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Bharat Heavy Electricals Limited Hold

Key challenge is to prolong margin improvement

Bharat Heavy Electricals Limited (BHEL) reported revenue growth of
18.8% yoy in Q2'08 to Rs. 39.7 bn driven by 21.7% revenue growth in the
power segment and 19.5% revenue growth in the industry business.
EBITDA increased by 52.4% yoy and margin went up by 386 bps due to
improved operating performance. Adjusted net profit (excluding the
income tax refund of Rs. 3.2 bn) rose by 30.2% yoy to Rs. 4.7 bn.

In order to keep pace with the planned capacity addition in the XI plan,
BHEL has chalked out plans to increase its manufacturing capacity from
10,000 MW by Dec 07 to 15,000 MW by Dec 09. The Company’'s
Memorandum of Understanding (MOU) with Tamil Nadu Electricity board
(TNEB) to set up the first two 800 MW super critical power project places
the Company in a better position to face the stiff competition from the
Chinese manufacturers. Moreover, BHEL is in talks with other state
governments to replicate the TNEB model which will further augment
BHEL's super critical order inflow. Hence, we believe that super critical
orders will become the key growth driver for BHEL. Though, the operating
margins have considerably improved during this quarter, we believe that it
will be difficult for the Company to maintain this momentum given the
possibility of slowdown in the order execution rate and the levy of
penalties associated with the same. Further, another key challenge will be
to keep off margin pressures in the wake of increased competition.
Currently, the stock is trading at a P/E of 38.4x FYO8E and 29.1x FYQ9E.
Our DCF based valuation does not indicate any major upside from the

current levels; hence we maintain our Hold rating.
Key Figures (Standalone)

Q2'07 Q108 Q208
(Figures in Rs mn, except per share data)

YoY% H1'07 H1'08 YoY%

Quarterly Data

Q0Q%

Net Sales 33,381 32,339 39,654 18.8% 22.6% 59,975 71,993  20.0%
EBITDA 4563 3,107 6,952 52.4% 123.8% 7,745 10,059  29.9%
Net Profit 3,600 2,889 4,686 30.2% 62.2% 5967 7,575 26.9%
Margins(%)
EBITDA 13.7%  9.6% 17.5% 12.9% 14.0%
NPM 10.8% 8.9% 11.8% 9.9% 10.5%
Per Share Data (Rs.)
EPS 7.4 5.9 9.6  30.3% 623% 122 155  26.9%
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Result Highlights

The healthy revenue growth of 21.7% yoy in the power segment and
19.5% yoy in the industry segment led to 18.8% yoy increase in overall
net sales in Q2'08. The contribution of both the segments in the total
sales remained flat with Rs. 33 bn revenue from the power segment and

Rs. 12.4 bn from the industry segment.

Despite soft revenue growth and the expected wage revision provisions,
EBITDA recorded a sharp growth of 52.4% yoy to Rs. 7 bn and margin
improved by 386 bps to 17.5%. The reason accountable to the growth is
favourable operating performance driven by reduced other expenditure
(down 172 bps), decreased staff cost (down 108 bps) and lower cost of
raw materials (down 106 bps) reflecting the cost reduction measures
adopted by BHEL.

EBITDA margin trend
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This quarter's healthy performance is also reflected in the EBIT margin
improvement of 180 bps in the power business to 23.1% (based on gross
sales) and 187 bps in the industry segment to 14.1% (based on gross
sales). Improved margin performance by both the segments’ resulted in
overall EBIT margin of 15.8% (up 411 bps).

In absolute terms, adjusted net profit grew by 30.2% yoy to stand at
Rs. 4.7 bn and margin advanced by 103 bps to 11.8%. The adjustment
was on account of: (a) income tax refund of Rs. 2,675 mn recorded in
other income, (b) Rs. 174 mn in associated interest expense, and

(c) Rs. 310 mn related to prior period taxes.
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_ The outstanding order book as at the end of the quarter stands at
Outstanding order book
grew by 58.9% yoy Rs. 726 bn (up 58.9% yoy), which translates into the 4.2x FY07 revenues

reflecting an execution cycle of approximately 4 years.

Order book growth
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Key Events

BHEL inked an MOU with the Tamil Nadu Electricity board (TNEB) to
form a JV to establish two 800 MW supercritical thermal power
projects. With the capital outlay of Rs. 85 bn it will be the first
supercritical power project in the country.

e BHEL emerged as the sole bidder for the Andhra Pradesh
government’s 1,600 MW power project at Krishnapattnam, worth
Rs. 7 bn.

 The Government has approved BHEL's proposal to acquire Bharat
Heavy Plate & Vessels Ltd (BHPV), Visakhapatnam, as a subsidiary.
BHEL has to initially invest Rs. 2.7 bn as capex apart from investing
Rs. 340 mn as equity in the company.

¢ Outbidding the Chinese equipment suppliers BHEL bagged an order

worth Rs. 21 bn to supply steam generators and turbines for the

upcoming Maithon Right Bank thermal power project.
Key Risks

Increased competition especially from Chinese manufacturers, delays in

execution of projects, fluctuations in prices of raw materials, and failure of
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projects involving super critical technology (considering BHEL's relative
inexperience in this field) are the potential risks which may impact our
rating.

Outlook

BHEL's MOU with TNEB to set up the first two 800 MW super critical
power project, places the Company in a better position to face the stiff
competition from Chinese manufacturers. Additionally, the government is
now planning to relax the norms related to fiscal incentives under the
mega power policy, which would facilitate BHEL in getting bulk orders for
Super critical orders to be the 800 MW super critical thermal power plants. Considering the Indian
the key growth driver ) - )
government’s strong support, we believe that super critical orders will
become the key growth driver for BHEL in the long run. Further, BHEL's
acquisition of BHPV, will help it to expand capacity and support the
Company’s objective of achieving Rs. 450 bn in revenue by FY12.
Though, the operating margins have considerably improved during this
quarter, we believe that it will be difficult for the Company to maintain this
momentum given the possibility of slowdown in the order execution rate
and the levy of penalties associated with the same. Further, another key
challenge will be to hive-off margin pressures in the wake of increased
competition.
Currently, the stock is trading at a P/E of 38.4x FYO8E and 29.1x FYQ9E.
Our DCF based valuation does not indicate any major upside from the

current levels; hence we maintain our Hold rating.
Key Figures (Consolidated)

Year to March FYO05 FYO06 FYO7 FYOBE FYO9E CAGR (%)

(Figures in Rs mn, except per share data) (FYO07-09E)
Net Sales 95,271 133,740 172,375 231,000 298,065 31.5%
EBITDA 16,683 25,986 36,053 49,552 65,279 34.6%
Net Profit 9,856 16,779 24,277 32,457 42,758 32.7%

Margins(%)

EBITDA 16.8% 19.0% 20.5% 21.1% 21.6%
NPM 9.9% 12.3% 13.8% 13.8% 14.2%

Per Share Data (Rs.)
EPS 20.1 34.3 49.6 66.3 87.3 32.7%
PER (x) 19.1x 32.8x 51.3x 38.4x 29.1x
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Disclaimer

This report is not for public distribution and is only for private circulation and use. The Report should not be reproduced
or redistributed to any other person or person(s) in any form. No action is solicited on the basis of the contents of this
report.

This material is for the general information of the authorized recipient, and we are not soliciting any action based upon it.
This report is not to be considered as an offer to sell or the solicitation of an offer to buy any stock or derivative in any
jurisdiction where such an offer or solicitation would be illegal. It is for the general information of clients of Indiabulls
Securities Limited. It does not constitute a personal recommendation or take into account the particular investment
objectives, financial situations, or needs of individual clients. You are advised to independently evaluate the investments
and strategies discussed herein and also seek the advice of your financial adviser.

Past performance is not a guide for future performance. The value of, and income from investments may vary because
of changes in the macro and micro economic conditions. Past performance is not necessarily a guide to future
performance.

This report is based upon information that we consider reliable, but we do not represent that it is accurate or complete,
and it should not be relied upon as such. Any opinions expressed here in reflect judgments at this date and are subject
to change without notice. Indiabulls Securities Limited (ISL) and any/all of its group companies or directors or employees
reserves its right to suspend the publication of this Report and are not under any obligation to tell you when opinions or
information in this report change. In addition, ISL has no obligation to continue to publish reports on all the stocks
currently under its coverage or to notify you in the event it terminates its coverage. Neither Indiabulls Securities Limited
nor any of its affiliates, associates, directors or employees shall in any way be responsible for any loss or damage that
may arise to any person from any error in the information contained in this report.

The analyst for this report certifies that all of the views expressed in this report accurately reflect his or her personal
views about the subject stock and no part of his or her compensation was, is or will be, directly or indirectly related to
specific recommendations or views expressed in this report. No part of this material may be duplicated in any form
and/or redistributed without Indiabulls Securities Limited prior written consent.

The information given herein should be treated as only factor, while making investment decision. The report does not
provide individually tailor-made investment advice. Indiabulls Securities Limited recommends that investors
independently evaluate particular investments and strategies, and encourages investors to seek the advice of a financial
adviser. Indiabulls Securities Limited shall not be responsible for any transaction conducted based on the information
given in this report, which is in violation of rules and regulations of National Stock Exchange or Bombay Stock
Exchange.
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