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(Rs. 265, FY08E - P/E 15x, HOLD with Target Price of Rs. 298)

IIP growth continues to support top line growth in Q3FY07 –
Kirloskar Oil Engines Ltd (KOEL) reported robust sales growth of 33% YoY for Q3FY07
to Rs4564.2mn backed by robust IIP growth 11.5% for the period of Apr-Nov 2006.
Another indicative parameter i.e. IIP capital goods index has reported growth of 16.1%
YoY for the period Apr-Nov 2006 compared to the same period last year which
according to us mainly drove the sales growth of KOEL. We gather that KOEL’s
medium and large segment engines continue to support top line growth for Q3FY07.
For 9MFY07, net sales grew by 37% YoY to Rs13841.6mn compared to same period
last year backed by strong IIP capital goods growth.

EBITDA margins improves for 9MFY07 -
KOEL reported EBITDA growth of 7% YoY for Q3FY07 to Rs410mn compared to
Rs384mn for Q3FY06. We assess that EBITDA margins for Q3FY07 declined by
192bps YoY to 9% mainly because of unfavorable product mix tilted towards small
engines and booking of raw material for large engines. We believe KOEL to report
improvement in EBITDA margins on a sequential basis in Q4FY07 which would also
be backed by robust sales growth. For 9MFY07, KOEL’s EBITDA increased by 42%
YoY to Rs1417mn and EBITDA margins improved by 38bps YoY to 10.2%. We
believe KOEL would achieve overall margins of 10.5% for the full year FY07E.

Net profit remains flat for Q3FY07 -
KOEL’s net profit for Q3FY07 remained flat at Rs213mn mainly because of unfavorable
product mix and higher interest costs. The company booked extraordinary income of
Rs140mn from profit on sale of shares of G G Dandekar Machine Works Ltd during
the quarter. For 9MFY07, KOEL’s net profit after tax grew by 59% YoY to Rs1096mn.
KOEL reported EPS of Rs3.6 and Rs12.7 for Q3FY07 and 9MFY07 respectively.

Business Outlook and Valuation –
Kirloskar Oil Engines is a market leader in the non-automotive engines segment,
which has been growing at around 17-18% in the previous two years. We believe that
rising demand from user segments like industrial, power generation, Industrial and
marine applications coupled with an increase in exports would drive the top line and
profitability growth for KOEL.

Net sales grew 33%YoY for
Q3FY07

EBITDA margins declined by
192bps YoY

Net profit remained flat for Q3FY07

EBITDA margins declined due to
unfavorable product mix

KOEL is a market leader in non-auto
diesel engines segment
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Key Financials –

Source: Company

(Rs Mn) Q3FY07 Q3FY06 YoY % 9MFY07 9MFY06 YoY %
Net Sales  4,564.2  3,431.1  33.0  13,841.6  10,087.9  37.2
Other Income  28.6  25.9  10.4  344.8  231.7  48.8
Total Income  4,592.8  3,457.0  32.9  14,186.4  10,319.6  37.5
Total Expenditure  4,154.0  3,046.9  36.3  12,424.5  9,093.0  36.6
EBIDTA  410.2  384.2  6.8  1,417.1  994.9  42.4
EBIDTA (%) 9.0  10.9  (17.6)  10.2  9.9  3.8
Interest  24.7  26.8  (7.8)  90.5  68.8  31.5
Depreciation  73.2  69.1  5.9  222.0  203.4  9.1
PBT  340.9  314.2  8.5  1,449.4  954.4  51.9
Provision for Tax  127.5  101.5  25.6  353.0  262.7  34.4
PAT  213.4  212.7  0.3  1,096.4  691.7  58.5
Extra ordinary items  (140.4)  - -  (140.4)  (974.9)  (85.6)
Adjusted PAT  353.8  212.7  66.3  1,236.8  1,666.6  (25.8)
Equity Capital  194.2  194.2  -  194.2  194.2  -
EPS (Rs)  3.6  2.2  66.3  12.7  17.2  (25.8)
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We believe that sustainability of demand from the Agri sector for mid and small
sized engines and an equally good demand scenario for higher end engines from
the Powergen, Industrial and marine application space, would mean that KOEL is
likely to record a healthy 27% CAGR topline growth in its core business over the
next 2 years (FY07-08E). We feel KOEL’s margins for Q3FY07 do not reflect true
picture and expect KOEL to improve them in Q4FY07.

Source: Emkay Private Client Research

We had recommended KOEL on 31st July 2006, at Rs182 with a price target of
Rs257. The stock achieved our target price of Rs257 and moved up to Rs265.
Thereafter we recommended a HOLD with target price of Rs. 298

We continue to remain positive on the long term prospects of KOEL and expect
KOEL to report robust top line and bottom line growth in Q4FY07. At current market
price, the KOEL stock trades at 17x and 15x on FY07E and FY08E earnings
respectively. We recommend investors to HOLD the stock with a target price of
Rs298.

We believe KOEL to improve margins
in Q4FY07

We are recommending HOLD with a
price target of Rs298

Financial Estimates –
Year Ended Mar07E Mar08E
Net Sales (Rs Mn) 18,613 22,373
EBITDA (Rs Mn) 1,949 2,568
EBITDA (%) 10.5 11.5
PAT (Rs Mn) 1,512 1,705
EPS (Rs)  15.6  17.6
P/E (x) At Rs.265 17.0 15.0
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