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V-Guard Industries Ltd (VGRD IN)

Impressive margins, but priced in

INDIA | MIDCAP - ELECTRICALS | Quarterly Update

Top takeaways from Q1FY17

e Higher sales volumes of seasonal products such as stabilisers, fans, and pumps resulted
in the 15% revenue jump.

e  Firm pricing, soft commodity prices and better absorption of fixed costs boosted EBIDTA
and OPM.

e Improvement in the cash-conversion cycle and lower bill discounting resulted in interest
outgo falling 85%.

e  PAT vaulted 70% yoy to Rs 428mn due to better margins and lower interest burden.

Key highlights: An extended summer in most parts of India facilitated higher sales of key
products and helped the company to retain most benefits of softer raw material prices. It
also gained from better penetration in non-south-Indian markets. These factors facilitated
gross margin improvement of 300bps yoy. With the exception of marketing expenses, most
fixed costs were reined in, which resulted in an OPM jump of 240bps yoy to 11.1%. Healthy
operational cash flows on fall in inventory and rise in payables enabled it to cut down on bill-
discounting significantly, thereby reducing interest outgo by 85% yoy.

Management comments/concall/analyst-meet takeaways

v Sale volumes of wires and cables rose 10% while realisations were 10% lower because it
passed on complete benefit of softer copper prices.

v'  Despatches of pumps, stabilisers, water heaters, and fans picked up noticeably. This
boosted operational profitability.

v Profitability profile in non-south-Indian markets has improved significantly over the
years. VGl is currently breaking even at the PBT level in these markets.

v" Net debt is marginally negative and V-Guard intends to steadily pay off its term loan
over the next 12-18 months.

Outlook and valuation: VGI made most of climatic conditions prevailing in Q1FY17,
leveraging its product portfolio to the hilt. While the scope for gross-margin improvement is
limited, we believe increased channel sweating and tight working capital management
should see better absorption of fixed costs. In the light of its product basket and channel
penetration, we believe that normal weather patterns would be most beneficial for VGI and
have increased our FY18 EBIDTA/earnings by 5%/9%. We have also increased our earnings
multiple to 26x (vs. 24x) in recognition of its debt-free balance sheet and better cash
conversion cycle. Consequently, we raised our target price to Rs 1,510 (vs. Rs 1,270 earlier).
However, given the sharp run up, we maintain our Neutral rating. At this multiple, VGI has
little room to negotiate any disruption in its cash flows and earnings, as a sizeable portion of
its sales consists of seasonal products whose off-take is influenced by climatic conditions.
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Key Financials

Rs mn FY16 FY17E FY18E
Net Sales 18,623 21,701 25,796
EBIDTA 1,780 2,188 2,638
Net Profit 1,117 1,414 1,734
EPS, Rs 37.1 47.0 57.6
PER, x 433 34.2 27.9
EV/EBIDTA, x 26.0 20.9 17.1
P/BV, x 10.3 8.2 6.6
ROE, % 26.3 26.7 26.2
Debt/Equity (%) 0.0 0.0 0.0

CHANGE IN ESTIMATES

__Revised Est. ____% Revision__
Rs mn FY17E FY18E FY17E FY18E
Revenue 21,701 25,796 (0.0) (0.0)
EBITDA 2,188 2,638 9.5 4.5
PAT 1,414 1,734 16.4 9.4

Amol Rao (+ 9122 6667 9952)
arao@phillipcapital.in

Deepak Agarwal (+ 9122 6667 9944)
dagarwal@phillipcapital.in

(Rs mn) Q1FY17 QI1FY16 yoy growth % Q4FY16 qoq growth % vs Expectations Comments

Sales 5,727 4,993 15 5,968 -4.0 -2.3 Higher sales of stabilizers, pumps & fans

EBITDA 638 435 a7 654 -2.5 16.6 Firm pricing, soft raw mat. Prices, better cost absorption
EBITDA margin 11.1 8.7 243bps 11 18.1 180 bps

Interest 6 40 (85) 16 -63.4 Improved working capital obviates w. cap borrowing
Depreciation 39 39 0 44 -11.9

Other income 31 16 98 21 49.4 Surplus cash generated some treasury income

PBT 625 372 68 615 1.6

Tax 197 121 63 201 -1.8

Tax rate 32 32 -91bps 33 -108.5

PAT 428 252 70 415 3.2 18.5
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Segment wise results

Rs mn Q1FY17 Ql1FY16 % yoy FY16 FY15 % yoy
Net Revenues

Electronic 2,204 1,786 23.4 5,627 5,489 2.5
Electrical/Electro Mechanical 3,392 3,081 10.1 12,388 11,461 8.1
Others 130 126 3.7 607 510 19.1
Total 5,727 4,993 14.7 18,623 17,459 6.7
Segment PBIT

Electronic 322 237 36.1 766 576 33.1
Electrical/Electro Mechanical 284 158 79.6 860 642 33.9
Others 17 25 (31.1) 93 46 103.7
PBIT 623 420 48.4 1,719 1,263 36.1
(-)Interest 6 40 (85.2) 89 206 (56.7)
(-)Net un-allocable Exp 8 (8) (202.1) (20) - #DIV/0!
PBT 609 388 57.1 1,650 1,057 56.1
PBIT Margin (%)

Electronic 14.6 13.2 - 13.6 10.5 -
Electrical/Electro Mechanical 8.4 5.1 - 6.9 5.6 -
Others 13.3 20.1 - 15.3 9.0 -
Total Comp. PBIT Margin (%) 10.9 8.4 - 9.2 7.2 -

Source: Company, PhillipCapital India Research

Other key takeaways

v' The surge in air conditioner sales, especially those with an inbuilt inverter,
provided a fillip to despatches of stabilizers (VGI recently launched these for this
segment).

& As a precaution against stretching its working capital, the company kept low
inventories in its sales channels outside south India. As a result of lower stocking,
the management estimated that it missed out on an incremental 10% of sales.

v' VGl is looking to expand its existing range of pumps by developing higher HP
pumps, which will be targeted at high-rise buildings and agriculture.

v'  Gas cooktops will be the new addition to the company’s range of kitchen
appliances, which currently consists of induction cooktops and mixer-grinders.

v' Management maintained its guidance for 15% revenue growth in FY17 with
margins at ~10%. It expects its sales in southern India to grow by 7-8% with
revenues from the remaining geographies rising 25%.

Our take

The extent of gross margin improvement in Q1FY17 came as a pleasant surprise, with
its implications for EBIDTA and PAT. While the low base of Q1FY16 also helped, we
expect this momentum of sales growth to sustain until Q3FY17. Hence, we have
modified our estimates for EBIDTA and PAT for FY17-18. It is to the company’s credit
that it has improved its cash-conversion cycle to 52 days currently from 58 days
(FY16).

On the margin front, we are positive on the improved performance of operations
outside southern India and believe that operating leverage of 50bps p.a. is well within
the company’s reach over the next two years, due to fixed cost absorption. But
operating leverage could be curtailed by the additional deployment of human and
material resources to launch new products and increase channel sweating.

At an EV/EBIDTA multiple of 17x (FY18), VGI’s valuations are currently trending very
close to those of mid-sized FMCG players. While we have revised our earnings
valuations for VGI to 26x FY18 (PE), this leaves limited room for its stock price to
negotiate any shocks in earnings and cash flows. At these levels, it is important that
the company sustain and improve its working capital cycle; while maintaining the
anticipated trajectory of revenue and cash generation growth.
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Geographical revenue breakup

South Zone (Rs. bn)
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Operating profit and OPM trend
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Financials
Income Statement Cash Flow
Y/E Mar, Rs mn FY15 FY16 FY17E FY18E FY15 FY16 FY17E FY18E
Net sales 17,459 18,623 21,701 25,796 Pre-tax profit 1,014 1,609 2,049 2,512
Growth, % 15.0% 6.7% 16.5% 18.9% Depreciation 154 154 166 177
Raw Material expenses 12,980 13,208 15,522 18,648 Chg in working capital -260 -116 -327 -619
Operating expenses 2,204 2,527 2,785 3,183 Total tax paid -305 -498 -635 -779
Employee expenses 945 1,108 1,206 1,326 Other operating activities 230 163 -27 -51
EBITDA (Core) 1,330 1,780 2,188 2,638 Cash flow from operating activities 833 1,311 1,226 1,240
Growth, % 8.5% 33.8% 22.9% 20.6% Capital expenditure -123 -140 -300 -273
Margin, % 8% 10% 10% 10% Chg in investments 0 -194 -250 -100
Depreciation 154 154 166 177 Other investing activities 19 17 90 95
EBIT 1,176 1,626 2,022 2,461 Cash flow from investing activities -104 -316 -460 -278
Growth, % 6.4% 383% 243% 21.8% Free cash flow 729 995 766 962
Margin, % 7% 9% 9% 10% Equity raised/(repaid) 37 31 0 0
Interest paid 206 89 63 44 Debt raised/(repaid) -406  -574 -60 0
Other Non-Operating Income 45 72 90 95 Dividend (incl. tax) -157 -325 -245 -245
Pre-tax profit 1,014 1,609 2,049 2,512 Other financing activities -209 -73 -63 -44
Tax provided 307 493 635 779 Cash flow from financing activities (735) (941) (368) (289)
Profit after tax 707 1,117 1,414 1,734 Net chg in cash (6) 54 398 674
Net Profit 707 1,117 1,414 1,734
Growth, % 0.8% 57.9% 26.6% 22.6% Valuation Ratios
Margin, % 4.0% 6.0% 6.5% 6.7% FY1s FY16 FY17E FY1SE
Net Profit (adjusted) 707 1,117 1,414 1,734 Per Share data
No. of Eq. Sh O/S (m nos) 30 30 30 30 Dil. EPS (INR) 235 37.1 47.0 57.6
Growth, % 0.8 57.9 26.6 22.6
Balance Sheet Book NAV/ FD share (INR) 1256 1565 1953  244.8
Y/E Mar, Rs mn FY15 FY16 FY17E FY18E CEPS (INR) 28.7 42.2 52.5 63.5
Cash & bank 22 76 474 1,148 CFPS (INR) 27.7 43.6 40.7 41.5
Debtors 2,437 2,792 3,014 3,583 DPS (INR) 4.5 7.0 7.0 7.0
Inventory 2,608 2,047 2,439 2,895 Return ratios
Loans & advances 508 445 445 445 Return on assets (%) 9.8 15.6 16.5 16.6
Total current assets 5,575 5,360 6,372 8,071 Return on equity (%) 20.3 26.3 26.7 26.2
Gross fixed assets 2,407 2,526 2,797 3,000 Return on capital employed (%) 27.7 36.0 38.8 37.9
Less: Depreciation 773 916 1,083 1,259 Turnover ratios
Add: Capital WIP 12 1 30 100 Sales/Total assets (x) 3.8 3.8 3.6 3.4
Net fixed assets 1,646 1,611 1,745 1,840 Sales/Net FA (x) 10.7 11.6 12.7 14.8
Total assets 7,222 7,165 8,561 10,455 Working capital/Sales (x) 0.2 0.2 0.2 0.2
Fixed capital/Sales (x) 0.1 0.1 0.1 0.1
Current liabilities 2,239 1881 2,168 2,573 Receivable days 50.3 54.0 50.0 50.0
Provisions 436 398 398 398 Inventory days 58.2 43.8 45.0 45.0
Total current liabilities 2,674 2,279 2,566 2,971 Loans, Adv (days) 10.5 8.6 7.4 6.2
Debt 678 104 44 44 Payable days 50.0 40.2 40.0 40.0
Deferred Tax Liability 92 75 75 75 Working capital days 69.0 66.1 62.4 61.2
Total liabilities 3,444 2,457 2,684 3,089 Liquidity ratios
Paid-up capital 300 301 301 301 Current ratio (x) 21 24 25 2.7
Reserves & surplus 3,478 4,407 5,576 7,065 Quick ratio (x) 1.1 1.5 1.5 1.7
Shareholders’ equity 3,777 4,708 5,877 7,365 Interest cover (x) 5.2 15.2 26.2 4.5
Total equity & liabilities 7,222 7,165 8,561 10,455 Dividend cover (x) 5.2 5.3 6.7 8.2
Total debt/Equity (%) 0.2 0.0 0.0 0.0
Source: Company, PhillipCapital India Research Estimates Net debt/Equity (%) 0.2 0.0 (0.1) (0.1)
Valuation
PER (x) 66.1 418 33.0 26.9
PEG (x) - y-o-y growth 81.6 0.7 1.2 1.2
Price/Book (x) 12.4 9.9 7.9 6.3
Yield (%) 0.3 0.5 0.5 0.5
EV/Net sales (x) 2.7 2.5 2.1 1.7
EV/EBITDA (x) 343 25.1 20.1 16.5
EV/EBIT (x) 38.7 27.4 21.7 17.6
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Rating Methodology

We rate stock on absolute return basis. Our target price for the stocks has an investment horizon of one

year.
Rating Criteria Definition
BUY >=+15% Target price is equal to or more than 15% of current market price

NEUTRAL -15% > to < +15% Target price is less than +15% but more than -15%

SELL <=-15% Target price is less than or equal to -15%.
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securities mentioned in this research report, although it, or its affiliates/employees, may have positions in, purchase or sell, or be materially interested in any
of the securities covered in the report.

Suitability and Risks: This research report is for informational purposes only and is not tailored to the specific investment objectives, financial situation or
particular requirements of any individual recipient hereof. Certain securities may give rise to substantial risks and may not be suitable for certain investors.
Each investor must make its own determination as to the appropriateness of any securities referred to in this research report based upon the legal, tax and
accounting considerations applicable to such investor and its own investment objectives or strategy, its financial situation and its investing experience. The
value of any security may be positively or adversely affected by changes in foreign exchange or interest rates, as well as by other financial, economic, or
political factors. Past performance is not necessarily indicative of future performance or results.
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Sources, Completeness and Accuracy: The material herein is based upon information obtained from sources that PCIPL and the research analyst believe to be
reliable, but neither PCIPL nor the research analyst represents or guarantees that the information contained herein is accurate or complete and it should not
be relied upon as such. Opinions expressed herein are current opinions as of the date appearing on this material, and are subject to change without notice.
Furthermore, PCIPL is under no obligation to update or keep the information current.Without limiting any of the foregoing, in no event shall PCIL, any of its
affiliates/employees or any third party involved in, or related to computing or compiling the information have any liability for any damages of any kind
including but not limited to any direct or consequential loss or damage, however arising, from the use of this document.

Copyright: The copyright in this research report belongs exclusively to PCIPL. All rights are reserved. Any unauthorised use or disclosure is prohibited. No
reprinting or reproduction, in whole or in part, is permitted without the PCIPL’s prior consent, except that a recipient may reprint it for internal circulation only
and only if it is reprinted in its entirety.

Caution: Risk of loss in trading/investment can be substantial and even more than the amount / margin given by you. The recipient should carefully consider
whether trading/investment is appropriate for the recipient in light of the recipient’s experience, objectives, financial resources and other relevant
circumstances. PCIPL and any of its employees, directors, associates, group entities, or affiliates shall not be liable for losses, if any, incurred by the recipient.
The recipient is further cautioned that trading/investments in financial markets are subject to market risks and are advised to seek trading/investment advice
before investing. There is no guarantee/assurance as to returns or profits or capital protection or appreciation. PCIPL and any of its employees, directors,
associates, group entities, affiliates are not inducing the recipient for trading/investing in the financial market(s). Trading/Investment decision is the sole
responsibility of the recipient.

For U.S. persons only: This research report is a product of PhillipCapital (India) Pvt Ltd., which is the employer of the research analyst(s) who has prepared the
research report. The research analyst(s) preparing the research report is/are resident outside the United States (U.S.) and are not associated persons of any
U.S.-regulated broker-dealer and therefore the analyst(s) is/are not subject to supervision by a U.S. broker-dealer, and is/are not required to satisfy the
regulatory licensing requirements of FINRA or required to otherwise comply with U.S. rules or regulations regarding, among other things, communications with
a subject company, public appearances, and trading securities held by a research analyst account.

This report is intended for distribution by PhillipCapital (India) Pvt Ltd. only to "Major Institutional Investors" as defined by Rule 15a-6(b)(4) of the U.S.
Securities and Exchange Act, 1934 (the Exchange Act) and interpretations thereof by the U.S. Securities and Exchange Commission (SEC) in reliance on Rule 15a
6(a)(2). If the recipient of this report is not a Major Institutional Investor as specified above, then it should not act upon this report and return the same to the
sender. Further, this report may not be copied, duplicated, and/or transmitted onward to any U.S. person, which is not a Major Institutional Investor.

In reliance on the exemption from registration provided by Rule 15a-6 of the Exchange Act and interpretations thereof by the SEC in order to conduct certain
business with Major Institutional Investors, PhillipCapital (India) Pvt Ltd. has entered into an agreement with a U.S. registered broker-dealer, Decker & Co, LLC.
Transactions in securities discussed in this research report should be effected through Decker & Co, LLC or another U.S. registered broker dealer.

If Distribution is to Australian Investors
This report is produced by PhillipCapital (India) Pvt Ltd and is being distributed in Australia by Phillip Capital Limited (Australian Financial Services Licence No.
246827).

This report contains general securities advice and does not take into account your personal objectives, situation and needs. Please read the Disclosures and
Disclaimers set out above. By receiving or reading this report, you agree to be bound by the terms and limitations set out above. Any failure to comply with
these terms and limitations may constitute a violation of law. This report has been provided to you for personal use only and shall not be reproduced,
distributed or published by you in whole or in part, for any purpose. If you have received this report by mistake, please delete or destroy it, and notify the
sender immediately.

PhillipCapital (India) Pvt. Ltd.
Registered office: No. 1, 18th Floor, Urmi Estate, 95 Ganpatrao Kadam Marg, Lower Parel West, Mumbai 400013
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