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HCL Technologies
Bright future ahead

IT & ITES Sharekhan code: HCLTECH Company Update

Summary

¢ We maintain our Buy rating on HCL Technologies (HCL Tech) with a revised PT of Rs.
900.

Mid-quarter update raises revenue and margin guidance for Q2FY2021, driven by
better-than-expected execution, pick-up in discretionary spends that were held up,
and return of normalcy in certain pockets.

Given strong capabilities in IMS, HCL Tech would continue to win consolidation deals with
application components; The acquisition of DWS would further expand its digital offerings,
especially in the APAC region.

¢ With no pending IBM-IP acquisition-related payments along with limited capex
obligations, we expect free cash flow generation to improve going forward, which
could lead to improvement in payout ratio.

*

*

HCL Technologies (HCL Tech) recently released its mid-quarter update on its business
performance. The company expects to deliver better than the top end of its earlier
guidance on both revenue and operating profitability. The company expects revenue
growth to exceed 3.5% g-o0-q on CC terms (versus previous guidance of 1.5-2.5%) and
operating profit margin (OPM) of 20.5-21% (versus its earlier guided band of 19.5-
20.5%). Improved outlook was driven by (1) strong execution across verticals and
geographies, (2) pick up in deals or discretionary spends that were held up by clients,
and (3) return of normalcy in manufacturing and ecommerce segments and supply-
side constraints earlier than expectations. In addition, the company indicated 11 new
transformational deals across the telecom, manufacturing, life sciences, and healthcare
verticals and solid deal pipeline (up 40% g-o-q) in Q1FY2021. Hence, some deals that
were in transition have started flowing into the current quarter. The COVID-19 pandemic
has accelerated digital activities among large global enterprises, leading to a rise in
spending on workplace transformation and collaboration tools, cybersecurity, and
higher cloud migration. Given strong capabilities in IMS, HCL Tech would continue to win
consolidation deals with application components. HCL Tech announced the acquisition
of DWS Limited (DWS) at A$1.20 per share, translated to total equity value pay-out of
US$115 million (0.9x of EV/sales). We believe this acquisition would further expand its
digital offerings especially in the APAC region.

Our Call

Valuation — Maintain Buy with arevised PT of Rs. 900: Most managements of IT companies
indicated higher spending on transformational works to improve business resiliency,
emergence of new business models, and cost-takeout initiatives. We believe HCL Tech’s
infra and application capabilities are expected to drive its growth in this cloud adoption
environment. Further, increased revenue and margin guidance for Q2FY2021 has surprised
us positively. We have incorporated the revised growth and margin outlook in our FY2021/
FY2022/FY2023 guidance, leading to an EPS upgrade of 3.8%/3.4%/4%, respectively.
Strong order bookings, healthy deal pipeline, and consolidation opportunities in both
IMS and application modernisation spend of clients are expected to drive the company’s
growth going forward. HCL Tech’s gross cash stood at $1,950 million as of Q1FY2020 after
payment of IBM obligation of $813 million. With no pending IBM-IP acquisition related
payments along with limited capex obligations, free cash flow (FCF) generation would
improve going forward, which could lead to improvement in payout ratio. At the CMP,
the stock trades at 17x/15x its FY2022E/FY2023E earnings. The company has impressed
with consistent wins of large deals, strong FCF generation, and good margin defense. We
maintain our Buy rating on the stock with a revised PT of Rs. 900.

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.

Valuations Rs cr
Particulars FY19 FY20 FY21E FY22E FY23E
Revenue 60,4270 706780 73,2920 80,9677 87,410.3
OPM (%) 231 23.6 25.5 248 245
Adjusted PAT 10,123.0 11,061.0 11,909.5 13,0741 14,184.7
% YoY growth 15.3 9.3 77 9.8 8.5
Adjusted EPS (Rs.) 36.8 40.8 43.9 48.2 52.3
P/E (x) 21.8 19.7 18.3 16.6 15.3
P/B (x) 2.8 42 3.8 3.4 3.4
EV/EBITDA (x) 77 6.5 5.8 54 5.0
RoNW (%) 26.0 23.8 219 217 22.3
RoCE (%) 29.2 253 24.0 241 25.0
Source: Company; Sharekhan estimates
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Technology intensity rising steadily

Implications from the COVID-19 outbreak have accelerated digital activities among large global enterprises,
leading to a rise in spending on workplace transformation and collaboration tools, cybersecurity, and higher
cloud migration. As technology is seen as a source of competitive differentiation in every industry, we believe
technology spend is expected to increase once the situation normalises.

Industry analysts have estimated IT services spending growth to decline by 2-10% for CY2020 and subsequent
recovery in CY2021. Despite a recessionary environment, most managements of IT companies also indicated
higher spending on transformational works to improve business resiliency, emergence of new business models,
and cost-takeout initiatives. The Indian IT services sector is expected to enter into high-growth phases because
of (1) higher core modernisation to build business resiliency, (2) higher cloud adoption, and (3) increased online
activities considering social distancing measures.

Total spending in IT, business services, engineering, and R&D is expected to increase to $3.5 trillion over
the next few years from current spending of $2.5 trillion. We believe HCL Tech is well positioned to take this
market opportunity of $1 trillion.

IT services spend to recover in CY2022
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Source: Gartner, Sharekhan Research
Infrastructure and application opportunity likely to drive its growth

HCL Tech’s management indicated that infra and applications were managed separately. Higher cloud
adoption has increased the demand for both infra and application from the same vendor. HCL Tech has strong
capabilities in IMS and has won consolidation deals with application components. During Q1FY2021, the
company consolidated two providers who were providing workplace and data centre services and application
separately. We believe infra and application opportunities would be the company’s growth drivers going
ahead.

Mid-quarter update indicates improved outlook

HCL Tech has provided mid-quarter update on its business performance, wherein the company highlighted
improved outlook by guiding for better-than the top end of its earlier guidance for Q2FY2021E. The company
expects revenue growth to exceed 3.5% g-o-q on CC terms versus previous guidance of 1.5-2.5% and OPM of
20.5-21% versus its earlier guided band of 19.5-20.5%. The upgradation of revenue growth for Q2FY2021 was
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led by (1) strong execution across verticals and geographies, (2) pick up in deals or discretionary spends that
were held up by clients, and (3) return of normalcy in manufacturing and ecommerce segments and supply-
side constraints earlier than expectations. Management indicated that strong growth in revenue and lower
continued expenses on travel and admin would help in margin improvement. HCL Tech indicated good order
booking momentum, led by life sciences and healthcare, telecom and media, and financial services verticals
and a healthy deal pipeline across service lines, verticals, and geographies.

Acquired DWS Limited to expand its presence in APAC

HCL Tech announced the acquisition of Australian IT firm DWS Limited (DWS) to further expand its digital
offerings, especially in Australia and New Zealand. HCL Tech is acquiring DWS at A$1.20 per share (33%
premium to the closing price of DWS on September 18, 2020), translated to total equity value payout of
A$158.2 million (US$115 million) after considering total number of shares at 131.8 million on a fully diluted
basis. The deal is likely to complete by December 2020 subject to regulatory approvals. DWS has over 700
employees. DWS reported annual revenue of A$167.9 million (US$122 million, which is 1.2% of HCL Tech'’s
FY2020 revenue) in FY2020 (June ending), which registered 2.7% growth. DWS’s EBITDA margin for FY2019
and FY2020 stood at 13.2% and 12.2%, respectively, which is much lower than its own guided range. However,
management indicated that acquisition of DWS would not have any impact on the company’s overall EBITDA
margin.

DWS’s financial performance in A$ million
Particulars FY16 FY17 FY18 FY19 FY20
Revenue 144.5 137.4 1261 163.5 167.9
Growth (%) 527 -4.9 -8.3 297 27
EBITDA 24.2 25.8 205 21.5 20.5
EBITDA margin (%) 16.8 18.8 16.2 13.2 12.2
EBIT 23.8 253 201 19.6 NA
EBIT margin (%) 16.5 18.4 15.9 12.0 NA
Net profit 16.8 17.4 15.9 10.3 7.5
EPS (cents) 12.7 13.2 121 7.8 57
Growth (%) 61.9 3.6 -8.3 -35.5 -26.9

Source: DWS Limited, Sharekhan Research
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Financials in charts

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

EBIT (Rs. cr) and EBIT margin (%)

N EEIGED

by BNP PARIBAS

12,000 - 11,352  16%
14%
12%
10%
8%
6%
4%
2%
0%
-2%
0 A T T T T T + -4%
FY18 FY19 FY20 FY21E FY22E FY23E
mm Revenue ($inmn) —m— Growth (%)

10,654

10,000

3

00

@

00
T

8,000

6,000

S million

4,000 -

2,000

20,000 -
18,000 -
16,000 -
14,000 -

[

5 12,000 -

S

“

13,853 15,027
11,820

- 21%
17,721
16,403

- 20%

T - 19%

FY18
I EBIT (Rs. Cr)

FY19 FY20 FY21E

—m— EBIT Margin (%)

FY22E  FY23E

Source: Company, Sharekhan Research

Geograpghy break-up (%)

Source: Company, Sharekhan Research

Mode 2 revenue and margin (%)

63.7%

mAmericas m Europe u RoW

500 -
490 -
480 -

$ million
S =Y
(o] ~
o o
L

D

v

o
1

47
462
455 - 10%
- 8%
444

- 6%

440 -
4%
430 - 2%
420 - : : : : - 0%

r 20%
- 18%
9 F 16%
- 14%
F12%

Q1FY20 Q2FY20 Q3FY20
mmm Mode 2 revenue (S mn)

Q4FY20

Q1lFY21
~—m— Margin (%)

Source: Company, Sharekhan Research

ROE trend (%)

Source: Company, Sharekhan Research

RoCE trend (%)

30 -
25 -
N
20 -
15
FY18 FY19 FY20 FY21E FY22E FY23E
—o—ROE (%)

35 -
33
31 A
29
27 A
X 25 4
23
21 A
19 +
17 A
15

30.0

29.2

FY18 FY19 FY20 FY21E

—o— ROCE (%)

FY22E FY23E

Source: Company, Sharekhan Research

September 21, 2020

Source: Company, Sharekhan Research

Stock Update



Powered by the Sharekhan Sharekhan
3R Research Philosophy

by BNP PARIBAS

Outlook and Valuation

B Sector view — Expect acceleration in technology spending going forward: Industry analysts such as Gartner estimate
IT services spending would grow by 5-8% over CY2021-CY2024E compared to average of 4.2% achieved in CY2010-
CY2019. Forecasts indicate higher demand for cloud infrastructure services, potential increase in specialised software,
potential investments in transformation projects by clients, and increased online adoption across verticals. Implications
from the outbreak of the pandemic have accelerated digital activities among large global enterprises, leading to increased
spending on workplace transformation and collaboration tools, cyber-security, and higher cloud migration. Higher hybrid
cloud adoption is a good tailwind for IMS business as the client would invest in digital foundation (includes security and an
automated operating model) and application modernisation.

B Company outlook - Growth recovery ahead: HCL Tech’s management has raised its revenue and margin guidance for
Q2FY2021 as COVID-19 impact on demand side has stabilised and order book along with the deal pipeline remains strong.
Further, HCL Tech has invested aggressively in the fast-growing Mode-2 (a good proxy for digital offering) capabilities, which
would help HCL Tech to match the industry’s growth. 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 huge,
with only 10-12% penetration of the 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.

B Valuation - Maintain Buy with a revised PT of Rs. 900: Most managements of IT companies indicated higher spending
on transformational works to improve business resiliency, emergence of new business models, and cost-takeout initiatives.
We believe HCL Tech’s infra and application capabilities are expected to drive its growth in this cloud adoption environment.
Further, higher Q2FY2021 revenue and margin guidance has surprised us positively. We incorporate the revised growth and
margin outlook in our FY2021/FY2022/FY2023 guidance, leading to an EPS upgrade of 3.8%/3.4%/4%, respectively. Strong
order bookings, healthy deal pipeline, consolidation opportunities in both IMS and application modernisation spend of clients
are expected to drive the company’s growth going forward. HCL Tech’s gross cash stood at $1,950 million as of Q1FY202 after
payment of IBM obligation of $813 million. With no pending IBM-IP acquisition related payments along with limited capex
obligations, FCF generation would improve going forward, which could lead to improvement in payout ratio. At the CMP, the
stock trades at 17x/15x its FY2022E/FY2023E earnings. The company has impressed with consistent wins of large deals,
strong FCF generation, and good margin defense. We maintain our Buy rating on the stock with a revised PT of Rs. 900.
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Peer comparison

EV/EBIDTA (x) P/BV (x) RoE (%)
- MCAP

Particulars

(Rs Cr) FY21E FY22E FY21E FY22E FY21E FY22E FY21E FY22E
Wipro 312 571 178,292 181 17.2 4.9 4.4 31 29 15.6 15.5
TCS 2,461 375 923,913 295 26.2 220 19.9 11 1.5 374 43.0
Tech M 786 97 75,968 18.9 151 10.8 8.3 2.8 2.6 15.7 17.8
HCL Tech 804 271 217,500 19.0 17.2 6.0 5.6 3.8 35 21.2 211

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, 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 IMS. 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 deals. Strong
deal wins along with acquisition of select IP products will help the company 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 US 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 SBI Funds Management Pvt Ltd 2.05
2 Life Insurance Corp of India 1.81
3 Artisan Partners LP 1.53
4 Vanguard Group Inc/The 1.44
5 BlackRock Inc 1.31
6 Virtus Investment Partners Inc 0.95
7 ICICI Prudential Asset Management 0.94
8 Nomura Holdings Inc 0.86
9 Vontobel Holding AG 0.76
10 Norges Bank 0.64

Source: Bloomberg
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Understanding the Sharekhan 3R Matrix

Right Sector

Positive Strong industry fundamentals (favorable demand-supply scenario, consistent
industry growth), increasing investments, higher entry barrier, and favorable
government policies

Neutral Stagnancy in the industry growth due to macro factors and lower incremental
investments by Government/private companies

Negative Unable to recover from low in the stable economic environment, adverse
government policies affecting the business fundamentals and global challenges
(currency headwinds and unfavorable policies implemented by global industrial
institutions) and any significantincrease in commodity prices affecting profitability.

Right Quality

Positive Sector leader, Strong management bandwidth, Strong financial track-record,
Healthy Balance sheet/cash flows, differentiated product/service portfolio and
Good corporate governance.

Neutral Macro slowdown affecting near term growth profile, Untoward events such as
natural calamities resulting in near term uncertainty, Company specific events
such as factory shutdown, lack of positive triggers/events in near term, raw
material price movement turning unfavourable

Negative Weakening growth trend led by led by external/internal factors, reshuffling of

key management personal, questionable corporate governance, high commodity
prices/weak realisation environment resulting in margin pressure and detoriating
balance sheet

Right Valuation

Positive Strong earnings growth expectation and improving return ratios but valuations
are trading at discount to industry leaders/historical average multiples, Expansion
in valuation multiple due to expected outperformance amongst its peers and
Industry up-cycle with conducive business environment.

Neutral Trading at par to historical valuations and having limited scope of expansion in
valuation multiples.

Negative Trading at premium valuations but earnings outlook are weak; Emergence of
roadblocks such as corporate governance issue, adverse government policies
and bleak global macro environment etc warranting for lower than historical
valuation multiple.

Source: Sharekhan Research

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.

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.




