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Update

SECTOR: METALS

SESA GOA: Target price cut from Rs460 to Rs376 despite EPS accretive Cairn

investment

 We have re-worked our target price for Sesa Goa post the announcement of its

intention of acquiring 20% equity of Cairn India (CIL) as part of Vedanta Plc's

acquisition of 51-60% stake in Cairn India.

Permanent equity value loss of US$600-660m due to huge US$3-3.3b investment

in un-related business…

 Sesa will be the vehicle for Vedanta's 20% open offer to minority share holders at

Rs355/share of CIL. This will require funds of Rs134.7b (US$2.9b).

 If Sesa is unable to gain entire 20% equity in open offer, Vedanta Plc will meet the

shortfall by supplying CIL's shares at cost i.e. Rs405. This will increase the required

funds to a maximum of Rs153.7b (US$3.3b).

 It is also likely that investors will view the investment as non-core business and

start attaching holding company discount, which will result in permanent market

cap loss of up to US$600-660m.

Though, it will be EPS accretive by 16-18% …

 Since the transaction will be completed by end of FY11, we have analyzed the

impact on FY12 earnings.

 Our FY12 PAT estimates for Sesa Goa and CIL are Rs55.9b and Rs83.4b,

respectively.

 Since Sesa has gross cash surpluses of US$2b and strong cash flows (US$2b in

FY11 and FY12), we are assuming that the purchase cost will be funded from

internal accruals, which earn post tax yield of 4-5% currently. This amounts to

annual interest (post tax) income loss of Rs6.7-7.7b, which will be more than

compensated by PAT from associate of Rs16.7b (20% of CIL's PAT). As a result,

Consolidated PAT will increase by 16-18% to Rs65-66b (EPS of 78.1-79.2).

… but de-rating expected

 Though the acquisition is EPS accretive, the stock is likely to be de-rated due to

entry into unrelated business and uncertainty over future deployment of cash.

 Deployment of existing cash and next 2 years of cash flows into unrelated business

highlights management's pessimism in finding suitable inorganic opportunity in

same line of business i.e. iron ore.
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Target price cut from Rs460 to SOTP of Rs376

 We are now moving from EV/EBITDA basis of valuation to SOTP valuation wherein

core business is valued at Rs270 on DCF, while investment in CIL is at 20% discount

to target prices of Rs314 set by our Oil & Gas team factoring crude oil prices of

US$75/bbl.

 (a) Core business NPV at Rs270

 Sesa Goa has total reserves of 353m tons as reported by end of FY10. Assuming

production of 55m tons during FY11 and FY12, Sesa will be left with mine reserves

of 298m tons, which is expected to mined over next 10 years.

 We model long term iron ore prices at US$100/dmt fob for 63% Fe i.e. at 25%

lower than the current spot prices. Present cash on balance sheet and cash flow

of next 2 years will be utilized to fund the investment in CIL.

 (b) Cairn investment valuation at Rs106

 At 20% discount to our target price of Rs314 for CIL, the investment is valued at

Rs95.3b vs likely cost of Rs135-154b, which translates into equity value of Rs106/

share.

Maintain Buy

 Thus, we arrive at SOTP of Rs376 (Rs270 for core business and Rs106 for Cairn)

despite EPS accretive transaction. Since the announcement, the stock has already

corrected by 10% (market cap correction of ~US$600m) and now trades at FY12 PE

of 4.1x on post acquisition earning estimates.

 We believe iron ore fundamentals are strong. Though there is an upside of only 17% at

current stock price, the SOTP is sensitive to iron ore prices and ranges up to Rs578.

Maintain Buy.

FREE CASH FLOWS (RS MILLION)

FY13 FY14 FY15 FY16 FY17 FY18 FY19 FY20 FY21 FY22

Revenue 112,654 120,405 120,405 120,405 120,405 120,405 120,405 120,405 100,226 10,925

Iron ore (Rs m) 103,040 109,480 109,480 109,480 109,480 109,480 109,480 109,480 89,301

Realization (US$/ton) 70 70 70 70 70 70 70 70 70

Qty (m tons) 32 34 34 34 34 34 34 34 28

EBITDA 56,370 60,055 60,055 60,055 60,055 60,055 60,055 60,055 49,447 2,500

Iron ore (US$/ton) 37 37 37 37 37 37 37 37 37

EBIT 55,560 59,262 59,222 59,239 59,198 59,215 59,173 59,191 48,539 1,547

Tax rate (T) 30% 30% 30% 30% 30% 30% 30% 30% 30% 30%

EBIT (1-T) 38,892 41,483 41,456 41,467 41,439 41,451 41,421 41,434 33,978 1,083

Add: Depreciation 810 793 833 816 857 840 882 864 908 953

Less: Capex -1700 -1700 -1000 -1000 -1000 -1000 -1000 -1000 -1000 -1000

Change in W.Cap -310 807 3572 437

FCFF 37,692 40,577 41,289 41,284 41,296 41,291 41,303 42,105 37,457 1,473

DCF VALUATION (RS M)

WACC (%) 10

Terminal Growth (%) 3

Number of shares (m) 900

Terminal Value 10,152

NPV of cashflows post FY12 (a) 242,841

NPV - Rs per share (a) 270

Value of investment in Cairn (b) 95,289

Value - Rs per share 106

Cairn target price@US$75/bbl 314

No. of Cairn shares (m) 379

Discount of holding company 20%

Equity Value (a+b) 338,130

Target price (Rs per share) 376

SENSITIIVITY OF SOTP TO IRON ORE PRICES

SN IRON ORE SESA'S DCF (RS/SHARE)

 63% FE REALIZATION

(US$/D MT FOB) (US$/ WMT FOB)(A) CAIRN (B) NPV TP (A+B)

1 70 43.0 106 114 220 Most chinese mines

become unviable

2 80 52.0 106 166 272

3 90 61.0 106 218 324

4 100 70.0 106 270 376 Some Chinese mines

become unviable

5 120 87.3 106 370 476

6 140 105.0 106 472 578
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Annexure

CHINA'S MONTHLY IRON ORE IMPORTS (M TON)
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INDIAN IRON ORE 63% FE GRADE PRICES FOR SHIPMENT TO CHINA (US$/TON)
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This report is for the personal information of the authorized recipient and does not construe to be any investment, legal or taxation advice to you. Motilal Oswal
Securities Limited (hereinafter referred as MOSt) is not soliciting any action based upon it. This report is not for public distribution and has been furnished to you solely
for your information and should not be reproduced or redistributed to any other person in any form.

The report is based upon information that we consider reliable, but we do not represent that it is accurate or complete, and it should not be relied upon such. MOSt or
any of its affiliates or employees shall not be in any way responsible for any loss or damage that may arise to any person from any inadvertent error in the
information contained in this report. MOSt or any of its affiliates or employees do not provide, at any time, any express or implied warranty of any kind, regarding
any matter pertaining to this report, including without limitation the implied warranties of merchantability, fitness for a particular purpose, and non-infringement. The
recipients of this report should rely on their own investigations.

MOSt and/or its affiliates and/or employees may have interests/ positions, financial or otherwise in the securities mentioned in this report. To enhance transparency,
MOSt has incorporated a Disclosure of Interest Statement in this document. This should, however, not be treated as endorsement of the views expressed in the report.

Disclosure of Interest Statement Sesa Goa
1. Analyst ownership of the stock No
2. Group/Directors ownership of the stock No
3. Broking relationship with company covered No
4. Investment Banking relationship with company covered No

This information is subject to change without any prior notice. MOSt reserves the right to make modifications and alternations to this statement as may be required
from time to time. Nevertheless, MOSt is committed to providing independent and transparent recommendations to its clients, and would be happy to provide
information in response to specific client queries.
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