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Tata Consultancy Services

Rich valuation, downgrade to Hold

We recently met the management of TCS to understand the demand
environment (especially BFSI, retail and manufacturing), conversion of
backlog into revenue and margin outlook. Management cited that growth
of both BFSI and retail verticals (together account for 46% of total revenue)
would further moderate in Q3FY2020E owing to continued weak spending
in the capital markets segment in the U.S. and large banks in Europe and
delay in deal closures in the retail space due to slowdown in decision
making. Management also expects higher impact of furloughs, lower
working days and certain macro issues to impact the growth momentum in
Q3FY2020E. However, the organic growth rate (on a large base) of its BFSI
vertical remains strong among large global peers given its ability to stitch
together large and complex deals and quality of solutions. Despite strong
book-to-bill ratio (in the range of 1-1.16x), slowdown in revenue growth
momentum in the past couple of quarters was primarily due to leakage
in existing/old projects (delay/cut in spends of maintenance/support
relating works). Management highlighted that growth momentum of both
manufacturing and life science and health verticals would continue, led
by recovery in auto sub segment, growth in the engineering division (third
largest globally) and strong traction for its products and platforms among
pharma/drug companies.

Expect margin to remain steady in 2HFY2020: Though TCS’s operating
profitability continues to remain strong compared to its peers because of
its effective cost-control measures, lower attrition and strong competitive
position,the company’s EBIT margin was impacted in 1THFY2020 owing to wage
hike, increasing subcontracting expenses, higher investments in people and
capabilities, increasing onsite costs and lower revenue growth. The company
had net addition of 26,453 employees during the first half of FY2020E.
Management expects margins to remain steady/marginal improvement in
2HFY2020E because of pyramid rationalisation, improving utilisation, higher
digital revenue contribution and operational efficiencies, partially offset by
weaker revenue growth and continued increase in overseas cost structure.

Our Call

Valuation — Valuations are stretched; downgrade to Hold with a revised
PT of Rs. 2,300: We expect TCS’s constant currency (CC) revenue growth
on a y-o-y basis would moderate in Q3FY2020E owing to slowdown in both
the BFSI and retail verticals (together account for “46% of total revenue) and
higher impact of furloughs. Further, leakage in existing/old projects and/or
delay in decision making on spending programmes owing to uncertain macros
and upcoming election could impact its growth in the near term. However, we
continue to like TCS on account of strength in its business model, consistency,
solid execution and strong FCF generation profile. We have introduced
FY2022E numbers in this note. At the CMP, the stock is trading at 26x/23x
its FY2020E/FY2021E earnings, making risk-reward ratio unfavourable when
demand is moderating. Hence, we downgrade our rating from Buy to Hold on
the stock with a revised PT of Rs. 2,300.

Key Risks

Rupee appreciation and/or constraints in local talent supply in the U.S. along
with stringent visa regime and escalation of trade wars could adversely affect
earnings.

Valuation Rs cr
Particulars FY18 FY19 FY20E FY21E FY22E
Revenue 1,23,104.0 1,46,463.0 1572001 172,8170 1,86,946.0
OPM (%) 26.4 270 26.5 26.6 26.7
Adjusted PAT 25,826.0 31,4720 32,665.9 35796.7 39,214.2
% YoY growth -1.8 21.9 3.8 9.6 9.5
Adjusted EPS (Rs.) 671 831 871 95.4 104.5
P/E (x) 331 26.8 255 233 213
P/B (x) 9.8 9.3 8.4 77 6.9
EV/EBITDA (x) 12.9 20.8 19.7 17.8 16.3
RoNW (%) 29.6 35.9 346 345 34.2
RoCE (%) 33.9 1.3 39.2 39.6 39.0
Source: Company; Sharekhan estimates
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Weakness in BFSI and retail vertical along with furlough would lead to growth moderation

Since the past two consecutive quarters, growth of the BFSI vertical (the largest contributor to total revenue
i.e. 31%) has been moderating from 11.6% y-o-y CC in Q4FY2019 to 9.2%/8% CC in Q1FY2020/Q2FY2020.
The slowdown in growth was due to weak spending in the capital markets segment (especially in the U.S.)
and large banks in Europe. However, large deal wins in its BFSI vertical remain strong (35% of deal wins in
1HFY2020) for TCS, given its ability to stitch together large and complex deals and quality of solutions. Apart
from BFSI, the retail vertical’s (14.8% to total revenue) growth declined on a sequential basis and moderated to
4.8% y-o-y in Q2FY2020 due to slowdown in decision making on spending programmes, which is expected to
continue in Q3FY2020E owing to client-specific issues. Management cited that both BFSI and retail verticals
(together account for “46% of total revenue) would continue to decelerate in Q3FY2020E as well. Management
also expects overall growth to be affected by furloughs, lower working days and certain macro issues.

BFSI vertical’s CC growth(y-o-y) Retail vertical’s CC growth (y-o-y)
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Large deal wins momentum remains robust, leakages in existing contracts

Large deal wins have remained strong for TCS, implying total deal wins of $24.2 billion/$12.1 billion on
TTM/MHFY2020. North America remains the largest contributor (Y50% of total deal wins) of total large deal
wins among geographies. Further, quarterly book-to-bill ratio remains within the comfort band of 1x-1.16x.
Despite strong deal wins, revenue growth momentum has moderated in last couple of quarters. Management
mentioned that slowdown in revenue growth is primarily due to leakage in existing/old projects. Management
highlighted that some maintenance and supporting works spending is getting delayed/optimised due to
Mmacro issues.

Manufacturing and life science and healthcare vertical’'s growth to remain strong

The manufacturing vertical’'s growth bounced back to 7.8% y-o-y on CC basis, led by recovery in auto sub-
segment. Management cited that the manufacturing vertical would continue its growth momentum on account
of ramp-up in large deals, recovery in auto sub-segment and strong growth in the engineering segment (third
largest in terms of revenue across the globe). The life science and healthcare vertical is expected to continue
its double-digit growth momentum, led by strong traction for products and platforms among global pharma/
drug companies. TCS generates more than $1 billion revenue from its products and platform business.

December 20, 2019 3

Stock Update



Sharekhan

Financials in charts

Revenue in US$ (mn) and growth (%)
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Outlook

Being the larger IT services company in India, TCS is well positioned to benefit from the growing demand for
digital technology. Further, the company is well placed from a competitive perspective, especially in newer
technologies. A stable management along with the ability to structure large multi-service deals and resilient
margin performance would help TCS maintain its growth trajectory in the long term. While there are macro
uncertainties in major markets, TCS’s management indicated that client discussions do not indicate any
lowering of spending yet. Management intends to keep the payout ratio at 80-100% of free cash generated.
Management cited that growth of both the BFSI and retail verticals would continue to moderate in Q3FY2020E
owing to continued weak spending in the capital market segment in the U.S. and large banks in Europe and
delay in deal closures in the retail space.

Valuation

We expect TCS’s CC revenue growth on a y-o-y basis would moderate in Q3FY2020E owing to slowdown in
both the BFSI and retail verticals (together account for “46% of total revenue) and higher impact furloughs.
Further, leakage in existing/old projects and/or delay in decision making on spending programmes owing to
uncertain macros and upcoming election could impact its growth in the near term. However, we continue to
like TCS on account of strength in its business model, consistency, solid execution and strong FCF-generation
profile. We have introduced FY2022E numbers in this note. At the CMP, the stock is trading at 25x/23x its
FY2020E/FY2021E earnings, making risk-reward ratio unfavourable when demand is moderating. Hence, we
downgrade our rating from Buy to Hold on the stock with a revised PT of Rs. 2,300.
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Peer valuation

CMP o/s P/E (x) EV/EBIDTA (x) P/BV (x) RoE (%)
. MCAP
Particulars (Rs/  Shares
(Rs Cr) FY20E FY21E FY20E FY21E FY20E FY21E FY20E FY21E

Share) (Cr)
HCL Tech 571 271 154,968 15.3 137 9.5 8.5 17 1.5 231 23.0
Tech M 784 96 75,596 16.3 13.6 10.9 8.4 33 29 19.3 20.3
Wipro 252 571 1,43,737 15.0 13.6 9.2 8.0 31 2.8 17.8 17.4
TCS 2,223 375 8,33,986 25.5 233 19.7 178 8.4 77 346 345

Source: Company, Sharekhan estimates
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About company

TCS is among the pioneers of IT services outsourcing business in India and is the largest ($20,913 million
revenue in FY2019) IT services firm in terms of export revenue. Incorporated in 1968, the company provides a
comprehensive range of IT services to industries such as BFS, insurance, manufacturing, telecommunications,
retail and transportation. TCS is well positioned to benefit from growing demand for offshore IT services,
given its solid execution capabilities, long-standing relationship with customers, and stable management
team. The company is a serious contender for winning large deals, as it has better experience compared to
peers in implementing large, complex and mission-critical projects. TCS is one of the preferred IT vendors for
most Fortune 500/Global 1,000 companies.

Investment theme

TCS is one of the leading IT services companies with a broad range of capabilities, robust digital competencies,
strong platform and stable management. The company is a preferred partner of large corporates and is
increasing its participation in large digital implementation. Hence, we believe TCS would continue to gain
market share in digital versus its large peers, given its superior execution capabilities on the digital front. We
remain positive on the sustainability of its revenue growth momentum in the medium term, given acceleration
in deal wins with increasing TCVs, broad-based service offerings, higher budgets toward digital technologies
and improving sales expertise.

Key Risks

1) Rupee appreciation and/or adverse cross-currency movement, 2) slackening pace in deal closures, and 3) crunch
in local talent supply in the U.S. along with stringent visa regime.

Additional Data

Key management personnel

N. Chandrasekaran Chairman

Rajesh Gopinathan Chief Executive Officer
N. Ganapathy Subramaniam Chief Operating Officer
V Ramakrishnan Chief Financial Officer

Milind Lakkad EVP and Global Head

Source: Company Website

Top 10 shareholders

Sr. No. Holder Name Holding (%)
1 Tata Sons Pvt Ltd 72.02
2 Life Insurance Corp of India 3.98
3 BlackRock Inc 0.90
4 Vanguard Group Inc 0.89
5 First State Investments ICVC 0.79
6 JPMorgan Chase & Co 0.78
7 SBI Funds Management Pvt Ltd 0.70
8 Invesco Ltd 0.48
9 Standard Life Aberdeen PLC 0.44
10 Axis Asset Management Co Ltd 0.37

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
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different conclusions from the information presented in this report.
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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
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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
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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.

Compliance Officer: Mr. Joby John Meledan; Tel: 022-61150000; email id: compliance@sharekhan.com;

For any queries or grievances kindly email igc@sharekhan.com or contact: myaccount@sharekhan.com

Registered Office: Sharekhan Limited, 10th Floor, Beta Building, Lodha iThink Techno Campus, Off. JVLR, Opp. Kanjurmarg
Railway Station, Kanjurmarg (East), Mumbai — 400042, Maharashtra. Tel: 022 - 61150000. Sharekhan Ltd.: SEBI Regn. Nos.: BSE
/ NSE / MSEI (CASH / F&O / CD) / MCX - Commodity: INZ000171337; DP: NSDL/CDSL-IN-DP-365-2018; PMS: INPOO0O005786;
Mutual Fund: ARN 20669; Research Analyst: INHOO0006183;

Disclaimer: Client should read the Risk Disclosure Document issued by SEBI & relevant exchanges and the T&C on www.sharekhan.com;
Investment in securities market are subject to market risks, read all the related documents carefully before investing.



