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Buy Tata Steel May 22, 2006
Rs 470.9 Lower steel prices and higher raw material costs take toll on
_ profitability
Sensex: 10,477 Nifty: 3,083
Tata Steel has reported lower than expected Q4FY06 results. While net revenues
Stock data have increased 6.8% YoY and 12.2% QoQ the net profit has declined 13.8% YoY.
Bloomberg TATAIN  The average steel realisations were lower by 16.6% YoY while steel volumes grew
Reuters T1SC.BO 6.8% YoY. The firming steel prices coupled with the company’s strategy of inorganic
growth would translate into robust growth. We rate the company as a ‘Buy’ with a
Shares outstanding (mn) 553 price target of Rs665.
Market cap (Rs bn) 261 ¢ Tata Steel is one of the lowest cost producers of steel in world. This is in view of
Market cap (USD mn) 5805 its captive iron ore mines and efficient operations.
Three-month daily avg vols 4,224,251 ¢ Focus towards value-add products, branded products and automobile grade
steel products have resulted in more stability to the company’s realizations and
Share price performance have thus partially insulated itself from the vagaries of steel price volatility.
52-week high/low (Rs) 679/329 4 Tata Steel has been looking for acquisitions in the global market. While the
-Im -3m -12m company has already acquired NatSteel Asia, it is in the process of completing
Abs (%) 27.9 112 339 the acquisition of Millennium Steel. The company has also shown interest in
Rel* (%) 148 106 -18.9 Turther ach|§|t|ons in South Africa. ane the operations of these.companlles are
: integrated with Tata Steel, there will be tremendous cost savings leading to
*to Nifty margin expansion for these companies, which will flow into Tata Steel's
bottomline making its valuations more attractive.
Financial snapshot Rs mn
Ye March Y05 EY06 FEYOTE ¢+ Tata Steel is trading a P/E of 6.9X FYQO7E earnings and an EV/EBIDTA of 3.8X
Net revenues 144,990 151,394 175,303 FYO7E. Given its low cost production facilities, high share of value-add and
4.4 15.8 branded products, we recommend a ‘Buy’ on the company with a price target of
(%) change Rs665.
EDBITA 60,454 59,311 71,456
(%) change (1.9) 20.5 The key investment highlights are:
Net Income 34,742 35,060 43,726
(%) change 0.9 247 ¢ Higher volumes growth helped Tata Steel pare off the decline in steel prices
EPS (Rs.) 62.8 63.3 79.0 leading to a 6.8% YoY growth in net revenues in Q4FY06. While steel sales
(%) change 0.9 24.7 volumes increased 25.7%, the average steel realisations were lower by16.6%.
P/E (x) 7.5 7.5 6.0 The drop in steel realisations was in view of lower steel prices prevailing in
ROE (%)* 48.6 361 341 Q4FYO06 vis-a-vis Q4FY05.
ROCE (%)* 53.2 41.6 415
¢ The operating profit margins too suffered in the quarter declining by 580 basis
points YoY. While a dip in average realisations was the key reason for the dip in
margins, higher raw material costs (especially coking coal and coke) further
dented the operating profit margins. While fresh coking coal contracts have
been entered into at significantly lower levels, the benefits from the same would
Vishal Mishra occur only in H2FY06 once the old inventory of raw materials bought at higher
prices is exhausted
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¢+ Tata Steel reported net profit of Rs7.5bn (20.9% YoY decline) during Q4FYO06.
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The decline was due to lower operating profits and higher deferred tax
provision.
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Valuations

On a standalone basis, Tata Steel is trading at a P/E of 6.9X FYO7E and 3.8X
EV/EBIDTA. Given the company’s expansion plans at its existing facilities and
strategy of growing inorganically coupled with the now recovering steel prices, we
believe that the company is poised for steady growth, going forward. In view of Tata
Steel's fully integrated steel facilities, we have valued the company on the basis of
4.75X EV/EBIDTA multiple and arrived at a target price of Rs665. We thus
recommend a ‘Buy’ rating on the company. However, it is to be noted that our
numbers do not factor in the incremental revenues of NatSteel Asia and Millennium
Steel, which would make the valuations attractive

Business and financial profile

With steel prices now bottoming out and showing signs of recovery, we believe that
higher volumes and control over costs will drive Tata Steel's growth going forward.
The company is not only increasing its capacities at existing locations and setting up
new green field projects but is aggressively looking at overseas markets for growing
inorganically.

Capacity expansions to drive volumes growth

Tata Steel is a fully integrated steel producer with its own captive iron ore and coal
mines. While the company’s entire iron ore requirements are met through captive
sources, almost 68% of coal requirements are met internally. At Jamshedpur, the
company plans to increase its capacity by 1.8mn tonnes (predominantly billets) and
increase crude steel capacity to 6.8mn tonnes. This apart, the company has also
entered into MOUs with the Jharkhand, Orissa and Chattisgarh governments for
setting up steel plants. Thus, the company would be able to register steady volumes
growth, going forward.

Focus on branded and automotive sales brings stability to realisations

Tata Steel has been aggressively promoting the sale of branded and value-add
products. During FY06, branded sales accounted for 27% of the total domestic
revenues. This apart, the company has identified automotive steel as a key focus
area and has been consistently increasing its market share in the same. This has
not only resulted in higher average realizations for the company but has also
reduced the susceptibility of average realizations to volatility in steel prices — thereby
reducing the overall business risk for the company.

Price declineduring FY06 for...

(US$/tonne) Tata Steel Comparable global peer
HR 140 154
CR 117 170
Galvanised 154 190
Total Flat products 132 165

Source: Company
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Control over costs to help offset steel pricing pressure

Tata Steel is one the world’s lowest cost steel producers. The company has been
gradually reducing its dependence on imported coal. During FY06, Tata Steel
reduced the ash content in West Bokaro coal from 15% to 13.8%. This resulted in a
reduction in the imported coal requirement from 46% in FY05 to 32% in FYO06. This
apart various other initiatives like reduction in the coke consumption rate and a 26%
improvement in labour productivity to 326 tonnes per man p.a. have enabled the
company reduce its overall cost of production.

Revenues from recent acquisitions make valuations further attractive

Tata Steel had recently acquired NatSteel Asia and in the process of completing the
acquisition of Millennium Steel. NatSteel Asia reported net profits of Rs1.29bn in
FY06. Once the acquisition of Millennium Steel is completed, it too would add to
Tata Steel's EPS. This apart, given that Tata Steel is looking for further acquisitions,
any development on this front would make the valuations attractive. NatSteel and
Millennium Steel operate at low operating profit margins. While the operating profit
margin of NatSteel for FY06 was 5.9%, it was 9.2% for Millennium Steel. Once the
1.8mn tonne capacity expansion at Jamshedpur is completed by FY08, the billets
requirements of its subsidiaries will be sourced through the same. This would lead to
a tremendous reduction in the cost of production leading to an expansion in
operating profit margins. This would further add to Tata Steel's EPS making its
valuations further attractive.

NatSteel Asia M illennium Steel

(Rsmn) 16th Feb-M ar-05 FYO6 (US$mn) FYO05 FY 06
Net sales 5,440 40,520 Net sales 419 464

EBIDTA 195 2,390 EBIDTA 65 43

EBIDTA Margin 3.6% 59% EBIDTA Margin 15.5% 9.3%
Net income 75 1,285 Net income 30 9

Net income margin 1.4% 3.2% Netincome margin 7.2% 1.9%
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Quarterly result table Rs mn
Y/E March Q4 FY06 Q4 FY05 YoY % Q3 FY06 QoQ %
Net Sales 41,289.7 38,646.5 6.8 36,808.0 12.2
Total Expenses 28,281.7 24,217.2 16.8 22,899.0 23.5
(Increase)/Decrease in stock 1,607.1 1,189.3 (991.1)

Purchase of finished / Semi Finished ¢ 1,251.0 3,429.8 (63.5) 1,758.7 (28.9)
Raw material Consumed 7,542.7 3,918.2 925 6,127.7 23.1
Employee cost 3,725.2 3,162.9 17.8 3,360.4 10.9
Purchase of power 2,289.5 1,802.8 27.0 2,024.2 13.1
Freight and handling 2,810.8 2,600.1 8.1 2,616.4 7.4
Other expenditure 9,055.4 8,114.1 11.6 8,002.7 13.2
EBIDTA 13,008.0 14,429.3 (9.9) 13,909.0 (6.5)
Other Income 643.6 297.4 116.4 412.8 55.9
PBIDT 13,651.6 14,726.7 (7.3) 14,321.8 4.7)
Interest 1715 94.4 81.7 364.3 (52.9)
Depreciation 1,932.7 1,522.3 27.0 2,356.8 (18.0)
PBT 11,547.4 13,110.0 (11.9) 11,600.7 (0.5)
Tax 2,967.5 3,936.6 (24.6) 3,692.9 (19.6)
deferred 1,092.7 (294.9) (470.5) 84.4 1,194.7
PAT 7,487.2 9,468.3 (20.9) 7,823.4 (4.3)
Extra-ordinary item 343.9 (382.5) (286.0)

Adj PAT 7,831.1 9,085.8 (13.8) 7,537.4 3.9
Equity 5,536.7 5,536.7 0.0 5,5636.7 0.0
EPS 14.1 16.4 (13.8) 13.6 3.9
Key Ratios (%)

EBIDTA Margin 31.5 37.3 37.8

Interest / Sales 0.4 0.2 1.0

Tax/ PBT 35.2 27.8 32.6

NPM 19.0 23.5 20.5
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Disclaimer Clause

This report has been prepared by the Research Department of IL&FS Investsmart Limited (lIL). The information and opinions contained herein have been
compiled or arrived at, based upon information obtained in good faith from sources believed to be reliable. Such information has not been independently verified
and no guaranty, representation of warranty, express or implied, is made as to its accuracy, completeness or correctness. All such information and opinions are
subject to change without notice. This document is for information purposes only. Descriptions of any company or companies or their securities mentioned herein
are not intended to be complete and this document is not, and should not be construed as an offer or solicitation of an offer, to buy or sell any securities or other
financial instruments. IIL, its directors, analysts or employees do not take any responsibility, financial or otherwise, of the losses or the damages sustained due to
the investments made or any action taken on basis of this report, including but not restricted to, fluctuation in the prices of shares and bonds, changes in the
currency rates, diminution in the NAVSs, reduction in the dividend or income, etc.

IIL and other group companies, its directors, associates, employees may have various positions in any of the stocks, securities and financial instruments dealt in
the report, or may make sell or purchase or other deals in these securities from time to time or may deal in other securities of the companies /organisations
described in this report.

This report is not directed to, or intended for display, downloading, printing, reproducing or for distribution to or use by, any person or entity who is a citizen or
resident or located in any locality, state, country or other jurisdiction where such distribution, publication, reproduction, availability or use would be contrary to law
or regulation or what would subject IIL or its affiliates to any registration or licensing requirement within such jurisdiction. If this report is inadvertently send or has
reached any individual in such country, especially, USA, the same may be ignored and brought to the attention of the sender. This document may not be
reproduced, distributed or published for any purposes with out prior written approval of IIL.

Foreign currency denominated securities, wherever mentioned, are subject to exchange rate fluctuations which could have an adverse effect on their value or
price, or the income derived from them. In addition, investors in securities such as ADRs, the values of which are influenced by foreign currencies effectively
assume currency risk.
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