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Reason for report: Sector update

In the current economic slowdown, we believe that education spend will be least
affected given the increasing importance to education by the Government and
the private sector. The Government has significantly increased its education
outlay to 5% of GDP from the current 3%. Also, it has recently announced setting
up 2,500 model schools (of 6,000 schools) via public-private partnership at an
estimated cost of Rs93.2bn. On the other hand, education spend is the last item
to be cut by private households in the current slowdown as it forms a mere 7-8%
of the total consumption expenditure and parents want to provide the best to
their kids. Education service providers, depending on their business models, are
expected to be affected accordingly. We reiterate BUY on Educomp with Rs3,990
target price and maintain HOLD on NIT with Rs39 target price. US-based
education service providers have significantly outperformed Indian peers by 60%
YTD and +45%YoY and the valuation premium commanded by Indian education
service providers (based on high-growth opportunities) has disappeared.

» Education spend by private households to be the least affected. In the current
contraction in spend across economies and sectors, private households may
reduce spend on some discretionary items, including consumer durables, leisure
activities such as travel etc, but the allocation to education will remain intact.

» Government too recognising the importance of education. The Right to
Education Bill, which makes education a fundamental right through compulsory
education for children in the age group of 6-14, is expected to be introduced in the
Parliament within few weeks. More than 100mn students are currently out of the
basic schooling system. ICT project tenders are floated predominantly in H2FY as
the Government would like to utilise its allocated budget before the fiscal year end.

» Valuation gap to narrow. US-based education companies have considerably
outperformed Indian education focussed companies in the past one year (Table 1).
We expect the valuation gap to narrow down and expect Indian education
companies to catch up soon.

» Reiterate BUY on Educomp and HOLD on NIIT. We reiterate BUY on Educomp
given its annuity-based unpenetrated Smart_Class business model, high growth in
ICT and perpetuity-based K-12 school business, all of which provide long-term high
growth, better margins and predictable cashflows. NIIT (HOLD with target price
Rs39/share) is entering a seasonally weak H2FY with concerns on lower growth in
individual learning solutions (IT and non-IT due to economic slowdown) and
discretionary nature of US-centric corporate learning solutions.

Valuation summary

Based on Revenues PAT EPS P/E EV/IE RoCE EPS CAGR
FY10E Reco (Rsmn) (Rsmn) (Rs) (x) (x) (%) over FY08-11E (%)
Educomp* BUY 8,456 2,495 136.3 20.5 10.3 23.2 77.6
NIIT HOLD 12,931 766 4.6 5.6 5.1 12.1 8.4

* Standalone including K-12 initiative

Please refer to important disclosures at the end of this report
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Education spend to be affected the least

We believe that the spending on education would continue despite reduced incomes in
the current economic downturn, given the importance of education recognised by both
the public and private sectors. Education acts as a key catalyst for sustainable long-
term economic growth and hence, state and local Governments, which are currently
operating within tight budgets, would continue to spend on education (expenditure on
education as a percentage to GDP was at 2.9% in FYO07). The Government's
allocation to education has increased to 5% of GDP in XI FYP.

In the current contraction in spend across economies and sectors, we believe private
households may reduce spend on some discretionary items, including consumer
durables, leisure activities such as travel etc, but allocation to education is expected to
remain intact. The spend on education is the last item to be slashed by parents in the
current slowdown as they want to provide the best to their kids.

In case of an economic downturn, innovative and cheaper modes of education may be
preferred (for example, online education, virtual classroom etc). Overall, we believe
education spend will have minimal impact given the importance of education to
achieve and sustain economic growth over a longer period of time.

Chart 1: Expenditure on education
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Right to Education Bill to be passed within few weeks

The Right to Education Bill, which makes education a fundamental right through
compulsory education for children in the age group of 6-14 years, is expected to be
introduced in the parliament within few weeks. Also, the Government has categorically
outlined the increasing importance of school education sector.

"We are going to enter the school education sector in a big way. This sector was
ignored as a state subject. With government planning to increase expenditure on
school, the standard of education would certainly go up,” — Arun Kumar Rath,
Secretary, Elementary Education, HRD Ministry (PTI).

In order to boost school education, the Government has proposed to set up 6,000
model schools at the block level at an estimated cost of Rs93.2bn during XI FYP.
These model schools are expected to match the standards of Kendriya Vidyalayas in
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terms of infrastructure and facilities. Of the 6,000 schools, 2,500 schools would be set
up under public-private partnership.

More than 100mn students are currently out of the basic schooling systems. ICT
project tenders are floated predominantly in H2FY as the Government would like to
utilise its allocated budgets before the fiscal year end. The companies which
undertake large ICT projects (from setting up to operating computer education and
other computer-aided learning programmes for Government schools) would be a key
beneficiary from the increased impetus to education.

Chart 2: Number of schools managed by various listed companies as of
September '08
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Valuation gap versus international peers to narrow down

US-based education service providers have significantly outperformed Indian
counterparts by 60% YTD and +45%Yo0Y and the valuation premium commanded by
Indian education service providers (based on high-growth opportunities) has
disappeared (Table 1).

Table 1: Outperformance by US-based education companies
Returns (%)

Company 1month 3month 6month YTD 12month
Apollo Group Inc-Cl A 14.6 26.3 315 6.4 25
Blackboard Inc 19.8 (36.2) (28.5) (25.7) (30.3)
Career Education Corp 15.8 (6.8) 2.9 (24.1) (32.6)
Corinthian Colleges Inc 9.3 (9.8) 31.3 6.9 (5.7)
Devry Inc 7.0 1.4) (6.1) 11.2 7.6
ITT Educational Services Inc 10.3 (6.8) 1.2 (1.6) (7.8)
Learning Tree International (2.9) (40.7) (47.6) (58.2) (58.6)
Strayer Education Inc 3.7) (6.6) (4.0) 20.7 17.7
Total US Based 10.4 4.6 10.2 25 (2.6)
Megastudy 36.0 9.4) (40.2) (33.7) (31.9)
Raffles Education Corp 36.5 (24.9) (53.5) (60.9) #N/A
Educomp 41.3 (23.5) (17.5) (41.5) (28.7)
Everonn 20.9 (31.8) (45.5) (74.8) (61.8)
NIT 21.4 (58.2) (74.4) (83.3) (81.1)
Aptech 7.6 (56.6) (57.9) (79.2) (75.7)
Total India based 354 (31.5) (34.3) (57.8) (48.4)
Outperformance by US-based cos (25.1) 36.1 44.5 60.3 45.8

Source: Bloomberg
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Table 2: Peer valuations

Company Ticker Year Currency Price Mkt cap P/E ratio EV/EBITDA EPS
CAGR over
CY09/ CY10/| CY09/ CY10/ FY09-11E  PEG
Ending (inbn)| FY10 FY11| FY10 FY11 (%) (9
Apollo Group APOL US August usb 76 12.0 216 188 11.9 10.3 20.6 13
Blackboard BBBB US December USD 27 0.8 219 17.0 9.1 8.3 43.6 0.8
Career Education Corp CECO US December USD 18 1.6 22.7 138 6.2 4.3 40.3 0.7
Corinthian Colleges COCO US December USD 15 1.3 25.4 182 9.6 7.7 43.2 0.9
Devry DV US June UsD 56 4.0 251 20.2 14.7 121 24.2 1.3
ITT Educational Services ESI US December USD 87 3.3 151 135 8.4 7.5 13.4 1.3
Princeton Review REVU US December USD 5 0.2 21.0 158 9.7 75 166.7 0.7
Strayer Education STRA US December USD 207 2.9 29.6 241 16.7 14.4 23.2 1.6
Megastudy Co 072870 KQ December KRW 177,600 1126.1 16.3 139 - - 18.9 1.0
New Oriental Education EDU US May usb 53 2.0 295 213 21.9 15.5 41.4 1.0
Raffles Education Corp  RLS SP June SGD 1 1.3 12.3 105 10.0 8.8 225 0.7
Educomp* EDSL IN March INR 2,800 51.2 205 131 10.3 6.8 66.9 0.5
NIIT* NIIT IN March INR 26 4.3 5.6 4.5 5.1 4.0 19.5 0.3

Source: Bloomberg,* I-Sec Research, “P/E of FYO9E/ EPS growth over FYO9E-11E

Table 2 shows that some of the above listed international education companies with
EPS growth of 20-40% over FYO9E-11E are trading at PEG ratio of 07-1.3x, while
Indian education services companies are trading at a significant discount. We expect
the valuation gap to narrow down and estimate Indian education companies to catch
up soon.

Reiterate BUY on Educomp and HOLD on NIT

Educomp may raise Smart_Class guidance

Education service providers, depending on their business models, are expected to be
affected accordingly. We reiterate BUY on Educomp given its annuity-based
unpenetrated Smart_Class business model, high growth in ICT and perpetuity-based
K-12 school business, all of which provide long-term high growth, better margins and
predictable cashflows.

Various acquisitions such as Three Brixs (offline tutoring), Eurokids (pre-school),
learning.com (web-delivered solutions), Ask n Learn (content provider) etc and JV with
Raffles for professional education will enable Educomp to become a complete
education solution provider and will keep the long-term, high-growth story intact.

We expect Educomp to raise its guidance for school addition in Smart_Class business
and positively surprise the market with strong Q3FY09 results .Considering the
expected EPS CAGR of 78% over FY08-11E (Refer our report ‘In Smart set’ dated
October 23, '08), current FY10E P/E of 20.5x is reflective of the strong growth, in our
view.

Educomp with expected EPS CAGR of 67% through FYO9E-11E is trading at PEG
ratio of 0.5x. We maintain BUY with a target price of Rs3,990/share, at which it would
trade at FY10E P/E of 29.2x with PEG (FYO9E P/E/EPS growth through FYO9E-11E)
of 0.78x.

Since Educomp has rallied 40% in the past one month, we expect the stock to be
under pressure in the short term, which should be used to buy for better long-term
returns.
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Table 3: Educomp — Valuations based on FY10E estimates

EBIT Target EV EBIT ROCE
(Rs mn)* EV/EBIT (x) (Rs mn) (%) (%) Rationale

Smart_Class 2,682 21.0 56,330 59 63 First mover advantage, less competition,
high EBIT margin and RoCE , long-term
contracts, expect to trade in 20-25x
EV/EBIT

ICT 425 15.0 6,377 27 28 Low margin, more competition, however,
high revenue growth, long-term contracts
ensure stability

K-12# 436 12.0 5,235 40 14 Nascent stage, low RoCE, sustainable
revenue stream after steady state

Others 567 17.0 9,635 58 30 High growth, high margin, high RoCEs,
relatively unpenetrated

Total 4,111 17.2 77,577

Less : Net Debt 4,565

Value of Equity 73,012

No. of shares 18.3

Fair / Target Price 3,990

Source: I-Sec Research

NIIT — Seasonally weak H2 may throw negative surprise

NIIT will be entering a seasonally weak H2 with recent concerns on lower-than-
expected growth in high-margin individual IT training and NIIT IFBI. Sluggishness in
Indian IT services, banking and retail will affect growth and profitability in individual
learning solutions (ILS). The recent slowdown in the US will directly affect low-margin
corporate learning solutions (CLS), which has been witnessing transition in the past
several quarters.

Given the discretionary nature of most businesses of NIIT, we believe there are
increased concerns on revenue visibility in the current slowdown scenario and expect
recurring EPS to decline 10.8% in FYO9E. We expect 20% EPS CAGR through
FYO9E-11E (Refer our report ‘Troubled times’ dated November 4, '08).

The stock currently trades at FYO9E P/E of 6.4x and EV/EBITDA of 6.2x. We maintain
HOLD on NIIT with target price of Rs39/share. Although the valuations are not
expensive, earnings are at risk and we believe Q3FY09 results may throw negative
surprise.

Table 4: NIIT — Sum-of-the-parts valuations based on FY10E

NIIT’s retail training and new businesses

EBITDA for FY10E 978
Target EV/IEBITDA (earlier 12x) 6
EV (Rs in mn) 5,866
ICT and Corporate training (including Element K)

EBITDA for FY10E 404
Target EV/EBITDA (earlier 8x) 4
EV (Rs in mn) 1,615
Net debt for FY10E (Rs in mn) 1,757
Value for Equity (Rs in mn) 5,723
No. of Equity Shares (mn) 166
Value per share of NIIT 345
Holding of NIIT Tech

NIIT Tech Current Market Price 62
25% Holding Company discount 47
Current holding of NIIT (in no. of shares mn) 14.49
Value for Equity (Rs in mn) 674
No. of Equity Shares (mn) 166
Value per share of NIIT 4.1
Price Target one year forward (Rs) 39

Source: I-Sec Research
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Educomp Solutions — Financial Summary (Standalone including K-12 initiative)
Table 5: Profit and Loss Statement

(Rs mn, year ending March 31)

Table 7: Cash Flow Statement
(Rs mn, year ending March 31)

FY0O8 FYO9E FY10E FY11E FYO8 FYO9E FY10E FY11E
Operating Revenues (Sales) 2,621 5,245 8,456 12,916 Operating Cash flow before W
of which Domestic 2,621 5,245 8,456 12,916 Cap changes 1,023 2,182 3,858 6,037
Operating Expenses 1,373 2,341 3,077 4,424 Working Capital Inflow / (Outflow) (380) (676) (1,007) (1,350)
EBITDA 1,247 2,904 5379 8,491 Capex (2,026) (3,275) (4,794) (7,116)
% margins 47.6 55.4 63.6 65.7 Free Cash flow (1,382) (1,769) (1,943) (2,429)
Depreciation & Amortisation 323 734 1,268 1,937 Cash Flow from other Invst Act
Gross Interest 42 103 247 347 (Ex Capex) (51) 77) (115) 173)
Other Income 148 160 120 100 Proceeds from Issue of Share
Recurring PBT 1,031 2,227 3,983 6,307 Capital 1,088 0 0 0
Less: Taxes 330 780 1,394 2,207 Inc/(Dec) in Borrowings 2,821 853 1,645 2,000
Less: Minority Interest 0 40 94 177 Divided paid (49) (55) (61) (71)
Net Income (Reported) 701 1,408 2,495 3,922 Others
Recurring Net Income 701 1,408 2,495 3,922 Increase/(Decrease) in Cash 2,426 (1,048) (474) (672)
Source: Company data, I-Sec Research Source: Company data, |I-Sec Research
Table 6: Balance Sheet Table 8: Key Ratios
(Rs mn, year ending March 31) .
FY08 FYOOE FY10E Fviie  (Yearending March 31)
Assets FYO8 FYO9E FY10E FY11E
Total Current Assets 4,764 4687 5486 6,436 Per Share Data (in Rs.)
of which cash and deposits 3,532 2,484 2010 1,339 EPS 383 769 1363 2143
Total Current Liabilities & Recurring Cash EPS 55.9 117.0 205.6 320.2
Provisions 419 684 910 1,132 Dividend per share (DPS) 2.2 25 25 25
Net Current Assets 4’345 41003 4,576 5’304 Book Value per share (BV) 170.3 246.4 384.5 604.7
Investments 153 230 345 518
of which Other Marketable 153 230 345 518 )
Net Fixed Assets 2534 4837 7982 12732 Growth Ratios (%)
Goodwill 237 237 237 237 Operating Income (Sales) 138.1 100.1 61.2 52.7
Capital Work-in-Progress 238 476 856 1,284 EBITDA 1462 1328 852 579
Other Long Term Assets Recurr!ng Net Income 147.1 100.9 77.2 57.2
Total Assets 7,270 9,546 13,759 19,838 Recurring EPS 113.4 1009 772 57.2
of which cash and equivalents 3,685 2,714 2,356 1,857 Recurring CEPS 1331 1093 757 557
Liabilities . .
Borrowings 4,076 4,930 6,575 8575 Valuation Ratios
Deferred Tax Liability 79 109 149 199 P/E 731 364 205 131
Minority Interest 228 268 363 540 P/CEPS 501 239 136 8.7
Equity Share Capital 168 168 168 168 P/BV 6.4 114 7.3 4.6
Face Value per share (Rs) 10 10 10 10 EV/EBITDA 41.4 18.4 10.3 6.8
Reserves & Surplus* 2,719 4,071 6,505 10,357 EV/Sales 197 102 6.6 4.5
Net Worth 2,886 4,239 6,673 10,525 . )
Total Liabilities 7,270 9,546 13,759 19,838 Operating Ratio
*excluding revaluation reserves Operating Expenses/Sales (%) 52.4 44.6 36.4 34.3
Source: Company data, I-Sec Research Other Income / PBT (%) 14.4 7.2 3.0 16
' Effective Tax Rate (%) 32.0 35.0 35.0 35.0
NWC / Total Assets (%) 56.5 39.1 31.2 25.3
Table 9: Quarterly trends Fixed Asset Turnover (x) 1.0 1.1 1.1 1.0
(Rs mn, year ending March 31) Receivables (days) 131 118 114 104
Dec-07 Mar-08 Jun-08 Sep-08  _ayables (8:)"3’3) T
Net sales 715 1,181 694 981 ' ’ ' ’
% growth (YoY) 1594 136.9 1524 1183  poy i /profitability Ratio (%)
EBITPA 334 551 372 507 Recurring Net Income Margins 26.7 26.8 29.5 30.4
Margin (%) 46.7 46.7 53.5 51.7 RoIC 17.9 21.0 237 24.0
Other income 59 14 27 55 ROCE 12'9 17'0 23'2 25'6
Extraordinaries Inc / (Loss) 0 0 0 0 RONW 31:9 36:9 43:2 43:3
Recumng Net Income 190 315 161 254 Dividend Payout Ratio 7.0 3.9 24 1.8
Source: Company data, I-Sec Research Dividend Yield 01 0.1 01 0.1
EBITDA Margins 47.6 55.4 63.6 65.7

Source: Company data, I-Sec Research




Education services, December 23, 2008

ICICI Securities

NIIT — Financial Summary
Table 10: Profit and Loss Statement

(Rs mn, year ending March 31)

Table 12: Cash Flow Statement
(Rs mn, year ending March 31)

FY08 FYO9E FY10E FY11E FY0O8 FYO09E FY10E FY1l1E
Operating Revenues (Sales) 10,069 11,570 12,931 14,424 Operating Cash flow before W
Operating Expenses 9,032 10,392 11,550 12,702 Cap changes 1,266 1,341 1,549 1,917
EBITDA 1,037 1,178 1,381 1,722 Working Capital Inflow / (Outflow) 424 (1,070) (222)  (319)
% margins 10.3 10.2 10.7 11.9 Capex (453) (1,200)  (950) (1,180)
Depreciation & Amortisation 529 608 700 805 Free Cash flow 1,237 (929) 378 418
Other Income (105) (187) (290) (180) Cash Flow from other Invst Act
Recurring PBT 403 382 492 737 (Ex Capex) (281) 800 (50) (50)
Add: Extraordinaries 0 97 0 0 Proceeds from Issue of Share
Less: Taxes (21) 57 84 147 Capital 545 0 0 0
Share of Associates' profit 334 351 358 376 Inc/(Dec) in Borrowings (631) 719 (160) 0
Net Income (Reported) 758 773 766 965 Divided paid (189) (189) (189) (189)
Recurring Net Income 758 676 766 965 Others (169) 50 100 50
Source: Company data, I-Sec Research Increase/(Decrease) in Cash 512 451 78 229
Source: Company data, I-Sec Research
Table 11: Balance Sheet
(Rs mn, year ending March 31) Table 13: Key Ratios
FY08 FYO9E FY10E FY11E (Year ending March 31)
Assets
Total Current Assets 4579 6,284 6,731 7,333 FY08 FYO9E FYIOE FY11E
of which cash and deposits 800 991 859 878 EgrSShare Data (Rs) a6 il a6 58
Total Current Liabilities & : : : :
Provisions 3611 4112 4553 4,965 Recurring Cash EPS 7.7 7.7 8.8 10.7
Net Current Assets 968 2,171 2177 2,368 Dividend per share (DPS) 13 13 13 13
Investments 892 92 142 192 Book Value per share (BV) 24.2 26.8 30.3 35.0
of which Other Marketable 892 92 142 192 Growth Ratios (%)
Net Fixed Assets 3,506 4407 5068 5673 Operating Income (Sales) 26.7 14.9 11.8 11.5
Carﬁ)ital Work-in-Progress 475 375 175 155 Esgjﬁ’ﬁ]g Net Income ggg (1103;; gg gg?
Other Long Term Assets . : ' : :
Total Assets 5840 7,046 7,562 8,388 Recurring EPS 326 (108 133 261
of which cash and equivalents ~ 1,692 1,083 1,001 1,070 Recurring CEPS 232 (02 141 208
Liabilities . .
Borrowings 2,057 2776 2,616 2,616 Valuation Ratios
Deferred Tax Liability (250)  (200)  (100)  (50) P/E 5.7 6.4 5.6 4.5
Other Non Current Liabilities P/CEPS 3.4 3.4 2.9 2.4
Minority Interest 14 14 14 14 P/BV 11 1.0 0.9 0.7
Equity Share Capital 329 329 329 329 EV/EBITDA 6.0 6.2 5.1 4.0
Face Value per share (Rs) 2 2 2 2 EV/Sales 0.6 0.5 0.5 0.4
Reserves & Surplus* 3,690 4,127 4,703 5,479 EV/FCF 4.5 na 162 146
Net Worth 4,019 4,455 5,032 5,808 Operating Ratio
*Tg)fgtlailsglr“et\llgsuation reserves 840 7045 7562 8388 Operating Expenses/Sales (%) 89.7 89.8 89.3 88.1
Source: Company data, I-Sec Research Other_lncome / PBT (%) (26.1) (48.9) (38.6) (24.9)
Effective Tax Rate (%) (5.2) 15.0 17.0 20.0
NWC / Total Assets (%) 10.2 19.5 18.0 17.7
Table 14: Quarterly trends Fixed Asset Turnover (x) 2.9 2.6 2.6 25
(Rs mn, year ending March 31) Receivables (days) 74 95 91 88
Dec-07 Mar-08 Jun-08 Sep-08 g‘/'j‘é’aé’gf; (g(‘)"ys) 1012 1012 1012 1012
Net sales 2,388 2,725 2,506 3,095 ' ' ’ '
% growth (YoY) 6.1 62 152 145 Return/Profitability Ratio (%)
EBITDA 196 328 192 327 Recurring Net Income Margins 7.5 5.8 5.9 6.7
Margin (%) 8.2 12.0 7.4 10.6 RoIC 171 20.7 15.6 16.3
Other income (32) 24 5 (76) RoCE 14.3 115 121 13.1
Share _of Associates Profit 85 75 88 89 RONW 18.9 15.2 15.2 16.6
Recurring Net Income 139 252 169 197 Dividend Payout Ratio 285 319 282 224
Source: Company data, I-Sec Research Dividend Yield 50 50 50 50
EBITDA Margins 10.3 10.2 10.7 11.9

Source: Company data, I-Sec Research
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