Stock Update

Organic growth to accelerate, upgrade to Buy

HCL Technologies
Reco: Buy | CMP: Rs1,132
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Price performance

Absolute 33 6.0 10.0 241
Relative to Sensex 5.8 2.4 2.4 14.2
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Key points

Good quarter, strong deal closure continued:
HCL Tech has reported yet another strong
revenue growth performance along with highest
ever deal bookings (third time record order
bookings during FY2019) in Q4FY2019, while
operating profitability missed our estimates.
HCL Tech impressed with strong constant
currency (CC) revenue growth of 3.3% g-o0-q
and 15.3% y-o-y, led by strong growth in IMS
(7.3% g-o0-gq and 21.9% y-o-y CC) and application
services (5.2% g-o-g and 8.4% y-o-y CC). On
a reported basis, USD revenue grew by 3.5%
g-o-q to $2,277.8 million in Q4FY2019. EBIT
margin contracted by Y63BPS g-o-q to 18.9%,
below our expectations, owing to forex impact
including rupee appreciation (-43 bps) and soft
seasonality in product business (-20 bps). Lower
profitability was partially offset by higher-than-
expected forex gains that resulted in 1.6% g-0-q
decline in net profit to Rs. 2,568 crore.

Continued revenue momentum in FY2019, beat
top-end of organic growth guidance: For last
three years (FY17-FY19), HCL Tech has been
delivering industry-leading revenue growth
among the large peers, with a CAGR of 11.2% in
USD terms. In FY2019, the company delivered
strong CC revenue growth of 11.8% uy-o-y,
higher than its guidance range of 9.5-11.5%, led
by strong growth in IMS (11.1% CC), business
services (51.5% CC), engineering and R&D (19.5%
CC). However, application services CC revenue
growth remained soft at 3.5% y-o-y owing to
client-specific issues in financial vertical in
Europe. Baring financial and manufacturing,
technology (30.7% CC), lifesciences (22.5%
CC), telecommunications (17.5% CC), retail &
CPG (16.8% CC) and public services (11.6% CC)
verticals led the overall growth during FY2019.
Further, the company’s organic growth (V6.5%
CC) exceeded its estimates of 4.25-6.25% in CC
provided at the beginning of FY2019. Though
Mode 1(core service) grew 4.5% y-o-y in CC terms
in FY2019, Mode 2 (next-gen services including
digital) and Mode 3 (products & platform) grew
by 28.7% and 48.4% on y-o-y basis. Mode 2 and
Mode 3 revenues together accounted for 28.4%
of total revenues in FY2019, which is expected to
increase to 35% of total revenues in FY2020E.

Revenue guidance for FY2020E remains strong,
but cut margin guidance: The management has
provided strong CC revenue growth guidance
of 14-16% for FY2020E, including revenues
from the acquisition of seven products from
IBM (transaction is expected to close in May
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2019) and full year incremental revenues from
other acquisitions (Strong-Bridge Envision, H&D
International group and Actian Corporation). The
organic revenue contribution to overall FY2020E
revenue is expected to be accelerated to 7-9%
(6.5% y-o0-y in FY2019) though it would be mostly
back-ended, led by strong deals wins, healthy
deal pipeline (up 10% y-o-y), addition of large
clients, continued robust growth momentum
in IMS and increasing spending in digital
transformation (grew 18% in FY2019 across
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to IBM seven product acquisition against one
month incremental revenue and wage revision),
higher investments for building capabilities,
steps to control attrition rate and transition
impact of large deal ramp-ups.

Organic growth to accelerate, upgrade to Buy:
We have fine-tuned our earnings estimates for
FY2020E/FY2021E factoring in incremental
revenue contribution from the acquisitions, while
lowering the operating margins owing to cut in

guidance and constraints around talent supply.
Strong large deal momentum and pipeline
along with large addressable opportunity in

growth outlook, the management cautioned IMS provides strong visibility of acceleration

about the challenges to revenue growth owing of organic revenues in FY2020E. Further, the
to geopolitical factors including delays in revenue contribution from products business

visa processing, delays in demand fulfillment could helpinimproving margins once it stabilised.
owing to talent supply crunch, adverse impact At CMP, the stock trades at 14x/13x of its FY2020/

on clients’ spending owing to tariff wars and FY2021E earnings estimates, looks inexpensive

BREXIT. The margins guidance lowered to valuation considering impressive revenue
18.5-19.5% for FY2020E versus the earlier growth over FY2019-FY2021E. Therefore, we

guidance of 19.5-20.5% for FY2019, attributed upgrade our rating to Buy on HCL Tech with a
to below guided margin range performance in revised PT of Rs. 1,250.
Q1FY2020E (full quarter transition impact due

industry). Further, the management expects
acceleration in growth in manufacturing vertical
in FY2020E (flattish in FY2019). Despite a strong

Valuations Rs cr
Particulars | FY18 | FY19 | FY20E | FY21E
Net sales 50,570.0 60,427.0 69,9687 78,029.2
EBITDA margin (%) 226 231 22.0 22.2
Net profit 8,780.0 10,123.0 10,836.3 12,096.8
EPS (Rs.) 631 736 78.8 879
P/E (x) 18.0 15.4 14.4 12.9
EV/EBITDA (x) 13.4 1.0 10.0 8.9
ROE (%) 25.3 25.9 24.4 24.2
RoCE (%) 30.0 29.8 274 27.2
Results Rs cr
Particulars Q4FY19 Q4FY18 Q3FY19 y-o-y (%) ‘ g-o-q (%)
Revenue ($ mn) 2,277.8 2,038.0 2,201.5 11.8 3.5
Net sales 15,990.0 13,179.0 15,699.0 21.3 1.9
Direct costs 10,421.0 8,560.0 10,152.0 217 2.6
Gross profit 5,569.0 4,619.0 5,547.0 20.6 0.4
SG&A 1,972.0 1,583.0 1,900.0 246 3.8
EBITDA 3,597.0 3,036.0 3,647.0 18.5 -1.4
Depreciation and amortisation 558.0 453.0 561.0 23.2 -0.5
EBIT 3,039.0 2,583.0 3,086.0 177 -1.5
Forex gain/(Loss) 23.0 161.0 -54.0 -85.7 -142.6
Other income 129.0 119.0 159.0 8.4 -18.9
PBT 3,191.0 2,863.0 3,191.0 11.5 0.0
Tax provision 615.0 634.0 566.0 -3.0 87
Net profit 2,568.0 2,227.0 2,611.0 15.3 1.7
EPS (Rs.) 18.9 16.4 19.2 15.3 -17
Margin (%) BPS BPS
EBITDA 22.4 23.0 231 -54 -74
EBIT 18.9 19.6 19.6 -59 -65
NPM 16.0 16.9 16.5 -84 -57
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Revenue mix: Geographies, industry verticals and other operating metrics
Particulars Revenue ‘ Contribution ‘

$ Growth (%)

CC growth (%)

($ mn) | (%) g-0-q | y-o-y| g-0-q | y-o-y
Revenue ($ mn) 2,278 100 35 1.8 33 15.3
Geographic mix
Americas 1,433 62.9 11 141 11 151
Europe 677 297 9.0 10.6 8.4 18.7
RowW 169 7.4 49 -27 3.6 47
Industry verticals
Financial services 4831 211 11 -5.7 0.9 -1.4
Manufacturing 399 17.5 2.3 1.9 2.5 6.7
Technology and services 426 18.7 3.5 24.4 3.9 259
Retail and CPG 228 10.0 1.4 16.4 1.4 20.9
Telecommunications, media 196 8.6 -3.3 299 -3.8 334
Lifesciences and healthcare 296 13.0 35 26.3 35 28.2
Public services 253 11 18.4 17.0 177 21.8
Service line
Application services 743 32.6 54 5.0 5.2 8.4
Infrastructure Services 886 38.9 7.3 16.6 7.3 219
ERD services 544 23.9 -3.0 10.8 -3.0 121
BPO 103 4.5 -6.9 29.0 -5.8 335
Clients Contribution
Top 5 387 17.0 11 16.6 - -
Top 10 549 241 0.5 13.2 - -
Top 20 761 33.4 1.3 10.8 - -

Sharekhan Limited, its analyst or dependant(s) of the analyst might be holding or having a position in the companies mentioned in the article.
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