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Valuations stretch: downgrade to ‘Reduce’

I-Flex Solutions (I-Flex) reported a lower than expected
Q4FY07, with 5.3% and 0.5% sequential increase in
revenue and net profit to Rs5.8bn and Rs777mn
respectively. Nevertheless, the company has good order
pipeline as indicated by a tank size of US$82.5mn
(highest ever) and deferred revenue of Rs3.4bn.

On account of lower than expected Q4FY07, we are
decreasing our FYO8E and FYO9E EPS estimates by 4.4%
and 9.3% to Rs51.2 and Rs65.8 respectively, implying a
two year EPS CAGR of 38.7%.

Currently, the stock is quoting at FYO8E and FYO9E PER of
49.2x and 38.4x respectively. The stock has
outperformed the indices as well as its peers in the last
few months, which we believe is on account of market
expectation of another open offer from Oracle, rather
than on fundamentals. Though synergies with Oracle
have started yielding results for the company in its
products business, we believe that the current stock
price factors this. Therefore, we downgrade the stock
from ‘Accumulate’ to ‘Reduce’. However, an open offer
from Oracle remains the key risk to our recommendation.

Key highlights of Q4FYQ7 results are:

A Implementation fee drives product revenue: During
Q4FY07, I-Flex’s product revenue grew 1%
sequentially, driven by 12% sequential increase in
implementation fee. License fee on the other hand
declined 11% sequentially to Rs705mn. In FYO07,
license fee grew only 0.7% YoY to Rs2.7bn, reducing
its share in products revenue to 24.5% in FYO7,
lowest in the last six years. Though we are
disappointed with the slower growth in license fee, a
tank size of US$82.5mn at the end of Q4FY07
indicates good Vvisibility. We expect products
revenue to grow at a two year (FYO7-09E) CAGR of
39.8% to Rs21.4bn in FYO9E as against Rs10.97bn in
FYO7.
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Chart 1: Trend in license fee and tank size
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Source: IISL research, company

A  Services revenue grew 10.1% sequentially: I-Flex’s revenue from services
business grew 10.1% sequentially to Rs2.4bn driven by 18.5% sequential
increase in non-citi business.

A  Consolidated EBITDA margin fell by 40bps: Though EBITDA margin in the
services business improved by 840bps, on account of higher proportion of
offshore revenue and higher utilisation; a 390bps fall in the products EBITDA
margin, due to lower license fee booking and higher G&A, led to a 40bps fall in
consolidated EBITDA margin to 27.9%. The margin was also impacted
negatively by higher losses in the KPO business in Q4FY07.

However, we expect the company’s consolidated EBITDA margin to improve going
forward, because of:

a) Higher license fee revenue, expanding EBITDA margin of the products
business

b) Improving services margin, as the company adds more at the entry level and
improve utilisation and realisation.

¢) Benefits from economies of scale

A  Forecasts: Due to lower than expected Q4FYQ7 results, we are revising our
FYO8E and FYO9E EPS estimates downwards by 4.4% and 9.3%, to Rs51.2 and
Rs65.8 respectively, implying a two year EPS CAGR of 38.7%.

A Valuation: I-Flex’s increasing synergies with Oracle has enabled it to report
higher traction in its products business, resulting in a revenue growth of
44.8% in the products business in FYQO7, highest in the last four years.
However, we believe that at the current FYO8E and FYO9E PER of 49.2x and
38.4x, the stock is valued fairly and factors these synergies. Though the stock
has outperformed the underlying indices and its peers in the last few months,
we believe that this is due to the expectation of another open offer from Oracle
rather than on fundamentals. Therefore, we downgrade the stock from an
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‘Accumulate’ to ‘Reduce’. However, another open offer from Oracle at a price
higher than the current market price is a key risk to our recommendation.

Table 1. Quarterly result table

Rs mn Q4FY07 Q3FYO7 QoQ (%) QA4FY06  YoY (%)
Revenue 5,794 5,502 5.3% 4,577 26.6%
Products 3,206 3,172 1.1% 2,619 22.4%
Services 2,445 2,222 10.1% 1,891 29.3%
KPO 143 108 32.7% 67 112.8%
Cost of Revenues 3,208 3,092 3.8% 2,279 40.8%
Gross Profit 2,586 2,410 7.3% 2,298 12.5%
GPM 44.6% 43.8% 50.2%
Selling and Mktg 747 737 1.3% 566 31.9%
General and Admn 747 609 22.8% 419 78.3%
EBITDA 1,093 1,064 2.6% 1,313 -16.8%
EBITDA Margin 18.9% 19.3% 28.7%
Depreciation 247 260 -4.8% 152 63.0%

Other than temp. diminution in - - -
value of securities available for sale

Share of associate company 2 3 -36.4% 1 172.1%
gain/loss

Interest and Other income 26 @) 105 -74.9%
PBT 874 806 8.5% 1,267 -31.0%
Provision for tax 97 33 196.3% 98 -1.0%
Tax Rate 11.1% 4.1% 7.8%

PAT 777 773 0.5% 1,169 -33.6%
NPM 13.4% 14.0% 25.5%

Source: IISL research, company

Table 2. Estimates

Rsmn FY06 FYO7 FYOSE FYOSE
Net Sales 14,835 20,381 27,579 36,283
% change 30.1 374 35.3 31.6
Net Income 2,190 2,768 4,148 5,326
% change 8.0 26.4 49.8 28.4
EPS (Rs.) 28.7 34.2 51.2 65.8
% change 8.0 19.0 49.8 28.4
P/E (x) 87.9 73.8 49.2 38.4
ROE (%) 17.6 15.7 17.5 19.0
ROCE (%) 19.7 15.6 18.0 19.9

Source: |ISL research, company
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Disclaimer Clause

This report has been prepared by the Research Department of IL&FS Investsmart Securities Limited (IISL). 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 report has been produced independently of the company, and forward looking statements, opinions and expectations
contained herein are entirely those of IISL and given as part of its normal research activity and not as a Manager or Underwriter or any Offering or as an agent of
the Company or any other person. Accordingly, if the Company should at any time commence an Offering of securities, any decision to invest in any such Offer or
invitation to subscribe for or acquire securities of the Company must be based wholly on the information contained in the Final Prospectus issued or to be issued
by the Company in connection with any such Offer or invitation and not on the contents hereof. This document is for information purpose 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. IISL, 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 the shares and bonds, changes in the currency rates, diminution in the NAVs reduction in the dividend or income, etc

IISL 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 / organizations
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 IISL 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 purpose without prior written approval of 1I1SL.

Foreign currency denominated securities, if any, 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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