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HCL Technologies

Strong quarter, raised guidance

HCL Technologies (HCL Tech) reported strong revenue growth, higher-than-
expected margin performance and increased revenue growth guidance.
Strong revenue growth was driven by healthy performance in financial
vertical and additional $100+ million revenue contribution from IBM select
products acquisitions (lower-than our estimates). Organic CC revenue
growth is at around 1.5%/14% q-o-q/y-o-y, ahead of our estimates. EBIT
margin improved 287BPS g-0-q to 20.0%, ahead of our expectations, aided
by the improvement in core business as well as integration of high-margin
IB products. The margin of ERS business improved significantly on g-o-q
basis. Management increased its revenue growth guidance to 15-17% for
FY2020E and expects acceleration in organic revenue contribution (10-
11% from 8-9% earlier). Organic growth guidance has been increased on
the back of good bookings in Q2FY2020 and strong organic growth in
1HFY2020. EBIT margin would be impacted in Q3FY2020 owing to higher
amortization expenses (2H amortisation is $107 million, higher than 1H).
The company announced 1:1 bonus during the quarter.

Key positives

¢ Strong CC revenue growth of 6/20.5% g-o0-g/y-o-y, including inorganic
revenue components from IBM select products

¢ Margins beat, aided by strong operating performance in both core
business as well as IBM product integration

¢ RevenueguidanceforFY2020Eraisedto15-17% andindicated acceleration
in organic growth to 10-11% vs. 8-10% earlier

Key negatives
¢ Mode-2 growth decelerated on a g-o-q basis
¢ Continued weakness in capital market segment of financial services vertical

Our Call

Valuation — Maintain Buy with revised PT of Rs. 1,275: We have fine-tuned
our earnings estimates for FY2020E/FY2021E, factoring in an increase
in revenue growth guidance, while we have already considered higher
amortisation expenses in our model. Good deal wins during the quarter along
with large addressable opportunity in IMS provides the visibility of industry-
leading organic revenue among large peers in FY2020E. At CMP, the stock
trades at 15x/13x its FY2020/FY2021 earnings estimates, which look attractive
considering better revenue growth versus peers over FY2019-FY2021E. We
maintain our Buy rating on the stock with a revised PT of Rs. 1,275.

Key Risks

Any integration issues in ongoing M&A activities especially IP-related
transactions could impact earnings. Further, high dependence on IMS could
create challenges to its revenue growth trajectory.

Valuation Rs cr
Particulars FY17 FY18 FY19 FY20E FY21E
Revenue 46,722.0 50,5700 60,4270 70,0065 76,970.8
OPM (%) 221 22.6 231 229 234
Adjusted PAT 8,456.0 8,780.0 10,123.0 10,133.0 11,292.3
% YoY growth 15.0 3.8 15.3 0.1 1.4
Adjusted EPS (Rs.) 60.7 62.6 73.6 747 83.2
P/E (x) 18.0 175 14.9 147 13.2
P/B (x) 47 4.3 3.8 3.2 2.9
EV/EBITDA (x) 151 13.0 10.6 9.3 8.2
RoNW (%) 279 25.3 26.0 231 23.0
RoCE (%) 315 30.0 29.2 26.0 25.9

Source: Company; Sharekhan Research
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Strong quarter

HCL Tech delivered better-than-expected performance across all financial parameters. HCL Tech impressed
with strong constant currency (CC) revenue growth of 6% g-o-q and 20.5% y-o-y, led by strong growth in
financial services (7.4% g-o-q and 8.5% y-o-y CC), while additional revenue contribution from IBM select
products remained below our expectations. Organic CC revenue growth is at around 1.5% (ahead of our
estimates) and rest from IBM select product acquisition. On a reported basis, USD revenue grew by 5.2%/18.4%
g-0-g/y-o-y to $2,485.6 million in Q2FY2020. EBIT margin improved 287BPS g-o-q to 20.0%, ahead of our
expectations, aided by (1) contribution of revenues from high-margin IBM product, (2) absence of upfront
investments for IBM products (+70 BPS), (3) rupee tailwind and absence of visa costs (+ 32 BPS) and (4)
lower amortisation expenses (+15 BPS). These margin tailwinds were partially offset by wage revisions for
large portion of its employees (- 45 BPS). Further, EBIT margin of ER&D services improved sharply to 21.4%
from 16.3% in the previous quarter. Net profit came at Rs. 2,651 crore and ahead of our estimates, aided by
improved operating performance.

Raised revenue growth guidance, board approved bonus shares

HCL Tech’s management has raised FY2020E CC revenue growth guidance to 15-17% from 14-16% earlier,
led by good deal booking during the quarter. Organic growth guidance has been increased to 10-11% from
8-10% and 7-9% at the beginning of the year, on the back of strong organic growth in 1THFY2020. Further,
mode-2 (proxy of digital business) and mode-3 (products and platforms) together contributes to 33% of the
total revenue, which is expected to support the revenue growth going ahead considering the strong traction
among its customers. Further, the acquisition of product business helped the company to get exposure to a
large number of customers, which has opened up the cross selling opportunities of its own products as well
as services. Though there would be pressure in IMS business owing to higher renewal in coming quarters,
the management believes that modernisation of data centre and large addressable market (HCL Tech has
~3-4% market share) would provide incremental source of revenues. Though management continues to see
weakness in financial services, demand for digital works in the retail banking space would continue to drive
the growth. Further, management indicated that it sees at least next 3-4 quarters of sequential growth in its
product business. The company announced 1:1 bonus during the quarter.

Key result highlights from earnings call

¢ HCL Tech raised revenue guidance: HCL Tech increased CC revenue growth guidance of 15%-17% for
FY2020E. The guidance bakes in 5-7% contribution to growth from acquisitions from 6% earlier. Organic
growth guidance has been increased to 10-11% from 8-10% on the back of strong organic growth in THFY20
and good deal bookings during the quarter.

¢ Large deals to drive strong organic growth: Strong organic growth in the past few quarters was due
to ramp-up of mega deals. HCL Tech signed 15 transformational deals in the quarter led by financial
services, life science and healthcare, manufacturing and retail & CPG verticals.

¢ Client metrics: $100 million and $50 million client buckets increased by 1to 13 and 30 sequentially. On
y-o-y basis, number of $100 million clients was up by 4, while number of $50 million clients declined by 1.

+ Financial services: HCL Tech reported strong growth in financial services on the back of number of ramp-
ups in some of the existing clients and the project work. The management has indicated that it sees a
lot of traction for its digital offerings in the retail banking space. The pick-up in digital transformation in
retail backing space is expected to drive its growth going ahead. However, the company continues to
see weakness in the capital market segment owing to pricing pressure and lower interest rates. Mode-2
growth in financial vertical is expected to offset the softness in certain clients spending.

¢ Retail & CPG vertical: The 1H2020 was good in terms of booking and revenue perspective. Though the
growth in retail vertical could remain soft in Q3FY2020E, management remains positive in medium-term
perspective.

¢ Commentary on IMS: Management acknowledged that the renewal pressure is quite high in later part of
FY2020E and early FY2021E. As a lot of customers are looking at modernizing data centers, it can give
HCL Tech an opportunity to modernise the application landscape. Large addressable market would help
to drive its growth in IMS business.
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Results

Particulars
Revenue ($ mn)
Net sales

Direct costs

Gross profit

SG&A

EBITDA

Depreciation and amortisation
EBIT

Forex gain/(Loss)

Other income

PBT

Tax provision

Net profit

EPS (Rs.)

Margin (%)

EBITDA

EBIT

NPM

Source: Company; Sharekhan Research
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Q2FY20
2,485.6
17,528.0
11,061.0
6,467.0
2,039.0
4,428.0
606.0
3,822.0
-10.0

7.0
3,819.0
835.0
2,651.0
19.5

253
21.8
15.1

Q2FY19
2,098.6
14,861.0
9,363.0
5,498.0
1,773.0
3,725.0
533.0
3,192.0
69.0
183.0
3,444.0
678.0
2,541.0
187

251
21.5
1741

Q1FY20
2,363.6
16,425.0
10,631.0
5,794.0
2]05.0
3,689.0
595.0
3,094.0
19.0
109.0
3,222.0
705.0
2,220.0
16.4

225
18.8
13.5

y-o-y (%)

18.4
17.9
181
17.6
15.0
18.9
137
197
-114.5
-96.2
10.9
23.2
4.3
43
BPS
20
33
-197

Rs cr

q-o-q (%)

5.2
6.7
4.0
1.6
-31
20.0
1.8
23.5
-152.6
-93.6
18.5
18.4
19.4
19.4
BPS
280
297
161
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Outlook

Growth for Indian IT is expected to accelerate from current 6-7% as demand for digital services grows rapidly.
India will continue to remain the preferred destination for talent supply and create a gradual shift of digital
business from onsite. HCL Tech has invested aggressively in the fast-growing Mode-2 (a good proxy for digital
offering) capabilities, which would help the company to match with the industry’s growth. Further, the company
has made large investments towards the acquisition of IP products to diversify its focus on new high-margin
revenue streams. The addressable market opportunity for IMS is very large with only 10-12% penetration of
addressable market. Given its differentiated positioning in IMS and strong capabilities in engineering services,
HCL Tech is well positioned to maintain growth momentum in these segments going ahead.

Valuation

We maintain our Buy rating on the stock with a revised PT of Rs. 1,275. At CMP, the stock trades at 15x/13x its
FY2020/FY2021 earnings estimates, which look attractive considering better revenue growth versus peers over
FY2019-FY2021E. We have fine-tuned our earnings estimates for FY2020E/FY2021E, factoring in increase in
revenue growth guidance, while we have already considered higher amortisation expenses in our model. Good
deal wins during the quarter along with large addressable opportunity in IMS provides visibility of industry-
leading organic revenue among large peers in FY2020E.
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Peer valuation

P/E (x) EV/EBIDTA (x) P/BV (x) RoE (%)
Particulars MCAR
(Rs Cr) FY20E FY21E FY20E FY21E FY20E FY21E FY20E FY21E

HCL Tech 1,096 136 1,48,614 147 13.2 9.3 8.2 3.2 2.9 231 23.0
Infosys 651 426 2,77116 16.9 151 1.3 101 2.3 2.3 25.5 28.5
TCS 2,075 375 778,714 23.8 216 17.6 15.8 79 72 347 347
Tech M 727 96 70,08 15.2 13.0 97 7.9 31 27 19.3 19.8
Wipro 254 571 1,45,308 15.1 13.8 9.3 81 31 2.8 17.8 17.4

Source: Company, Sharekhan estimates
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About company

HCL Tech is a leading global technology company providing software-led IT solutions, remote infrastructure
management, and BPO services and engineering-related services. Further, the company helps global
enterprises re-imagine and transform their businesses through digital technology transformation. HCL Tech
leverages its global network of integrated co-innovation labs and global delivery capabilities to provide
holistic multi-service delivery in key industry verticals.

Investment theme

HCL Tech’s revenue growth momentum is expected to accelerate, led by several large deal wins in the past few
quarters and gradual recovery in infrastructure management services. The company focuses on chasing large
deals to capture market share from incumbents in consolidation deals. Being the leader in IMS practices and
the third-largest engineering services player globally in revenue, the company is well positioned to win large
deal wins. Strong deal wins along with acquisition of select IP products will help the company to drive growth
going ahead.

Key Risks

1) Continued slowdown in organic revenue growth, 2) integration issues in ongoing M&A activities, especially IP-
related transactions, 3) rupee appreciation and/or adverse cross-currency movements, 4) pressure in renewal of
IMS deals, 5) any hostile regulatory visa norms could have an impact on employee expenses, and 6) any major
macro issues in developed markets, especially in the U.S. and Europe.

Additional Data

Key management personnel

Shiv Nadar Founder & Chairman

C Vijay Kumar President & CEO

Prateek Aggarwal Chief Financial Officer

G H Rao President - Engineering and R&D Services
Rahul Singh President — Financial Services

Source: Company Website

Top 10 shareholders

Sr. No. Holder Name Holding (%)
1 Vama Sundari Investments Delhi Pvt 42.90
2 HCL Holdings Pvt Ltd 16.46
3 BlackRock Inc 1.61
4 Artisan Partners LP 1.48
5 Vanguard Group Inc/The 1.45
6 ICICI Prudential Asset Management 1.35
7 SBI Funds Management Pvt Ltd 1.30
8 Life Insurance Corp of India m
9 Nomura Holdings Inc 0.98
10 Vontobel Holding AG 0.88

Source: Bloomberg

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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Disclaimer: This document has been prepared by Sharekhan Ltd. (SHAREKHAN) and is intended for use only by the person or entity
to which it is addressed to. This Document may contain confidential and/or privileged material and is not for any type of circulation
and any review, retransmission, or any other use is strictly prohibited. This Document is subject to changes without prior notice.
This document does not constitute an offer to sell or solicitation for the purchase or sale of any financial instrument or as an official
confirmation of any transaction. Though disseminated to all customers who are due to receive the same, not all customers may
receive this report at the same time. SHAREKHAN will not treat recipients as customers by virtue of their receiving this report.

The information contained herein is obtained from publicly available data or other sources believed to be reliable and SHAREKHAN
has not independently verified the accuracy and completeness of the said data and hence it should not be relied upon as such. While
we would endeavour to update the information herein on reasonable basis, SHAREKHAN, its subsidiaries and associated companies,
their directors and employees (“SHAREKHAN and affiliates”) are under no obligation to update or keep the information current. Also,
there may be regulatory, compliance, or other reasons that may prevent SHAREKHAN and affiliates from doing so. This document is
prepared for assistance only and is not intended to be and must not alone be taken as the basis for an investment decision. Recipients
of this report should also be aware that past performance is not necessarily a guide to future performance and value of investments
can go down as well. The user assumes the entire risk of any use made of this information. Each recipient of this document should
make such investigations as it deems necessary to arrive at an independent evaluation of an investment in the securities of companies
referred to in this document (including the merits and risks involved), and should consult its own advisors to determine the merits and
risks of such an investment. The investment discussed or views expressed may not be suitable for all investors. We do not undertake to
advise you as to any change of our views. Affiliates of Sharekhan may have issued other reports that are inconsistent with and reach
different conclusions from the information presented in this report.

This report is not directed or intended for distribution to, or use by, any person or entity who is a citizen or resident of or located in any
locality, state, country or other jurisdiction, where such distribution, publication, availability or use would be contrary to law, regulation
or which would subject SHAREKHAN and affiliates to any registration or licensing requirement within such jurisdiction. The securities
described herein may or may not be eligible for sale in all jurisdictions or to certain category of investors. Persons in whose possession
this document may come are required to inform themselves of and to observe such restriction.

The analyst certifies that the analyst has not dealt or traded directly or indirectly in securities of the company and that all of the
views expressed in this document accurately reflect his or her personal views about the subject company or companies and its or
their securities and do not necessarily reflect those of SHAREKHAN. The analyst further certifies that neither he or its associates
or his relatives has any direct or indirect financial interest nor have actual or beneficial ownership of 1% or more in the securities of
the company at the end of the month immediately preceding the date of publication of the research report nor have any material
conflict of interest nor has served as officer, director or employee or engaged in market making activity of the company. Further, the
analyst has also not been a part of the team which has managed or co-managed the public offerings of the company and no part
of the analyst’'s compensation was, is or will be, directly or indirectly related to specific recommendations or views expressed in this
document. Sharekhan Limited or its associates or analysts have not received any compensation for investment banking, merchant
banking, brokerage services or any compensation or other benefits from the subject company or from third party in the past twelve
months in connection with the research report.

Either SHAREKHAN or its affiliates or its directors or employees / representatives / clients or their relatives may have position(s), make
market, act as principal or engage in transactions of purchase or sell of securities, from time to time or may be materially interested
in any of the securities or related securities referred to in this report and they may have used the information set forth herein before
publication. SHAREKHAN may from time to time solicit from, or perform investment banking, or other services for, any company
mentioned herein. Without limiting any of the foregoing, in no event shall SHAREKHAN, any of its affiliates or any third party involved
in, or related to, computing or compiling the information have any liability for any damages of any kind.
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