
Patni Computer's 4QCY10 revenue was marginally below our estimate, but PAT outperformed due to forex gains and tax

write-backs. Operating margin was lower than our estimate due to lower utilization and rupee appreciation.

Key highlights

 Revenue growth of 2.4% QoQ to US$183m (v/s our estimate of US$184m and the company guidance of US$180-

181m) was entirely volume-driven. BPO (9.9% of revenue; +23.5% QoQ growth, contributing US$3.4m of the US$4.1m

incremental revenue) continued to be the primary growth driver (+30.6% in 3Q and +33% in 2Q). Manufacturing

(+4.7% QoQ) and Insurance (+5.5% QoQ) were the key growth verticals. Communication, Media and Utilities (9.7%

of revenue) was a significant underperformer, declining 10.5% QoQ.

 Operating margin declined 160bp QoQ to 13.7% (v/s our estimate of 30bp decline) on: (a) 160bp QoQ drop in

utilization to 72.4% (v/s our estimate of 75%); and (b) impact of rupee appreciation v/s the US dollar. Even after

adjusting for tax write-back of US$7.5m, PAT grew 11.5% QoQ to Rs1.43b (v/s our estimate of Rs1.25b), driven by

forex gain of US$8.1m.

 Unlike its top-tier peers, realization was flat QoQ, and up marginally by 0.2% for the full year. The company is not

seeing any increases in pricing yet, but expressed confidence in attaining better realization in CY11 over CY10.

 Patni has discontinued giving guidance to align its practices with the new promoter, iGate. But it reiterated the

likelihood of 3-4% sequential revenue growth from 1QCY11 and margin sustenance in the 15-17% band on productivity

gains (FPP up 4.4% to 46.8% in CY10).

Our operating estimates are largely unchanged post the results. However, we have revised our EPS estimate for CY11

down by 7% on higher taxation guidance (28% v/s 26% we were modeling earlier). We expect Patni to register revenue

CAGR of 17.3% and EPS CAGR of 3.5% over CY10-12 (lower EPS CAGR on increased effective tax rate from CY11).

Maintain Neutral, with a target price of Rs500 (11x CY12E EPS).
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BPO remains the growth driver, Communication, Media and Utilities sluggish

BPO grew 23.5% QoQ and contributed US$3.4m of the total US$4.1m incremental revenue
during the quarter. BPO has now been the growth driver for the third consecutive quarter,
having grown 30.6% in 3Q and 33% in 2Q. Communication, Media and Utilities declined
10.6% sequentially, and has been a lagging vertical for the company for the past three
years. Patni does more of system integration (SI) related work in the Telecom vertical,
and the management cited closure of some projects as a reason for the sharp decline.

Revenue (Indexed at 100) - Continued Underperformance in Comm., Media and Utilities

Increase in Proportion of Fixed Price Contracts can drive Productivity Gains

Source: Company/MOSL

Patni bagged two large deals during the quarter, each with TCV of at least US$30m, and
is pursuing 3-4 similar deals in its pipeline. The management indicated increased client
spending on larger deals and reiterated the likelihood of 3-4% sequential revenue growth
from 1QCY11. Despite only a marginal improvement in pricing realization in CY10 (0.2%)
and sporadic instances of discretionary spend in the current environment; Patni expects
realization in CY11 to improve on better discretionary spends and productivity gains.
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Margins to sustain 15-17% band on productivity gains

Operating margin declined 160bp QoQ to 13.7% (v/s our estimate of 30bp decline), below
the company's targeted band of 15-17% on: (a) 160bp sequential drop in utilization to
72.4% (v/s our estimate of 75%); and (b) impact of rupee appreciation v/s the US dollar.
However, productivity gains should help restore margins, going forward. The company
has increased its proportion of fixed price contracts by 12.2% to 46.8% over the last three
years. Patni's margins in fixed SLA (longer term) contracts are 4-5% higher than T&M,
whereas in fixed price development work, margins are ~2% higher than T&M.

Net Additions Remained Strong; High Fresher Hiring Led to Drop in Utilization

Decline in EBIT on Utilization Drop and Forex; 15-17% OPM Guidance Maintained

Source: Company/MOSL

Key metrics

 4QCY10 revenue was US$183m (up 2.4% QoQ v/s our estimate of US$184m and
management guidance of US$180m-181m), entirely volume-driven. In rupee terms,
revenue grew 2.9% QoQ to Rs8.2b (v/s our estimate of Rs8.3b).

 EBITDA margin declined 180bp QoQ to 17.1% (v/s our estimate of 40bp decline to
18.5%) due to 160bp decline in utilization (ex trainees) and rupee appreciation.

 Other income was higher at Rs616m (v/s our estimate of Rs281m) on Rs364m forex
gains (v/s our estimate of Rs67m).

 There was a one-time tax write-back of Rs336m during the quarter, adjusting for
which the tax rate was 17.7% (v/s our estimate of 18%). Management guided for a
tax rate of 28% in CY11.

 Adjusting for the one-time tax write-back, PAT was Rs1.43b (v/s our estimate of
Rs1.25b), up 11.5% QoQ.
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Beats revenue guidance of US$180m-181m; confident of 3-4% QoQ growth from 1QCY11

Higher Interest Income and Forex gains drive PAT outperformance (Rs m)

Source: Company/MOSL

Operating metrics and other highlights

 Growth by Geography (QoQ): Americas: +4.7%; EMEA: -2%; APAC: -11.8%
 Growth by Service Line (QoQ): ADM: +2%; Package Implementation: -2.8%; Product

Engineering: -0.1%; IMS: -7.2%; BPO: +23.5%
 Growth by Vertical (QoQ): BFSI: 4%; Manufacturing, Retail & Distribution: +5.4%;

Telecom: -10.6%
 Patni added 19 new clients during the quarter, taking the total client count to 297
 LTM attrition rate at 25.2% remained high (v/s 25.9% in 3QCY10)
 Outstanding hedges worth US$300m with rates ranging between Rs41.1-48.3 (average

of ~Rs.47.5). OCI on the balance sheet stands at +US$7.5m
 DSO was 71 days (v/s 79 in 3QCY10)
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A perspective on iGate's acquisition of promoter stake in Patni

Objective to grow faster through differentiated offerings; synergies of
cross-selling and possible margin expansion

 Achieving higher growth through differentiated offerings to the companies' key verticals
and gaining scale (US$1b+ entity) have been cited as the key drivers for the deal. The
key synergies expected from the deal are: [1] opportunity to cross-sell to existing
clients - with iGate's outcome-based model deemed fit for the Insurance vertical,
Patni's key revenue driver (30.6% in 3QCY10); [2] Patni's Product Engineering
Services portfolio (12.8% of revenue in 3QCY10), which has not been a forte for
iGate, is expected to be amenable to iGate's Manufacturing clients (18% revenue
contribution).

 Though the Patni management re-iterated its intent to operate at margins within the
specified band (15-17%), the merged entity is also expected to improve its margin
profile over the longer term through: [1] flattening of the pyramid on higher growth
and higher revenues from outcome-based model; and [2] optimization of SGA costs
on removal of any duplicity in the cost structure in the merged entity.

Little geographic diversification, but reduces client concentration risk for
iGate

 The acquisition provides limited geographic diversification. Both iGate and Patni are
overwhelmingly North America (NA) focused, with Europe and Asia Pacific contributing
just 14% of revenue for iGate and 20% for Patni. However, within NA, iGate derives
a large proportion of revenue from Canada (34% of revenue v/s 86% of revenue from
NA).

 Though both Patni and iGate are very dependant on the BFSI vertical (42% and 61%
of revenue, respectively), Patni's strengths lie in the Insurance sub-segment of BFSI.
In addition, Patni adds capabilities around Retail and Distribution verticals, which iGate
lacks. Likewise, iGate has a small but emerging Healthcare practice, where Patni is
absent.

 In terms of service offerings, Patni brings package implementation and product
engineering services strength to iGate.

 Patni also adds better project management execution capabilities to the combined
entity. Fixed price projects represented 46.8% of revenue for Patni in the September
quarter.

 Apart from GE, there is no large customer common to the two companies. There is
only one other smaller client based out of Europe to whom Patni and iGate are both
current vendors.

 The acquisition reduces client concentration risk for iGate. The top client represented
35% of revenue for iGate, with the top-5 clients representing 71%, exposing iGate to
significant client concentration risk. Patni is more diversified, with 297 active clients
and top-5 customers contributing a lower 36% to revenue.
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Limited geographic diversification; will reduce iGate's client concentration risk
Revenue from Verticals (%) Patni iGate Revenue by Geography (%) Patni iGate

BFSI 42 61 North America 80 86

Manufacturing/Retail/Distribution 30 18 Europe 12 8

Communication/Media/Services 11 10 APAC 8 6

Others 17 11 Total 100 100

Total 100 100

Revenue Concentration (%) Client Concentration (%)

Offshore 46 49 Top Client 11 35

Onsite 54 51 Top 5 36 71

Top 10 49 84

Source: Company/MOSL

QoQ growth (%)
Mar-09 Jun-09 Sep-09 Dec-09 Mar-10 Jun-10 Sep-10 Dec-10

Client wise

Top client -0.9 3.5 -0.1 -5.1 6.7 -6.9 5.7 6.0

Top 5 clients -13.7 14.3 6.3 -1.7 -0.4 -5.2 7.0 3.2

Top 2-5 clients -19.6 20.5 9.5 -0.1 -3.4 -4.3 7.6 1.9

Top 10 clients -14.6 10.6 5.9 0.8 -3.1 -3.0 6.5 2.9

Top 6-10 clients -17.0 1.2 4.9 8.0 -10.4 3.6 5.1 2.3

Non top 10 clients -8.2 -2.7 0.6 2.8 5.8 -2.6 6.9 1.7

Vertical wise

Insurance -10.4 12.2 8.5 -0.5 -3.7 0.9 8.5 4.7

Manufacturing, Retail and Distribution 1.9 -1.8 5.9 8.6 2.9 -5.6 6.0 5.4

Financial Services -6.5 5.1 -8.0 -0.7 -1.3 -1.1 2.2 2.3

Communications,Media & Utilities 26.4 -1.5 1.8 -7.3 0.4 -6.7 1.2 -10.6

Product Engineering Services -13.1 2.2 -0.2 3.2 11.5 -2.2 11.3 1.1

Service Line wise

Application Development & Maintenance -10.7 3.2 3.4 3.0 -0.6 -5.9 5.0 2.0

Package software implementation -9.4 3.5 -3.5 1.0 6.0 -4.2 -2.2 -2.8

Product Engineering Services -10.6 2.6 1.4 2.7 9.4 -2.0 11.9 -0.1

Infrastructure Management Services -37.9 39.0 31.8 -10.1 -4.5 5.0 6.7 -7.2

Business Process Outsourcing -0.3 -12.9 -2.6 -2.3 3.4 33.0 30.6 23.5

Geography wise

Americas -10.9 4.8 4.3 1.4 0.2 -1.2 5.8 4.2

EMEA -14.8 -2.0 -1.8 5.6 -3.1 -12.9 4.9 -2.0

APAC -9.9 0.1 1.5 -1.8 25.2 0.1 21.9 -11.8

Source: Company/MOSL
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Patni Computer Systems: an investment profile

Stock performance (1 year)

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

Forecast Forecast (%)

CY11 38.3 40.1 -4.4

CY12 45.3 43.1 5.1

Target price and recommendation

Current Target  Upside Reco.

Price (Rs) Price (Rs)  (%)

461 500 8.5 Neutral

Recent developments

 Patni signed a five-year contract, with 2e2 to provide
managed services integrated technology and operations
services.

 Patni established its second delivery center in
Gandhinagar, increasing its current capacity of 500 to
750.

Valuation and view

 We expect Patni to register revenue CAGR of 17.3%
and EPS CAGR of 3.5% over CY10-12.

 The stock trades at 11.7x CY11E and 9.9x CY12E
earnings; maintain Neutral.

Sector view

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

 Slowdown in developed economies, delays in decision
making and currency appreciation remain key concerns.

 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 also likely to be better placed to face uncertainties
in the near term.

Comparative valuations
Patni Mphasis Tech Mah.

P/E (x) CY10E 10.6 12.5 10.2

CY11E 11.7 12.2 10.3

P/BV (x) CY10E 2.0 4.1 1.9

CY11E 1.8 3.2 1.6

EV/Sales (x) CY10E 1.5 2.4 1.9

CY11E 1.1 1.8 1.6

EV/EBITDA (x) CY10E 7.5 9.5 4.7

CY11E 6.1 8.1 4.2

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

Promoter 45.7 45.9 46.5

Domestic Inst 4.5 4.0 7.0

Foreign 44.1 42.2 42.6

Others 5.7 7.9 3.8

Company description

Patni Computer Systems is one of India's top IT services
and business solutions companies, with over 17,000
professionals, servicing clients across industries from sales
offices in the Americas, Europe and the Asia-Pacific and
global delivery centers in strategic locations across the
world.

Key investment arguments

 Significant strengthening of the senior management and
relationship team has led to improvement in operational
efficiencies.

 The company won two large deals in 3QCY10, (TCV
over US$30m), reflecting its ability to participate and
win deals in the transformational space.

Key investment risks

 Continued attrition could be a risk to delivery.
 Currency volatility in currencies like the US dollar, GBP

and the yen.
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Financials and Valuation
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