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 Indian IT Services 
 Sector Outperformance: Tracking Recovery or Running Ahead? 
  

 Focus back on valuations — Post the sharp re-rating in the Indian IT Services 
stocks, the focus is back on: (1) Quantum of earnings upgrades – Dependent on 
pace of economic/IT budget recovery, and (2) Valuations – Back to pre-slowdown 
levels. While the sector could continue to show relative strength near-term, given 
concerns on Monsoons, absolute upsides will require material earnings upgrades. 

 Infosys PE back to Apr-08 levels — Infosys 1-year forward PE is ~20x, which is 
back at Apr-08 levels. The premium to market has expanded from ~5% then to 
~30% now. However, one can argue that Apr-08 was the start of the earnings 
downgrade cycle while present levels are the early stages of an upturn – 
suggesting scope for some more multiple expansion. For the above analysis, we 
have used dynamic PE charts – based on IBES estimates at that point of time. 

 TCS/Wipro – not too different — PE charts for TCS/Wipro are not too different from 
the Infosys PE pattern either. Wipro’s PE is back at May-08 levels whereas TCS’ is 
at Oct-07 levels. Both stocks now trade at a ~20-22% premium to the market. 

 10% EBIT growth CAGR for Infosys required to justify valuations  — Reverse DCF 
analysis implies ~13% revenue ($-terms) and ~10% EBIT growth CAGR for Infosys 
over the next 10-years (WACC of 11%, terminal growth of 4%), which is unlikely to 
be easy. To meet FY19E implied revenue, Infosys will need ~300,000 employees 
(assuming 3% productivity improvements yoy). For Wipro, the EBIT growth 
required is highest at ~12% CAGR while for TCS it is lowest at ~8% CAGR. 

 FCF yields decent, but meaningfully lower than Accenture — FCF yields for Indian 
IT Services majors are now between ~4-8%, lower following the recent run up. 
However, FCF yields are meaningfully lower than global peers like Accenture (14% 
FCF yield). While Indian IT could be defensive in the Indian market context, it is 
difficult to argue the same from a global tech perspective. 

 Rising tide lifting all stocks, we stay selective — With hopes of a global recovery, 
IT Services stocks have moved up meaningfully. Valuations are back to pre-
slowdown levels and need to be sustained by earnings upgrades. Tier-I’s continue 
to be better placed and we prefer our selective approach. We continue to like 
Infosys (strong margin defense, earnings upgrades not happened yet) and TCS 
(biggest beneficiary of stability in BFSI, strong earnings momentum). 
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Valuations at Pre-Slowdown Levels 

Figure 1. Infosys dynamic 1-year forward PE chart 
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Figure 2. TCS dynamic 1-year forward PE chart 
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Figure 3. Wipro dynamic 1-year forward PE chart 
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Infosys trades at ~20x 1-year forward 

IBES EPS – similar to April 2008 levels 

TCS and Wipro are not too different…both 

stocks now trade at a ~20% premium to 

the Indian market 
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Figure 4. DCF Assumptions  

 Infosys TCS Wipro
Key Forecasts  
10 year EBIT growth (%) 9.8% 8.0% 11.9%
Terminal growth rate 4.0% 4.0% 4.0%
Discounting Assumptions  
Cost of capital 11.0% 11.0% 12.3%
Target Debt/Equity 0.0% 0.0% 0.0%
Cost of Equity 11.0% 11.0% 12.3%
Risk free rate 7.0% 7.0% 7.0%
Equity risk premium 6.0% 6.0% 6.0%
Beta - Bloomberg 0.667 0.669 0.882
Discounted Cash Flow  
DCF value (Rs) 2,100 543 512 

Source: CIRA Estimates 

Figure 5. FCF yields  

Company  Year RIC  CIRA CMP TP Net Debt Mcap EV FCF ($ m) FCF/EV 
Name End Code Rating (LC) (LC) ($ m) ($ m) ($ m) CY09E CY10E CY09E CY10E
Infosys Mar INFY.BO 1L 2,092 2,060 -1,736 25,104 23,368 996 977 4% 4%
TCS Mar TCS.BO 1L 555 525 -192 22,761 22,569 1,002 938 4% 4%
Wipro Mar WIPR.BO 2L 520 450 -250 15,950 15,699 708 621 5% 4%
HCL Tech Jun HCLT.BO 2M 254 215 -573 3,560 2,987 253 220 8% 7%
Accenture Aug ACN.N 2H 36 37 -3,615 22,071 18,456 2,558 2,259 14% 12%
Cognizant Dec CTSH.O 1H 34 40 -763 9,972 9,210 321 312 3% 3%
SAP Dec SAPG.DE 1H 33 38 921 57,951 58,872 2,367 3,619 4% 6%
IBM Dec IBM.N 1M 119 135 21,018 155,602 176,620 17,573 18,828 10% 11%
HP Oct HPQ.N 1M 44 54 7,606 104,208 111,814 9,149 9,972 8% 9% 

Source: CIRA Estimates  

 
 

Valuations imply ~8-12% EBIT CAGR over 

the next ten years…assuming 4% terminal 

growth and ~11-12% cost of capital 
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Analyst Certification 

Each research analyst(s) principally responsible for the preparation and content of all or any identified portion of this research report hereby certifies 
that, with respect to each issuer or security or any identified portion of the report with respect to an issuer or security that the research analyst covers 
in this research report, all of the views expressed in this research report accurately reflect their personal views about those issuer(s) or securities. 
Each research analyst(s) also certify that no part of their compensation was, is, or will be, directly or indirectly, related to the specific 
recommendation(s) or view(s) expressed by that research analyst in this research report. 

IMPORTANT DISCLOSURES 

A director of Citi serves as director of Hewlett Packard Co. 
A director of Citi serves as a director of IBM Corporation. 
Citigroup Global Markets Inc. is acting as an advisor to Citigroup Inc. on the proposed disposal of Citi Technology Services Limited to Wipro Technologies, the global IT 
service business of Wipro Limited. 

Citigroup Global Markets Inc. or its affiliates beneficially owns 1% or more of any class of common equity securities of Cognizant Technology Solutions Corp, International 
Business Machines Corp, Infosys Technologies, Tata Consultancy Services. This position reflects information available as of the prior business day. 

Within the past 12 months, Citigroup Global Markets Inc. or its affiliates has acted as manager or co-manager of an offering of securities of Tata Consultancy Services. 

Citigroup Global Markets Inc. or its affiliates has received compensation for investment banking services provided within the past 12 months from Hewlett-Packard Co, 
International Business Machines Corp, Tata Consultancy Services. 

Citigroup Global Markets Inc. or an affiliate received compensation for products and services other than investment banking services from Accenture Ltd, Cognizant 
Technology Solutions Corp, HCL Technologies, Hewlett-Packard Co, International Business Machines Corp, Infosys Technologies, SAP AG, Tata Consultancy Services, Wipro 
in the past 12 months. 

Citigroup Global Markets Inc. currently has, or had within the past 12 months, the following as investment banking client(s): Hewlett-Packard Co, International Business 
Machines Corp, Tata Consultancy Services. 

Citigroup Global Markets Inc. currently has, or had within the past 12 months, the following as clients, and the services provided were non-investment-banking, securities-
related: Accenture Ltd, Cognizant Technology Solutions Corp, HCL Technologies, Hewlett-Packard Co, International Business Machines Corp, Infosys Technologies, SAP AG, 
Tata Consultancy Services, Wipro. 

Citigroup Global Markets Inc. currently has, or had within the past 12 months, the following as clients, and the services provided were non-investment-banking, non-
securities-related: Accenture Ltd, Cognizant Technology Solutions Corp, HCL Technologies, Hewlett-Packard Co, International Business Machines Corp, Infosys Technologies, 
SAP AG, Tata Consultancy Services, Wipro. 

Analysts' compensation is determined based upon activities and services intended to benefit the investor clients of Citigroup Global Markets Inc. and its affiliates ("the 
Firm"). Like all Firm employees, analysts receive compensation that is impacted by overall firm profitability which includes investment banking revenues. 

The Firm is a market maker in the publicly traded equity securities of Cognizant Technology Solutions Corp, Infosys Technologies. 

For important disclosures (including copies of historical disclosures) regarding the companies that are the subject of this Citi Investment Research & Analysis product 
("the Product"), please contact Citi Investment Research & Analysis, 388 Greenwich Street, 29th Floor, New York, NY, 10013, Attention: Legal/Compliance. In addition, the 
same important disclosures, with the exception of the Valuation and Risk assessments and historical disclosures, are contained on the Firm's disclosure website at 
www.citigroupgeo.com.   Valuation and Risk assessments can be found in the text of the most recent research note/report regarding the subject company. Historical 
disclosures (for up to the past three years) will be provided upon request. 

Citi Investment Research Ratings Distribution    
Data current as of 30 Jun 2009 Buy Hold Sell
Citi Investment Research Global Fundamental Coverage 41% 38% 21%

% of companies in each rating category that are investment banking clients 46% 45% 39%
Guide to Fundamental Research Investment Ratings: 
Citi Investment Research's stock recommendations include a risk rating and an investment rating. 
Risk ratings, which take into account both price volatility and fundamental criteria, are: Low (L), Medium (M), High (H), and Speculative (S). 
Investment ratings are a function of Citi Investment Research's expectation of total return (forecast price appreciation and dividend yield within the next 12 months) and 
risk rating. 

For securities in developed markets (US, UK, Europe, Japan, and Australia/New Zealand), investment ratings are:Buy (1) (expected total return of 10% or more for Low-Risk 
stocks, 15% or more for Medium-Risk stocks, 20% or more for High-Risk stocks, and 35% or more for Speculative stocks); Hold (2) (0%-10% for Low-Risk stocks, 0%-15% 
for Medium-Risk stocks, 0%-20% for High-Risk stocks, and 0%-35% for Speculative stocks); and Sell (3) (negative total return). 

For securities in emerging markets (Asia Pacific, Emerging Europe/Middle East/Africa, and Latin America), investment ratings are:Buy (1) (expected total return of 15% or 
more for Low-Risk stocks, 20% or more for Medium-Risk stocks, 30% or more for High-Risk stocks, and 40% or more for Speculative stocks); Hold (2) (5%-15% for Low-
Risk stocks, 10%-20% for Medium-Risk stocks, 15%-30% for High-Risk stocks, and 20%-40% for Speculative stocks); and Sell (3) (5% or less for Low-Risk stocks, 10% 
or less for Medium-Risk stocks, 15% or less for High-Risk stocks, and 20% or less for Speculative stocks). 

Investment ratings are determined by the ranges described above at the time of initiation of coverage, a change in investment and/or risk rating, or a change in target 
price (subject to limited management discretion). At other times, the expected total returns may fall outside of these ranges because of market price movements and/or 
other short-term volatility or trading patterns. Such interim deviations from specified ranges will be permitted but will become subject to review by Research Management. 
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Your decision to buy or sell a security should be based upon your personal investment objectives and should be made only after evaluating the stock's expected 
performance and risk. 
Guide to Corporate Bond Research Credit Opinions and Investment Ratings: Citi Investment Research's corporate bond research issuer publications include a fundamental 
credit opinion of Improving, Stable or Deteriorating and a complementary risk rating of Low (L), Medium (M), High (H) or Speculative (S) regarding the credit risk of the 
company featured in the report. The fundamental credit opinion reflects the CIR analyst's opinion of the direction of credit fundamentals of the issuer without respect to 
securities market vagaries. The fundamental credit opinion is not geared to, but should be viewed in the context of debt ratings issued by major public debt ratings 
companies such as Moody's Investors Service, Standard and Poor's, and Fitch Ratings. CBR risk ratings are approximately equivalent to the following matrix: Low Risk 
Triple A to Low Double A; Low to Medium Risk High Single A through High Triple B; Medium to High Risk Mid Triple B through High Double B; High to Speculative Risk Mid 
Double B and Below. The risk rating element illustrates the analyst's opinion of the relative likelihood of loss of principal when a fixed income security issued by a company 
is held to maturity, based upon both fundamental and market risk factors. Certain reports published by Citi Investment Research will also include investment ratings on 
specific issues of companies under coverage which have been assigned fundamental credit opinions and risk ratings. Investment ratings are a function of Citi Investment 
Research's expectations for total return, relative return (to publicly available Citigroup bond indices performance), and risk rating. These investment ratings are: 
Buy/Overweight the bond is expected to outperform the relevant Citigroup bond market sector index (Broad Investment Grade, High Yield Market or Emerging Market), 
performances of which are updated monthly and can be viewed at http://sd.ny.ssmb.com/ using the "Indexes" tab; Hold/Neutral Weight the bond is expected to perform in 
line with the relevant Citigroup bond market sector index; or Sell/Underweight the bond is expected to underperform the relevant sector of the Citigroup indexes. 

Non-US research analysts who have prepared this report are not registered/qualified as research analysts with the NYSE and/or NASD. Such research analysts may not be 
associated persons of the member organization and therefore may not be subject to the NYSE Rule 472 and NASD Rule 2711 restrictions on communications with a subject 
company, public appearances and trading securities held by a research analyst account. The legal entities employing the authors of this report are listed below: 

Citigroup Global Markets India Private Limited Surendra Goyal, CFA,Vishal Agarwal 

OTHER DISCLOSURES 

Citigroup Global Markets Inc. and/or its affiliates has a significant financial interest in relation to Accenture Ltd, Hewlett-Packard Co, International Business Machines 
Corp, Infosys Technologies, SAP AG, Wipro. (For an explanation of the determination of significant financial interest, please refer to the policy for managing conflicts of 
interest which can be found at www.citigroupgeo.com.) 

Citigroup Global Markets Inc. or its affiliates beneficially owns 5% or more of any class of common equity securities of International Business Machines Corp. 

For securities recommended in the Product in which the Firm is not a market maker, the Firm is a liquidity provider in the issuers' financial instruments and may act as 
principal in connection with such transactions. The Firm is a regular issuer of traded financial instruments linked to securities that may have been recommended in the 
Product. The Firm regularly trades in the securities of the issuer(s) discussed in the Product. The Firm may engage in securities transactions in a manner inconsistent with 
the Product and, with respect to securities covered by the Product, will buy or sell from customers on a principal basis. 

Securities recommended, offered, or sold by the Firm: (i) are not insured by the Federal Deposit Insurance Corporation; (ii) are not deposits or other obligations of any 
insured depository institution (including Citibank); and (iii) are subject to investment risks, including the possible loss of the principal amount invested. Although 
information has been obtained from and is based upon sources that the Firm believes to be reliable, we do not guarantee its accuracy and it may be incomplete and 
condensed. Note, however, that the Firm has taken all reasonable steps to determine the accuracy and completeness of the disclosures made in the Important Disclosures 
section of the Product. The Firm's research department has received assistance from the subject company(ies) referred to in this Product including, but not limited to, 
discussions with management of the subject company(ies). Firm policy prohibits research analysts from sending draft research to subject companies. However, it should be 
presumed that the author of the Product has had discussions with the subject company to ensure factual accuracy prior to publication. All opinions, projections and 
estimates constitute the judgment of the author as of the date of the Product and these, plus any other information contained in the Product, are subject to change without 
notice. Prices and availability of financial instruments also are subject to change without notice. Notwithstanding other departments within the Firm advising the 
companies discussed in this Product, information obtained in such role is not used in the preparation of the Product. Although Citi Investment Research does not set a 
predetermined frequency for publication, if the Product is a fundamental research report, it is the intention of Citi Investment Research to provide research coverage of 
the/those issuer(s) mentioned therein, including in response to news affecting this issuer, subject to applicable quiet periods and capacity constraints. The Product is for 
informational purposes only and is not intended as an offer or solicitation for the purchase or sale of a security. Any decision to purchase securities mentioned in the 
Product must take into account existing public information on such security or any registered prospectus. 

Investing in non-U.S. securities, including ADRs, may entail certain risks. The securities of non-U.S. issuers may not be registered with, nor be subject to the reporting 
requirements of the U.S. Securities and Exchange Commission. There may be limited information available on foreign securities. Foreign companies are generally not 
subject to uniform audit and reporting standards, practices and requirements comparable to those in the U.S. Securities of some foreign companies may be less liquid and 
their prices more volatile than securities of comparable U.S. companies. In addition, exchange rate movements may have an adverse effect on the value of an investment in 
a foreign stock and its corresponding dividend payment for U.S. investors. Net dividends to ADR investors are estimated, using withholding tax rates conventions, deemed 
accurate, but investors are urged to consult their tax advisor for exact dividend computations. Investors who have received the Product from the Firm may be prohibited in 
certain states or other jurisdictions from purchasing securities mentioned in the Product from the Firm. Please ask your Financial Consultant for additional details. 
Citigroup Global Markets Inc. takes responsibility for the Product in the United States. Any orders by US investors resulting from the information contained in the Product 
may be placed only through Citigroup Global Markets Inc. 

Important Disclosures for Morgan Stanley Smith Barney LLC Customers: Morgan Stanley & Co. Incorporated (Morgan Stanley) research reports may be available about the 
companies that are the subject of this Citi Investment Research & Analysis (CIRA) research report.  Ask your Financial Advisor or use smithbarney.com to view any available 
Morgan Stanley research reports in addition to CIRA research reports.  In addition to the disclosures on this research report and on the CIRA disclosure website 
(https://www.citigroupgeo.com/geopublic/Disclosures/index_a.html), important disclosures regarding the relationship between the companies that are the subject of this 
report and Morgan Stanley Smith Barney LLC, Morgan Stanley or any of its affiliates, are available at www.morganstanley.com/researchdisclosures.  
This CIRA research report has been reviewed and approved on behalf of Morgan Stanley Smith Barney LLC.  This review and approval was conducted by the same person 
who reviewed this research report on behalf of CIRA.  This could create a conflict of interest. 

The Citigroup legal entity that takes responsibility for the production of the Product is the legal entity which the first named author is employed by.  The Product is made 
available in Australia through Citigroup Global Markets Australia Pty Ltd. (ABN 64 003 114 832 and AFSL No. 240992), participant of the ASX Group and regulated by the 
Australian Securities & Investments Commission.  Citigroup Centre, 2 Park Street, Sydney, NSW 2000.  The Product is made available in Australia to Private Banking 
wholesale clients through Citigroup Pty Limited (ABN 88 004 325 080 and AFSL 238098). Citigroup Pty Limited provides all financial product advice to Australian Private 
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personal advice given it has been prepared without taking account of the objectives, financial situation or needs of any particular investor. Accordingly, investors should, 
before acting on the advice, consider the appropriateness of the advice, having regard to their objectives, financial situation and needs. Prior to acquiring any financial 
product, it is the client's responsibility to obtain the relevant offer document for the product and consider it before making a decision as to whether to purchase the 
product. 

© 2009 Citigroup Global Markets Inc. (© Nikko Citigroup Limited, if this Product was prepared by it). Citi Investment Research is a division and service mark of Citigroup 
Global Markets Inc. and its affiliates and is used and registered throughout the world. Citi and Citi with Arc Design are trademarks and service marks of Citigroup Inc and 
its affiliates and are used and registered throughout the world. Nikko is a registered trademark of Nikko Cordial Corporation. All rights reserved. Any unauthorized use, 
duplication, redistribution or disclosure is prohibited by law and will result in prosecution. Where included in this report, MSCI sourced information is the exclusive property 
of Morgan Stanley Capital International Inc. (MSCI). Without prior written permission of MSCI, this information and any other MSCI intellectual property may not be 
reproduced, redisseminated or used to create any financial products, including any indices. This information is provided on an "as is" basis. The user assumes the entire 
risk of any use made of this information. MSCI, its affiliates and any third party involved in, or related to, computing or compiling the information hereby expressly disclaim 
all warranties of originality, accuracy, completeness, merchantability or fitness for a particular purpose with respect to any of this information. Without limiting any of the 
foregoing, in no event shall MSCI, any of its affiliates or any third party involved in, or related to, computing or compiling the information have any liability for any damages 
of any kind. MSCI, Morgan Stanley Capital International and the MSCI indexes are services marks of MSCI and its affiliates. The information contained in the Product is 
intended solely for the recipient and may not be further distributed by the recipient. The Firm accepts no liability whatsoever for the actions of third parties. The Product 
may provide the addresses of, or contain hyperlinks to, websites. Except to the extent to which the Product refers to website material of the Firm, the Firm has not reviewed 
the linked site. Equally, except to the extent to which the Product refers to website material of the Firm, the Firm takes no responsibility for, and makes no representations 
or warranties whatsoever as to, the data and information contained therein. Such address or hyperlink (including addresses or hyperlinks to website material of the Firm) is 
provided solely for your convenience and information and the content of the linked site does not in anyway form part of this document. Accessing such website or following 
such link through the Product or the website of the Firm shall be at your own risk and the Firm shall have no liability arising out of, or in connection with, any such 
referenced website. 

ADDITIONAL INFORMATION IS AVAILABLE UPON REQUEST 

 


