likely deliver the offshore
component. According to the management, the company is exposed to the
pricing risk along with HP. Mphasis is witnessing the demand in line with the
market condition.

Direct (29% of revenue)

This business line is a direct channel of Mphasis and has nothing to do with
HP. The company is witnessing the demand environment in line with the
market. The company is ramping up its sales and marketing effort. The
decline in the last quarter was due to reversal of the surplus reserves
created by the company. The company is also witnessing strong growth in
North America and Asia Pacific.

HP Migration (16% of revenue)

This segment revenue is based on the offshore strategy of HP for its existing
customers. The revenue of this segment is exposed to the discretion of HP.
Mphasis does not put its sales and marketing effort for this segment. The
work given by HP is based on cost plus basis, with a fixed margin for Mphasis.
We believe that a strong performance by HP in the last quarter in the
services business would help Mphasis get more business from the parent
company.

HP Internal (12% of revenue)

This segment of Mphasis derives its revenue from HP as a client. This
segment contains 5% of revenue from ITO, 4% from Application and 3% from
BPO. ITO and Application are steady and not witnessing any fluctuation,
whereas BPO vertical is witnessing a ramp-down. The ramp-down is largely
due to EDS consolidation with HP which is nearing its completion. We are
expecting the ramp-down to continue for 2-3 quarters. We expect BPO
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revenues from HP internal to come down to 1% of revenue in the steady
state.

Market Facing and Direct channel to lead the growth chart

HP Internal
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Source: Company Data; PL Research

Witnessing good demand in BFSI and Healthcare & Pharma
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Ramp-up in hiring - filling up 3k open positions

Mphasis was slow on hiring last quarter to accommodate about 300
employees of AIGSS on the bench. The acquisition of AIGSS added 700
employees, out of which 300 were on bench when the AIG unit was acquired.
The company froze hiring to accommodate the employees on bench. The
management is not comfortable with the current level of utilization rate and
expects to bring it down to 80% across the segment.

The company currently has ~3k open positions, which includes ~1.2k open
positions in Application, ~600 in ITO and ~1k in BPO. We expect these
positions to be filled over the next 2-3 quarters. The growth in the employee
base is in line with our expectation of topline growth.
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New offshore centre in Sri Lanka: The company is setting up a new offshore
development centre in Sri Lanka, which is expected to grow to 500
employees by October 2010. According to the management, the centre
would expected to be ramped up to 2k in the next three years

Efforts to bring utilization level down to ~80%, hiring on the cards
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Muted employee growth in Q4FY09 to utilize 300 bench staffs of AIGSS
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Multiple levers to help maintain margin

The management is confident about maintaining its gross margin at the
current level of 32%. We believe that multiple margin levers would help the
company maintain its margin at the current level despite currency and
pricing headwinds.

Facility consolidation: Mphasis is increasing the seat utilizations of its
current centres and is in the process of consolidation of facilities. It is giving
up some of the facilities to bring down the operational cost. The company
has given-up one centre in Bengaluru and is expected to discontinue another
one in Bengaluru and one each in Chennai and Mumbai over the next 2-3
quarters. Each centre had seat capacity of 1-2k. We believe that this will
bring down the operational cost of company.

Employee cost - maintaining variable pay structure: Unlike its competitors,
the company has not given any raise to its employees. But the company has
paid bonus of 14% of the fixed component for FYQ9; this varies from the
range of 5% to 25% of fixed salary in the last quarter. It has also set the
target for 5-25% as a variable pay for FY10. The company has set internal
target for the revenue for FY10 and pegged the variable pay to that. If the
company achieves lower than 85% of the internal target then no variable
component will be paid. On the other hand, the company will pay the entire
25% if it achieves 100% of the target.

Hedging policy - help withstanding currency fluctuation: The company has
total outstanding hedge of US$652m at an average rate of Rs49.15 and £54m
at an average rate Rs80.60. 70% of FY10 receivables are hedged. The hedging
would help Mphasis to withstand currency headwinds.

Steady margins despite multiple headwinds
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Factoring margin erosion of 40bp and 60bp in FY10 and FY11, respectively
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Revising our FY10 and FY11 estimates upward

We believe that the earnings momentum of the company is likely to be
continued with a slight deceleration. We revise our FY10 and FY11 revenue
estimates upward by 4.0% and 5.8% to Rs49.2bn and Rs57.4bn, respectively.
We are factoring in margin erosion of 40 bps for FY10 and further 60 bps for
FY11l. Due to steady margin, and improved growth visibility, we revise our
EPS estimates for FY10 and FY11 by 3.0% and 0.3% to Rs47.6 and Rs49.2,
respectively.

Revising estimates upward: positive catalyst on the horizon

Old New Revision
FY10 FY11 FY10 FY11 FY10 FY11l
Revenue (Rs m) 47,314 54,205 49,211 57,375 4.0% 5.8%
EPS (Rs) 46.2 49.1 47.6 49.2 3.0% 0.3%

Tax Rate and SEZ

Mphasis is setting up new SEZs at Bengaluru, Pune and Chennai. All the new
projects are expected to go to SEZs. Currently, SEZs contributes ~10% of
total revenue. The management guided for tax rate of 10% and 18% for FY10
and FY11, respectively.

Valuation and Recommendation

We believe that there would be continuous growth momentum for the
company. We remain optimistic about the improved demand environment
and increased earning visibility for the company. We reiterate ‘Accumulate’
rating, with target price of Rs840, a target multiple of 17.5x and 17.0x FY10
and FY11 earnings estimate, respectively.
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Buy Accumulate Reduce Sell

PL’s Recommendation Nomenclature

BUY : Over 15% Outperformance to Sensex over 12-months Accumulate : Outperformance to Sensex over 12-months

Reduce : Underperformance to Sensex over 12-months Sell : Over 15% underperformance to Sensex over 12-months
Trading Buy : Over 10% absolute upside in 1-month Trading Sell : Over 10% absolute decline in 1-month

Not Rated (NR) : No specific call on the stock Under Review (UR) : Rating likely to change shortly

This document has been prepared by the Research Division of Prabhudas Lilladher Pvt. Ltd. Mumbai, India (PL) and is meant for use by the recipient
only as information and is not for circulation. This document is not to be reported or copied or made available to others without prior permission of

PL. It should not be considered or taken as an offer to sell or a solicitation to buy or sell any security.

The information contained in this report has been obtained from sources that are considered to be reliable. However, PL has not independently
verified the accuracy or completeness of the same. Neither PL nor any of its affiliates, its directors or its employees accept any responsibility of

whatsoever nature for the information, statements and opinion given, made available or expressed herein or for any omission therein.

Recipients of this report should be aware that past performance is not necessarily a guide to future performance and value of investments can go
down as well. The suitability or otherwise of any investments will depend upon the recipient's particular circumstances and, in case of doubt, advice

should be sought from an independent expert/advisor.

Either PL or its affiliates or its directors or its employees or its representatives or its clients or their relatives may have position(s), make market, act
as principal or engage in transactions of securities of companies referred to in this report and they may have used the research material prior to

publication.
We may from time to time solicit or perform investment banking or other services for any company mentioned in this document.
For Clients / Recipients in United States of America:

All materials are furnished courtesy of Direct Access Partners LLC ("DAP") and produced by Prabhudas Lilladher Pvt. Ltd. ("PLI"). This material is for
informational purposes only and provided to Qualified and Accredited Investors. You are under no obligation to DAP or PLI for the information
provided herein unless agreed to by all of the parties. Additionally, you are prohibited from using the information for any reason or purpose outside

its intended use. Any questions should be directed to Gerard Visci at DAP at 212.850.8888.




