
Margin pressure - "an aberration"
Automotive Axles' (AAL) 2Q FY07 results were in-line with our
expectation. Revenue witnessed a growth of 57% to Rs1.57 bn as
against our expectation of Rs1.55 bn. Rise in raw materials cost by 9%
QoQ  (raw materials to sales increased by 270 bps YoY) led to margin
pressure of 90 bps YoY to 17.1% (against our estimate of 18%). The
reported PAT witnessed a growth of 40% to Rs143 mn, which includes
an exchange income of Rs7.47 mn. When adjusted it leads to a PAT of
Rs136 mn (inline with our estimated figure of Rs139 mn).

We believe that the margin pressure is temporary. The company would
manage to increase its margins and maintain the same at 18% for 2H
FY07, as it would be able to pass on the raw material hikes to its
customers in the coming quarters.

On the back of lower than expected margins, we reduce our operating
margin estimates for FY07E to 17.8% (EBITDA of Rs1.09 bn) from
18.4% and to 18.1% (EBITDA of Rs1.38 bn) from 18.8% for FY08E.
Against this backdrop, we are reducing our PAT estimate by 4.2% to
Rs587 mn, leading to an EPS of Rs38.8 for FY07E (earlier estimate of
Rs40.8) and by 4.7% to Rs758 mn leading to an EPS of Rs50.2 for
FY08E (earlier estimate of Rs52.9). Thus, we reduce the target price
to Rs703, assigning 14x FY08E EPS of Rs50.2 (as against earlier target
price Rs730).  In spite of reduction in target price, the stock at the
current price offers a potential upside of 22%. Thus we maintain our
Buy rating. At the current price,  it is trading at 11.4x FY08E EPS of Rs
50.2.

Highlights
nnnnn Maintaining strong revenue growth: ALL posted a top line growth of

57% to Rs1.55 bn backed by strong growth in CVs. However, higher raw
materials cost led to a decline in operating profit margin by 90 bps YoY
to 17.1%. The operating profit registered a growth of 49% to Rs269
mn. Despite higher interest burden and tax provisioning, the adjusted
PAT registered a growth of 26% to Rs123 mn. Thus the adjusted EPS
for the quarter is Rs8.1.
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Exhibit 1: Financial summary                          (Rs mn)

Y/ E Septemb er F Y05 F Y0 6 FY07E F Y08E
N et sales 3,493 4,5 80 6,166 7,645

EBITDA 669 80 7 1,096 1,382

EBITDA (%) 19 .2 17. 6 1 7.8 18.1

Net Profit (Adj) 363 44 8 587 758

EPS (Rs) 24 .4 29. 7 3 8.8 50.2

EPS Growt h (%) (33.1) 21. 6 3 0.9 29.2

R OCE (% ) 48 .9 46. 2 4 5.8 47.8

ROE (%) 39 .6 38. 5 4 8.7 46.7

PE (x) 23 .5 19. 4 1 4.8 11.4

Pr ice/Book Value (x) 10 .7 8. 5 6. 1 4 .4

EV/EBITDA (x) 12 .6 10. 4 7. 7 5 .7

Earnings Downgrade

Target Price Rs703
Market cap Rs8.7 bn/US$213.3 mn
52-week range Rs675/331
Shares in issue (mn)   15.1
6-mon avg daily vol (no of shares)           9,054
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nnnnn Margin pressure of 90 bps YoY: During 2Q FY07, the company had
to bear the higher price of alloy steel at Rs64-65 per kg, a rise of 11%
YoY. Also, the pass through effect of  rise in raw material prices 1Q
FY07 is yet to take place, which led to the margin fall for the quarter.
For the next six months, we expect the company to post an average
EBITDA margin of 18% as we expect the raw material price hike to
be passed on to 2H FY07, which will lead to overall operating margin
at 17.8% for FY07.

nnnnn Capacity ramp up to augur growth: The company's current capacity
for gear sets is at 3,000 per month (exclusively for exports) which is
0.18 mn units per annum. For FY07E, the axles capacity is expected
to reach 144,000 units and this is likely to increase by 20% in FY08E.
The incremental capacity is expected to be completed by July 2007
and thus the benefit of operating leverage would accrue by FY08E.

nnnnn Downgrading earnings estimates, revised price target to Rs703:
Against the backdrop of lower than expected margins, we reduce our
operating margin estimates for FY07E to 17.8% (EBITDA of Rs1.09 bn)
from 18.4% and to 18.1% (EBITDA of Rs1.38 bn) from 18.8% for
FY08E. Against this backdrop, we are reducing our PAT estimate by
4.2% to Rs587 mn, leading to an EPS of Rs38.8 for FY07E (earlier
estimate of Rs40.8) and by 4.7% to Rs758 mn leading to an EPS of
Rs50.2 for FY08E (earlier estimate of Rs52.9). Thus, we reduce the
target price to Rs703, assigning 14x FY08E EPS of Rs50.2 (as against
earlier target price Rs730).  In spite of reduction in target price, the
stock at the current price offers a potential upside of 22%. Thus we
maintain our Buy rating. At the current price,  it is trading at 11.4x
FY08E EPS of Rs 50.2.

Exhibit 2: Quarterly results    (Rs mn)

Y/E September 2Q FY07 2Q F Y06 % C hg 1H FY07 1H FY06 % Ch g
Net  Sales 1,573 1,002 57.0 3,026 2,011 50.5
Total Exp . 1,303.8 821.9 58.6 2,506.7 1,648. 4 52.1
Raw Material Cost (a) 1,080 660 63.6 2,068 1,307 58.2
Staff cost (b) 68 54 24.4 133 109 21.6
O ther  Exp. (c ) 157 108 45.5 307 233 31.7
Operati ng Prof it 269 180 49.6 520 363 43.3
Interest 21 11 79.8 39 19 101.6
Depreciation 40 33 19.7 80 61 31.9
PBT before other income 209 135 54.4 401 282 41.8
Other Income 10 12 (22.4) 23 14 69.0
PBT 219 148 48.0 424 296 43.1
T ax 76 46 63.4 145 97 49.8
Effect ive tax rate (Tax/PBT) 34.6 31.3 10.5 34.3 32.7 4.7
Ad justed PAT 143 101 40.9 278 199 39.8
Ad justed  EPS (Rs) 9.5 6.8 40.9 18.6 13.3 39.8
Rep orted PAT 143 101 40.9 278 199 39.8
Key Rat ios (%  to Sales)
Raw Material Cost 68.6 65.9 68.3 65.0
Staff Cost 4.3 5.4 4. 4 5.4
O ther  Expense 10.0 10.7 10.1 11.6
Operating profit 17.1 18.0 17.2 18.0
Source: Company data, ASK Securiti es.
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Disclaimer
This p ublication has be en p re pared b y ASK Secu ri tie s In dia Private Limited  and  may be  distributed b y it and  its affi liated compan ies (colle ctively “ASK Group”) solel y for the information of th e custo mers of ASK
Gro up. ASK Group  & Asso ciated companies are a full -service, integrated investment b anking, investment mana gement a nd brokerage group.
While reasonable  care has been  used in its preparation, this report do es not pu rp ort to be a complete d escription of the securities, markets or develo pmen ts referred to herein, an d ASK Securiti es India Pvt. Ltd .
do es not warrant its accu racy or comp letene ss. The information contained h erein may be changed with out noti ce.
We an d ou r affil iate s, officers, directors, and  employee s world wide may: (a) from time  to time, have long or sho rt p ositio ns in, and b uy or se ll the securiti es thereof, of th e companies mentioned herein or (b) be
en gaged in a ny other transaction involving such securities and  earn brokerage o r other compensation or act as a market maker in the finan cial i nstruments of the  companies discu ssed herein or act as advisor or
le nder/borrower to such co mpanies or ha ve oth er potential  conflict of inte rest with  respect to any recommendation and related information and opinions. Our research analysts and  sales pe rsons pro vid e importa nt
inputs into ou r investmen t banking activities.
This report i s not an offer, or soli ci tation of an offer, to buy or sell any security men tion ed herein. No p art o f this ma terial may be dupli cated in a ny fo rm and/o r redistrib uted without the prio r written consent of ASK
Securities India Pvt. Ltd..
This report is not directed or in tended fo r distribu tion to , or use by, any person or entity who i s a citizen o r resident of or l ocated in a ny locality, sta te, country or other jurisdiction, where su ch distribu tion, pu blication,
a va ilabi lity o r use wou ld be contra ry to law, reg ulation or which  wou ld subject ASK Securities India Pvt. Ltd. a nd affili ates to any re gistra tio n or l icensing  requ irement w ith in such jurisdiction .  The securities
de scrib ed h erein may or ma y not b e el igible for sa le in all jurisdictions or to a certain category of investors. Persons in whose possession thi s document may come  are requi re d to inform th emselves of a nd to
ob serve su ch restrictions.
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An al yst  Cert ificat ion
The researc h analysts, with respect to each issuer and its sec urities covered by them in this research report, certify that:
nnnnn All  of the views  expressed in this research report acc urately reflect his or her personal views about all  of the issuers and their sec urities; and
nnnnn No part of his or her com pensation was, is, or wil l be directly or indirectly related to the speci fic recommendations or views expressed in this research report.
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