
Back in action
Hero Honda reported a better-than-expected 29% growth in PAT during
4Q FY06 results. The company is making strong moves in maintaining
the market share and will be launching eight new motorcycle models
spread across the segments. This move would be first of its kind in the
industry where a company is launching so many new products in a single
year to take on competition.

Further, the company has also resolved the uncertainty related to capacity
constraints for the next few years by going ahead with brown field and
greenfield expansion.

The stock price has corrected by more than 15% in the last three months,
as the company was unable to show the required growth. We believe
that the company can easily grow in line or better than the industry
growth of 15%. We expect Hero Honda to report an EPS of Rs54 for
FY07 and Rs60 for FY08. At a PE of 12.3x for FY08, we believe that the
stock is very attractive and will offer more than 20% upside from current
levels. We are upgrading the stock from Hold to Buy with the price target
of Rs900 from 1-year perspective.

Highlights

nnnnn Topline driven by volume growth: Hero Honda reported a 16.3% YoY
topline growth for 4Q FY06 led by a 12.7% growth in volumes. The value
growth was on account of improving product mix. Operating margin
improved by 100 bps to 16.1% during the quarter. OPM expansion was
on account of the company's policy change during third quarter to buy
out dies and moulds on behalf of vendors and thus lower raw material
costs. Adjusted net profit grew 29% YoY for the quarter and 18% YoY
for FY06.

Please see important  disclaimer at  the end of  the repo rt .
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Exhibit 1: Key financials                          (Rs mn)

Y/E Marc h F Y04 F Y05 F Y06E F Y07E FY08E
Tot al I ncome 58,32 4 74,2 17 8 7,140 102,415 116,999
Operating Prof it 9, 794 11, 645 1 3,680 1 5,600 17, 458
OPM (% ) 16. 8 15 .7 15.7 15.2 14 .9
Net Profit 7, 283 8, 216 9,713 1 0,819 11, 946
EPS (Rs) 36. 5 41 .1 48.6 54.2 59 .8
EPS Growth (% ) 25. 4 12 .8 18.2 11.4 10 .4
RONW (% ) 64. 0 57 .9 49.8 43.8 39 .3
ROCE (%) 76. 4 68 .4 58.7 51.8 46 .6
PE (x) 20. 1 17 .8 15.1 13.5 12 .3
PEG (x) 0. 8 1. 4 0 .8 1 .2 1. 2
EV/ EBID TA (x) 13. 4 10 .9 9 .0 7 .6 6. 5
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Price Performance (%)
1M 3M 12M

Absolute                         (13.2) (17.3)  32.5
Relative*      1.4  (14.9)  (18.1)

*To the BSE Sensex

Sector: Auto
Target Price Rs900
Market cap (bn) Rs146/US$3
52-week range Rs970/537
Shares in issue (mn) 199.7
6-mon avg daily vol (no of shares)        295,264
6-mon avg daily vol (mn) Rs216.4/US$4.7
Bloomberg HH IN
Reuters HROH.BO
BSE Sensex 10119
Website: www.h erohonda. com

Relative Performance

(As of 30 May 2006)

Shareholding Pattern (%)
Promoters 55.0
FII 26.7
FI/MF 8.3
Public 9.4
Others 0.7
(As of 31 March 2006)
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nnnnn Plans to launch eight new models in this fiscal: We believe that the
company has realised that it would lose out on the market share
unless it soon launches stylish new products and price and position
them proper ly. Hence, Hero Honda has announced its plans of
launching 8 new products during this fiscal, which includes four new
models and four variants. We believe this move would be first of its
kind in the industry. Though we do not expect 100% success ratio for
the same, even if one new model is successful, we believe there
exists a higher possibility of the company growing at above 15% YoY.
We understand that they are internally targeting sales of around 3.6
mn units, growth of 20% YoY.

nnnnn Hondas commitment is on: During the press meet, the company's
management announced its plans to launch India's first motorcycle
with Fuel Injection (FI) technology in June 2006, with the launch of
125 cc Glamour FI . We understand that this is the first time that
Honda Motor Company will debut this technology globally in the 125
cc category and that t oo through Hero Honda, which indicates
Honda's  strong commitment towards the company. We view this
positively as such a commitment was not visible from Honda in the
last few years.

nnnnn Margin pressure, not to worry: We understand that the company is
planning to aggressively price the model (Glamour FI) to gain the lost
market share and maintain its dominance in the motorcycle industry.
This will put some pressure on margins, but overall we expect volume
gains to offset the margin pressure. In our assumptions, we have still
factored in 50 bps contraction in margins during FY07 to 15.2% and
30 bps during FY08 to 14.9%.

nnnnn Resolving capacity constraint issue: The company has ramped up
the capacity at its  existing facility at Gurgaon and Dharuhera by
around 450,000 units, thereby raising the total capacity to around
3.9 mn units. The company also announced that its third plant with
capacity of 500,000 units would be set-up in Jaipur and Rajasthan,
with capex plan of around Rs3.2 bn. Further, the plant can be easily
ramped up to 1 mn units with minimal capex. We believe that the
company has resolved the uncertainty related to capacity constraint
for the next few years and should now concentrate on marketing.

nnnnn Upgrading to Buy, with target price of Rs900: The stock price has
corrected by more than 15% in the last three months as the company
was unable to report the required growth in the absence of new
models. The company was h ighly depended on its ace product
Splendour. With plans of launching 8 new products in less than a
years time, we believe that the company can easily grow in line or
better than the industry growth of 15%. We expect Hero Honda to
report an EPS of Rs54 for YF07 and Rs60 for FY08. At a PE of 12.3x
for FY08E, we believe that the stock is very attractive and will offer
around 18-20% upside from current levels. We are upgrading the
stock from Hold to Buy with the price target of Rs900 from 1-year
perspective.
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Exhibit 2: Results review   (Rs mn)

Y/ E March FY05 FY06E % ch g FY05 FY06 % chg
Sales Turno ver 19,403 22,559 16.3 74,217 87,140 17.4
To tal Exp. 16,471 18,927 14.9 62,571 73,460 17.4
Raw Mater ial Cost 13,635 15,394 12.9 51,996 60,523 16.4

Staff cost 729 821 12.6 2,680 3,206 19.6
Other Exp. 2,107 2,711 28.7 7,895 9,731 23.2
Operat ing Pro fit 2,932 3,632 23.9 11,645 13,680 17.5
Interest -4 -39 793.2 (11) (61) 457.3
Depreciation 264 305 15.6 894 1,146 28.2

PBT  before o ther incom e 2,673 3,367 25.9 10,763 12,595 17.0
Other  Income 358 430 20.3 1,520 1,527 0.5

PBT 3,031 3,797 25.3 12,283 14,122 15.0
Tax 960 1,125 17.2 4,068 4,409 8.4
Adjusted  PAT 2,071 2,672 29.0 8,215 9,713 18.2
Reported PAT 2,071 2,672 29.0 8,216 9,713 18.2
Key Rati os
Raw Mater ial Cost 70.3 68.2 70.1 69.5
Staff Cost 3.8 3.6 3.6 3.7
Other Expense 10.9 12.0 10.6 11.2

Operat ing  pro fit 15.1 16.1 15.7 15.7
Net Profit 10.7 11.8 11.1 11.1
Effective tax rate (Tax/PBT) 31.7 29.6 33.1 31.2

Adjusted EPS (Rs) 10.4 13.4 41.1 48.6
CEPS 11.7 14.9 45.6 54.3
Source: Company data , ASK Raymond James.

4Q Full  year
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Disclaimer
AS K-Ray mond J ames  & Associates Priv ate Limited, Mumbai is a joint venture between ASK Inv estments and Financial Consultants Private Limi ted, Mumbai and Heritage International
Limi ted (a subsidiary of Raymond James Financial, Inc, USA). This publ ication has been prepared by ASK-Raymond James & Associates Private Limited and may be dis tributed by it and
i ts  affil iated companies (collectively "Raymond James")  solely for the infor mation of the custom ers of Raym ond James. Raymond James and associated com panies are a full -serv ice,
integrated investment bank ing, investm ent management and brok erage gr oup.
While r eas onable care has  been used in its preparation, this report does not purport to be a complete des cription of the secur ities, markets or developments referred to herein, and
Raymond Jam es does not warrant its accuracy or completeness. The information contained her ein may be changed without notice.
We and our affil iates, officers, di rectors, and employees wor ld wide may : (a) from time to tim e, have long or short posi tions  in, and buy or sell the securities thereof, of the companies
mentioned herein or (b)  be engaged in any other transaction involving such securi ties and earn brokerage or other com pensation or act as a market maker in the financial instrum ents
of the companies discussed herein or act as advisor or lender/borrower to such companies or hav e other potential confl ict of interest with  respect to any recomm endation and related
information and opinions. Our research analysts and sales persons provide important inputs into our investment banking activities.
This report is not an offer, or  sol ici tation of an offer, to buy or sel l any security mentioned herein. No part of this material  may be duplicated in any form  and/or redistributed wi thout the
prior wri tten consent of Raymond James.
This repor t is not directed or intended for distribution to, or us e by, any pers on or entity who is a c itizen or resident of or located in any locali ty, state, country or other jurisdiction, where
such distribution, publ ication, av ailabili ty  or use would be contrary to law, regulation or which would subject Raymond James and affiliates  to any registr ation or licensing requirem ent
within such juris diction.  The s ecur ities  described herein may or may not be eligible for sale in al l jur isdictions or to a certain category of investors. Persons in whose possession this
document m ay come are required to inform themselves of and to obs erve such restrictions.
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