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1QFY11 underlying operating performance highlights the risk inherent in the earnings profile 

Seemingly robust reported headline revenues/EBITDA/PAT for 1QFY11 (quarter ending Jan 2010) 
were driven by (1) large forex gains (both in the revenue as well as other income line), and  
(2) sharp 22% qoq decline in G&A expenses. A close look at the underlying operating 
performance validates our concerns on the risks inherent in Mphasis’ ‘essentially captive’ business 
model. The company saw a sharp decline in revenue and profitability in two of its three business 
segments—ITO (revenues down 8% qoq, and segment profits down 21% qoq) and BPO (revenues 
down 5% qoq, and segment profits down 29% qoq). Deterioration in the performance of these 
two segments was driven by a sharp decline in pricing from the HP channel (ITO offshore rates 
down to US$18/hr from 22 in 4QFY10; BPO rates down to US$7/hr from 8 in 4QFY10). We do not 
rule out a pricing correction in the Applications services business (68% of revenues) as well. 

Little headroom on operating levers – margins face cost challenges as well 

In addition to the potential margin risk from any further pricing decline, we believe the company 
could face cost pressures on account of potential wage inflation and increasing attrition in the 
coming quarters. Attrition has increased across the industry over the past two quarters, and we 
expect higher pressure on the mid-size companies in the coming quarters. Mphasis’ margin 
challenges are compounded by its already-well-optimized cost levers – (1) utilization rates across 
segments are at optimal levels, (2) SG&A expenses at 8.6% of revenues are the lowest in the 
industry and even lower than some of the captive centers in the country, and (3) offshore 
proportion of revenues (70%) is difficult to improve upon. We also highlight that Mphasis’ 
reported EBITDA margins for 1QFY11 (26.3%) were aided by forex gains in the revenue line, 
which may not recur in the coming quarters. 

Revise estimates; retain REDUCE 

We raise our FY2011E and FY2012E EPS estimates for MPHL to Rs48.7 and Rs47.9 from Rs47.6 
and Rs47.3 earlier, to factor in better-than-expected 1QFY11 earnings report. We retain our 
REDUCE rating on the stock with an unchanged target price of Rs570/share (12X FY2012E EPS). 
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Quarterly net profit may have peaked; reiterate REDUCE. Mphasis’ 1QFY11 (year-
end Oct ‘10) bore testimony to the high risk to the company’s earnings from a sharp 
and sudden change in pricing of the HP channel revenue base. Strong volume growth 
made up for the sharp drop in ITO/BPO pricing in the Jan 2010 quarter, nevertheless, 
the company’s performance will always run the risk of sharp deterioration in any 
quarter if volume or pricing from the HP channel drops. The stock appears expensive 
against this backdrop; we reiterate our REDUCE rating. Lower disclosures do not help. 

 

Mphasis BFL
Stock data Forecasts/Valuations 2010 2011E 2012E

52-week range (Rs) (high,low) EPS (Rs) 43.6 48.7 47.9
Market Cap. (Rs bn) 138.2 EPS growth (%) 207.5 11.7 (1.5)

Shareholding pattern (%) P/E (X) 15.2 13.6 13.8
Promoters 60.6 Sales  (Rs bn) 42.6 49.7 56.4
FIIs 17.2 Net profits (Rs bn) 9.1 10.1 10.0
MFs 6.1 EBITDA (Rs bn) 11.3 12.3 13.4

Price performance (%) 1M 3M 12M EV/EBITDA (X) 12.1 10.7 9.3
Absolute (2.2) (1.4) 286.4 ROE (%) 48.1 36.2 26.9
Rel. to BSE-30 (0.1) 1.1 110.6 Div. Yield (%) 0.5 0.6 0.7

Company data and valuation summary
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Key changes to FY2011-12E estimates 
 

Rs mn FY2011E FY2012E FY2011E FY2012E FY2011E FY2012E
Revenues (US$ mn) 1,064           1,227           1,038          1,196          2.5              2.6              
Revenues 49,688         56,434         48,805         54,980         1.8              2.6              
EBITDA 12,262          13,382          12,243         13,277         0.2               0.8               
Depreciation (1,874)          (2,192)          (1,963)          (2,271)          (4.5)              (3.5)              
EBIT 10,388          11,190          10,280         11,006         1.0               1.7               
Net Profit 10,145         9,988           9,926          9,851          2.2              1.4              
EPS (Rs/ share) 48.7             47.9             47.6            47.3            2.2              1.4              

Margins (%)
EBITDA 24.7             23.7             25.1             24.1             
EBIT 20.9             19.8             21.1             20.0             
Re/US$ rate 46.7             46.0             47.0             46.0             (0.7)             0.1              

New Old Change (%)

 

Source: Kotak Institutional Equities estimates 

 

Mphasis consolidated quarterly performance - 1QFY11, fiscal year-ends October (Rs mn) 
 

1QFY10 4QFY10 1QFY11 qoq (%) yoy (%) 1QFY11E Deviation (%)
Revenues 9,777            11,322          11,916          5.2                21.9              11,505          3.6                      
Cost of revenues (6,579)           (7,672)           (8,209)           7.0                24.8              (7,859)           4.5                       
Gross profits 3,198            3,650            3,706            1.5                15.9              3,646            1.6                      
S&M expenses (419)              (438)              (451)              2.9                7.6                (440)              2.5                       
G&A expenses (673)              (737)              (575)              (22.0)             (14.6)             (753)              (23.7)                    
Provision for doubtful debts — — (3)                  —
EBIT 2,106            2,475            2,678            8.2                27.2              2,453            9.2                      
Forex gain/(loss), net 31                 153               240               305               
Other income/(loss) 16                 72                 81                 97                 
Interest income 18                 1                   9                   -                
PBT 2,170            2,701            3,008            11.3              38.6              2,855            5.4                      
Provision for tax (70)                (251)              (325)              (247)              31.5                     
PAT 2,100            2,450            2,683            9.5                27.7              2,608            2.9                      

Margins (%)
Gross margin 32.7              32.2              31.1              31.7              
EBITDA margin 26.5              26.0              26.4              25.4              
EBIT margin 21.5              21.9              22.5              21.3              
PAT margin 21.5              21.6              22.5              22.7              
SG&A expenses (% of revenues) 11.2              10.4              8.6                10.4              
Tax rate (as % of PBT) 3.2                9.3                10.8              8.7                

Segmental performance
Application Services
Revenues (Rs mn) 6,361            7,234            8,096            11.9              27.3              
Segment profits (Rs mn) 2,163            2,362            2,721            15.2              25.8              
Segment profit margin (%) 34.0              32.7              33.6              
Offshore pricing (US$/hr) 22.0              22.0              23.0              4.5                4.5                
ITO
Revenues (Rs mn) 1,650            2,139            1,970            (7.9)               19.4              
Segment profits (Rs mn) 635               822               653               (20.6)             2.8                
Segment profit margin (%) 38.5              38.4              33.1              
Offshore pricing (US$/hr) 21.0              22.0              18.0              (18.2)             (14.3)             
BPO
Revenues (Rs mn) 1,765            1,949            1,849            (5.1)               4.8                
Segment profits (Rs mn) 399               466               332               (28.8)             (16.8)             
Segment profit margin (%) 22.6              23.9              18.0              
Offshore pricing (US$/hr) 10.0              8.0                7.0                (12.5)           (30.0)              

Source: Company, Kotak Institutional Equities estimates 
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"I, Kawaljeet Saluja, hereby certify that all of the views expressed in this report accurately 
reflect my personal views about the subject company or companies and its or their securities. I 
also certify that no part of my compensation was, is or will be, directly or indirectly, related to 
the specific recommendations or views expressed in this report." 
 
 
 
 
Kotak Institutional Equities Research coverage universe
Distribution of ratings/investment banking relationships

Source: Kotak Institutional Equities As of December 31, 2009

* The above categories are defined as follows: Buy = We expect 
this stock to outperform the BSE Sensex by 10% over the next 12 
months; Add = We expect this stock to outperform the BSE 
Sensex by 0-10% over the next 12 months; Reduce = We expect 
this stock to underperform the BSE Sensex by 0-10% over the 
next 12 months; Sell = We expect this stock to underperform the 
BSE Sensex by more then 10% over the next 12 months. These 
ratings are used illustratively to comply with applicable 
regulations. As of 31/12/2009 Kotak Institutional Equities 
Investment Research had investment ratings on 145 equity 
securities.

Percentage of companies covered by Kotak Institutional Equities, 
within the specified category.

Percentage of companies within each category for which Kotak 
Institutional Equities and or its affiliates  has provided investment 
banking services within the previous 12 months.
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Ratings and other definitions/identifiers 

Definitions of ratings 

 

BUY. We expect this stock to outperform the BSE Sensex by 10% over the next 12 months. 

ADD. We expect this stock to outperform the BSE Sensex by 0-10% over the next 12 months. 

REDUCE. We expect this stock to underperform the BSE Sensex by 0-10% over the next 12 months. 

SELL. We expect this stock to underperform the BSE Sensex by more than 10% over the next 12 months. 

Our target price are also on 12-month horizon basis. 
 
Other definitions 

Coverage view. The coverage view represents each analyst’s overall fundamental outlook on the Sector. The coverage 
view will consist of one of the following designations: Attractive, Neutral, Cautious. 
 
Other ratings/identifiers 

NR = Not Rated. The investment rating and target price, if any, have been suspended temporarily. Such suspension is in 
compliance with applicable regulation(s) and/or Kotak Securities policies in circumstances when Kotak Securities or its 
affiliates is acting in an advisory capacity in a merger or strategic transaction involving this company and in certain other 
circumstances.  

CS = Coverage Suspended. Kotak Securities has suspended coverage of this company.  

NC = Not Covered. Kotak Securities does not cover this company.  

RS = Rating Suspended. Kotak Securities Research has suspended the investment rating and price target, if any, for this 
stock, because there is not a sufficient fundamental basis for determining an investment rating or target. The previous 
investment rating and price target, if any, are no longer in effect for this stock and should not be relied upon.  

NA = Not Available or Not Applicable. The information is not available for display or is not applicable.  

NM = Not Meaningful. The information is not meaningful and is therefore excluded. 



 

 

 

 

 

 

 

 

 

 

Corporate Office Overseas Offices 

Kotak Securities Ltd. 

Bakhtawar, 1st Floor 

229, Nariman Point 

Mumbai 400 021, India 

Tel: +91-22-6634-1100 

 Kotak Mahindra (UK) Ltd 

6th Floor, Portsoken House 

155-157 The Minories 

London EC 3N 1 LS 

Tel: +44-20-7977-6900 / 6940 

Kotak Mahindra Inc 

50 Main Street, Suite No.310 

Westchester Financial Centre 

White Plains, New York 10606 

Tel:+1-914-997-6120 
 

Copyright 2010 Kotak Institutional Equities (Kotak Securities Limited). All rights reserved. 

Kotak Securities Limited and its affiliates are a full-service, integrated investment banking, investment management, brokerage and financing group. We along with 
our affiliates are leading underwriter of securities and participants in virtually all securities trading markets in India. We and our affiliates have investment banking 
and other business relationships with a significant percentage of the companies covered by our Investment Research Department. Our research professionals 
provide important input into our investment banking and other business selection processes. Investors should assume that Kotak Securities Limited and/or its 
affiliates are seeking or will seek investment banking or other business from the company or companies that are the subject of this material and that the research 
professionals who were involved in preparing this material may participate in the solicitation of such business. Our research professionals are paid in part based on 
the profitability of Kotak Securities Limited, which include earnings from investment banking and other business. Kotak Securities Limited generally prohibits its 
analysts, persons reporting to analysts, and members of their households from maintaining a financial interest in the securities or derivatives of any companies that 
the analysts cover. Additionally, Kotak Securities Limited generally prohibits its analysts and persons reporting to analysts from serving as an officer, director, or 
advisory board member of any companies that the analysts cover. Our salespeople, traders, and other professionals may provide oral or written market commentary 
or trading strategies to our clients that reflect opinions that are contrary to the opinions expressed herein, and our proprietary trading and investing businesses may 
make investment decisions that are inconsistent with the recommendations expressed herein. In reviewing these materials, you should be aware that any or all of 
the foregoing, among other things, may give rise to real or potential conflicts of interest. Additionally, other important information regarding our relationships with 
the company or companies that are the subject of this material is provided herein. 

This material should not be construed as an offer to sell or the solicitation of an offer to buy any security in any jurisdiction where such an offer or solicitation would 
be illegal. We are not soliciting any action based on this material. It is for the general information of clients of Kotak Securities Limited. It does not constitute a 
personal recommendation or take into account the particular investment objectives, financial situations, or needs of individual clients. Before acting on any advice 
or recommendation in this material, clients should consider whether it is suitable for their particular circumstances and, if necessary, seek professional advice. The 
price and value of the investments referred to in this material and the income from them may go down as well as up, and investors may realize losses on any 
investments. Past performance is not a guide for future performance, future returns are not guaranteed and a loss of original capital may occur. Kotak Securities 
Limited does not provide tax advise to its clients, and all investors are strongly advised to consult with their tax advisers regarding any potential investment. 

Certain transactions -including those involving futures, options, and other derivatives as well as non-investment-grade securities - give rise to substantial risk and are 
not suitable for all investors. The material is based on information that we consider reliable, but we do not represent that it is accurate or complete, and it should 
not be relied on as such. Opinions expressed are our current opinions as of the date appearing on this material only. We endeavor to update on a reasonable basis 
the information discussed in this material, but regulatory, compliance, or other reasons may prevent us from doing so. We and our affiliates, officers, directors, and 
employees, including persons involved in the preparation or issuance of this material, may from time to time have “long” or “short” positions in, act as principal in, 
and buy or sell the securities or derivatives thereof of companies mentioned herein. For the purpose of calculating whether Kotak Securities Limited and its affiliates 
holds beneficially owns or controls, including the right to vote for directors, 1% of more of the equity shares of the subject issuer of a research report, the holdings 
does not include accounts managed by Kotak Mahindra Mutual Fund.Kotak Securities Limited and its non US affiliates may, to the extent permissible under 
applicable laws, have acted on or used this research to the extent that it relates to non US issuers, prior to or immediately following its publication. Foreign currency 
denominated securities are subject to fluctuations in exchange rates that could have an adverse effect on the value or price of or income derived from the 
investment. In addition , investors in securities such as ADRs, the value of which are influenced by foreign currencies affectively assume currency risk. In addition 
options involve risks and are not suitable for all investors. Please ensure that you have read and understood the current derivatives risk disclosure document before 
entering into any derivative transactions. 

This report has not been prepared by Kotak Mahindra Inc. (KMInc). However KMInc has reviewed the report and, in so far as it includes current or historical 
information, it is believed to be reliable, although its accuracy and completeness cannot be guaranteed. Any reference to Kotak Securities Limited shall also be 
deemed to mean and include Kotak Mahindra Inc. 


