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Arvind Limited

Sequential recovery; yet to reach pre-COVID levels

Arvind Limited’s (Arvind’s) Q2FY2021 revenues recovered to “66%, better than
~32% recovery in Q1IFY2021. Revenues declined by 33.5% y-o-y to Rs. 1,305.2 crore,
lower than our expectation of Rs. 1,472 crore, largely impacted by slower recovery
in the domestic market. Gross margins declined by 118 bps to 48.4%. However, a
~25% reduction in fixed costs stemmed the decline in OPM to 63 bps to 9.3%. A
~78% recovery was witnessed in September. Denim, woven and garment volumes
have recovered to 80%, 60% and 66%, respectively of the corresponding quarter,
driven by healthy export demand. Advanced material division (AMD) revenue has
fully recovered to pre-COVID levels. The denim segment has seen good growth
in the exports markets. Realisations of the woven segment were affected due to
higher demand for value products. The garments segment’s recovery was driven by
good demand in jeans and knitwear. Management expects recovery in performance
by Q3FY2021 with improvement in demand in the domestic market. Cost-savings
measures helped the company reduce structural fixed costs by 15-20% that is
expected to sustain. This will help Arvind recover margins gradually to FY2020
levels. Though margins are expected to slightly lower in FY2021, the management
is confident of posting better margins in the medium term. Net debt has reduced
by “Rs. 100 crore from March 2020 levels (had increased in Q1) and the company
expects to repay another Rs. 100 crore in @Q3FY2021 with better cash flows.

Key positives

¢ September saw a ~78% recovery.

+ Positive growth witnessed in denims in the export market; AMD has surpassed
pre-COVID level revenues.

¢ EBITDA margin of textile business expanded by 80 bps to 11.6% and of AMD
expanded by 110 bps to 15%, driven by higher share of exports and efficient cost
management.

¢ Net debt was reduced by “Rs. 100 crore from March 2020 and by “Rs. 400 crore
from June 2020.

Key negatives
¢ Gross margins declined 118 bps to 48.4% and OPM declined by 63 bps to 9.3%.

Our Call

View - Retain Buy with an unchanged PT of Rs. 43: We expect a strong recovery
in FY2022, driven by strong recovery in the B2C retail industry in the domestic
market, sustained growth in AMD space and improving demand in export markets.
Further, the company is sensing a big opportunity in the domestic market with
some signs of a shift from Chinese sourcing of inputs. The company has maintained
its focus on strengthening its balance sheet by debt reduction and targets a “Rs.
1,000 crore reduction over 18-30 months. Thus, we do not expect much stress due
to near-term uncertainties. The stock is trading at discounted valuations of 4.5x its
FY2023E earnings and 3.5x its FY2023E EV/EBITDA (trading at a discount of Y30%
since its listing last year), factoring in near-term headwinds. We maintain our Buy
recommendation with an unchanged PT of Rs. 43. Sustained improvement in business
fundamentals and balance sheet would act as key re-rating trigger for the stock.

Key Risks

If normalisation of situation takes more time than expected, it will slow down recovery
in exports. Any slowdown in the textiles business and rise in key input prices would
act as a key risk to our earnings estimates.

Valuation (Standalone) Rs cr
Particulars FY19 FY20 FY21E FY22E FY23E
Revenues 7142 7,369 5,067 7,056 7,725
OPM (%) 10.0 9.4 9.0 9.6 10.0
Adjusted PAT 269 128 15 140 196
Adjusted EPS (Rs.) 10.4 4.9 0.6 5.4 7.6
P/E (x) 3.2 6.9 59.4 6.2 4.4
P/B (x) 0.3 0.3 0.3 0.3 0.3
EV/EBIDTA (x) 4.2 4.2 5.8 4.0 35
RoONW (%) 101 4.6 0.5 51 6.8
RoCE (%) 7.2 5.9 31 5.8 7.0

Source: Company; Sharekhan estimates
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Revenue growth recovered to “66% in Q2, efficiencies limited the decline margins: Q2FY2021 revenue
declined by 33.5% y-o-y to Rs. 1,305.2 crore as compared to Rs. 1,962.2 crore in Q2FY2020 and Rs. 599.3
crore in Q1FY2021, driven by a g-o-q improvement in the domestic market and a bounce-back in export
volumes to pre-COVID levels. Recovery levels stood at 57% in July, 65% in August and 78% in September. The
denim, woven and garment volumes have recovered to 80%, 60% and 66%, respectively of the corresponding
quarter. AMD is back at pre-COVID levels. Gross margins were down by 118 bps to 48.4% as a result of
unfavourable mix. In spite of this, lower other expenses (fixed costs lower by 25% y-o-y) limited the decline
in OPM to 63 bps to 9.3% (much better than our expectation of 6.5%). However, operating profit declined by
37.7% y-o-y to Rs. 121.5 crore due to lower operating leverage. Higher interest and depreciation charges and
lower revenue dragged down profit before tax (PBT) significantly to Rs. 2.6 crore. Adjusted PAT came in at Rs.
12 crore in Q2FY2021 as compared to Rs. 45.9 crore in Q2FY2020. There was an exceptional item of Rs. 22.3
crore pertaining to provision for diminution in investments in joint venture/associate company and separation
costs paid to employees. Thus, the company reported a loss of Rs. 5.9 crore.

Denim, woven and garment revenues reached 60-80% of pre-COVID levels: The textile business recovered
to 62% of pre-COVID levels (75% recovery in September), with revenue increasing sequentially from Rs. 436
crore in Q1FY2021 to Rs. 1,017 crore in Q2FY2021. Demand for denims picked in the domestic and as well as
exports markets; hence, sales volumes of the denim segment recovered to 80% (108% in the export market and
54% in the domestic market). Woven sales volumes witnessed a 59% recovery (56% in the export market and
60% in the domestic market). Denim realisations stood flat whereas woven realisations dipped considerably
due to higher demand for low-value products. The garment business’ sales volumes reached 66% of pre-
COVID levels driven by good recovery in jeans and knitwear. The domestic B2C segment has been affected
by lockdowns. Retailers had adequate inventory of the last year but they have started placing small orders.
Demand for fresh inventory is expected to come in by the end of Q3FY2021in the domestic market. Globally,
enquiries from customers in Europe and the US have started flowing in as retailers have started gradually
operating. Moreover, some of the new customers are planning to relocate their supply base in India and
benefit of the same would start flowing in from Q4FY2021. AMD has witnessed robust demand and has fully
recovered to pre-COVID levels. EBITDA margins of the textiles business expanded by 80 bps to 11.6% and of
AMD expanded by 110 bps to 15%, driven by higher share of exports and efficient cost management.

Other conference call highlights

+ Overall volumes grew sequentially led by healthy growth in export demand. Domestic market has also
shown sequential improvement. Denim and woven recovery was at 54% and 60% in the domestic market.
Export volumes have bounced back to pre-COVID levels and realisations stood stable. There was a
strong demand in the value segment, which was reflected in realisations in the woven segment. Capacity
utilisation is back to normal in the garmenting segment. AMD has seen robust demand and the order book
is healthy at 2-3 months. Focus is on increasing the share of exports in the medium term.

¢ Arvind is expecting sequential growth of over "0% in Q3FY2021 as compared to Q2 driven by good
volumes in the woven segment and sales recovery in the domestic market. The company expects OPM of
13% and 14% for the textile business and AMD, respectively.

¢ The company has undertaken cost rationalisation measures of 15-20% savings in structural fixed costs
as compared to FY2020 levels. The management expects the savings to sustain, which will help OPM to
recover to recover to FY2020 levels. Optimum utilisation of capacities and savings in structural fixed costs
will help margins to improve in the near to medium term.

* Working capital continues to remain strong. The company has strengthened its balance sheet by reducing
debt from Rs. 2,371 crore in FY2020 and Rs. 2,702 crore in June 2020 to Rs. 2,291 crore in September
2020. Further debt reduction of “Rs. 100 crore is expected in Q3FY2021 and overall debt reduction of “Rs.
1,000 crore is expected in 18-30 months. The company does not expect any significant capex in the near
term.
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Results (Consolidated)

Particulars Q2FY21 Q2FY20

Total revenue 1305.2 1962.2
Raw material cost 674.0 990.3
Employee cost 173.6 256.1
Other expenses 3361 520.8
Total operating cost 183.7 1767.2
Operating profit 121.5 195.0
Other income 13.8 1.7
Interest & other financial cost 60.0 60.5
Depreciation 727 727
Profit before tax 2.6 73.5
Tax -9.5 276
Adjusted PAT 12.0 459
Extraordinary item 17.9 -3.9

Minority Interest (MI) 0.0 -01

Reported PAT -5.9 497
Adjusted PAT after Ml 12.0 45.8
Adj. EPS (Rs) 0.5 1.8
GPM (%) 48.4 49.5
OPM (%) 9.3 9.9

Source: Company; Sharekhan Research

Segmental Performance

Q2FY21
. EBITDA Mar-
Particulars gin (%)
Textile 1017 18 1.6
Advanced Materials 186 28 14.9
Others 103 -24 -

Source: Company; Sharekhan Research
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Outlook
FY2021 to remain subdued, strong recovery expected in FY2022

H1FY2021 was hit by production halts and supply chain issues in Q1 and slower demand recovery in Q2.
Recovery was faster in export market but remained a little slower in the domestic market. Thus, FY2021 will
remain subdued. Arvind expects an over 10% sequential improvement in revenues in Q3FY2021 driven by
good volumes in the woven segment. Faster recovery in the export market, healthy growth in garment sales
volumes, and sustained growth in the AMD will help the company post faster recovery in FY2022. Improving
capacity utilisation of new garment facilities will drive growth of textiles business in the medium term. Scaling-
up of garment operations and improving efficiencies would help margins of the textiles business to improve in
the near term. AMD would maintain its growth trajectory due to better demand. The company expects OPM
of 13% and 14% for the textile business and AMD, respectively. Optimum utilisation of capacities and savings
in structural fixed costs will help margins to improve in the near to medium term.

Valuation
Retain Buy with an unchanged PT of Rs. 43

We expect a strong recovery in FY2022, driven by a strong recovery in the B2C retail industry in the domestic
market, sustained growth in the AMD space and improving demand in export markets. Further, the company
is sensing a big opportunity in the domestic market with some signs of a shift from Chinese sourcing of inputs.
The company has maintained its focus on strengthening its balance sheet by debt reduction and targets a “Rs.
1,000 crore reduction in over 18-30 months. Thus, we do not expect much stress due to near-term uncertainties.
The stock is trading at discounted valuations of 4.5x its FY2023E earnings and 3.5x its FY2023E EV/EBITDA
(trading at a discount of Y30% since its listing last year), factoring in near-term headwinds. We maintain our
Buy recommendation with an unchanged PT of Rs. 43. Sustained improvement in business fundamentals and
balance sheet would act as key re-rating trigger for the stock.

Peer valuation

P/E (x) EV/EBIDTA (x) RoCE (%)
FY20| FY21E| FY22E| FY20| FY21E| FY22E| FY20| FY21E| FY22E

Raymond 8.3 - - 17.3 241 15.1 221 - 2.6
Kewal Kiran Clothing 12.2 31.3 15.9 6.8 22.3 10.4 12.6 4.0 91
Arvind 6.9 - 6.2 4.2 5.8 4.0 5.9 31 5.8

Source: Company, Sharekhan estimates
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About company

Arvind is an innovation-driven and customer-centric global textile play present in garmenting segments
such as denim, woven, and knits and technology-driven and high-margin business such as AMD. In FY2019,
the company created value for shareholders by demerging its branded fashion and retail business and
engineering business into two separate listed entities — Arvind Fashion and Anup Engineering. The demerger
will help the company to scale up its core textile business in domestic as well international markets. The
company is focusing on improving its return ratios by enhancing its profitability through vertical integration,
introducing differentiated next-generation products, and scaling up the advance material business.

Investment theme

Arvind’s FY2020 performance was affected by slowdown in the demand environment, volatile currency, and
disruptions towards the end, resulting in lower revenue growth. Improving capacity utilisation of the new
garment facilities will drive growth of the textiles business in the medium term. Scaling up of garmenting
operations and improving efficiencies would help margins of the textiles business to improve in the near term.
Increased scale of the AMD business would improve profitability in the long run. We will keenly monitor the
performance in the coming quarters. Any uptick in the performance of the garmenting segment would act as
a key trigger for the stock.

Key Risks

+ Volatile currency and higher cotton prices remain one of the key risks for margin expansion and would
continue to affect earnings growth in the near term.

¢ Sustained slowdown in the garmenting business would continue to affect revenue growth in the near to
medium term.

Additional Data

Key management personnel

Sanjay S Lalbhai Chairman and Managing Director

Jayesh K Shah Whole Time Director and Chief Financial Officer
Ramnik V Bhimani Company Secretary

Source: Company Website

Top 10 shareholders

Sr. No. Holder Name Holding (%)
1 HDFC Asset Management Co Ltd 47
2 Franklin Resources Inc 2.3
3 Dimensional Fund Advisors LP 1.9
4 Vanguard Group Inc 1.8
5 Kotak Mahindra Asset Management Co 1.8
6 TT International Investment Management 1.8
7 Life Insurance Corporation of India 1.6
8 HSBC Asset Management India Pvt Ltd 1.5
9 Fundrock Management Co SA 11
10 Merril Lynch Markets Singapore Pte Ltd 11

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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