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Steel Authority of India Ltd
In-line operating profit; zero-debt target delayed to end-FY23

Metal & Mining Sharekhan code: SAIL

Reco/View: Buy © CMP: Rs. 103 Price Target: Rs. 150 N2
N Upgrade € Maintain /' Downgrade

Summary

* Q3FY22 consolidated adjusted operating profit of Rs. 3,902 crore (down 45% g-o0-q) was in line
with our estimate as margins and volume met expectations. Reported operated profit of Rs. 3,402
crore is adjusted for a provision of Rs. 500 crore for employee retirement benefit.

+ Blended EBITDA margin declined sharply by 38% g-o-q to Rs. 10,161/tonne (in-line) due to a steep
Rs. 10,000/tonne g-o-q rise in coking coal prices offsetting a 5% g-o-q improvement in blended
realisations (above estimates). Decline of 10% g-o-q in saleable steel sales volumes to 3.8 mmt
was on expected lines.

+ Management guided for robust 25% g-o-q rise in Q4FY22 sales volume to 4.8 mt and an uptick
in steel prices, which would improve profitability in Q4FY22 offsetting further increase in coking
coal prices. Further, SAIL slashed debt by 15% g-o-q to Rs. 19,128 crore but now aims to become
net debt-free by end of FY23E versus QIFY23 earlier.

+ We maintain a Buy on SAIL with a revised PT of Rs. 150 (reflecting an earnings cut to factor wage
cost guidance), noting inexpensive valuation of 2.8x its FY2023E EV/EBITDA and 0.7x FY2023E
P/BV.

Steel Authority of India Limited’s (SAIL) Q3FY22 consolidated adjusted operating profit of Rs.

3,902 crore (down 23.2% y-o-y; down 44.5% q-o0-q) was largely in-line with our estimate of Rs.

3,968 crore but missed the street’s estimate by 7%. A steep fall in earnings was on the account

of sharp contraction of 38% q-o-q in EBITDA margin to Rs. 10,161/tonne (that was in line with our

estimates) primarily on account of Rs. 10,000/tonne g-o-q jump in coking coal price and rise in price
of other inputs like ferro alloys. Saleable steel volume also declined by 10.3% g-0-q to 3.8 mmt (in-
line) while blended realisation improved by 4.9% q-o0-q to Rs. 65,747/tonne (above our estimate by

4%). Average steel realisation increased by 6% g-o-q to Rs. 59,000/tonne in Q3FY2022. We have

adjusted reported operated profit of Rs. 3,402 crore (down 33%; down 51.6% q-o-q) for Rs. 500 crore

related one-time provision for employee (cost up by 11% g-o-q) retirement benefit. Consolidated
adjusted PAT at Rs. 2,187 crore (down 20.6x y-o-y; down 49.6% g-o-q) was above our estimate of

Rs. 2,039 crore led by lower interest cost (down 28.1% q-o-q) and higher share of profit share from

JVs. SAIL has further lowered its debt by Rs. 3,350 crore g-0-q to Rs. 19,128 crore as on December

31, 2021.

Key positives

+ Average steel realisations rose by 6% g-o-qg to Rs. 59,000/tonne in Q3FY2022.

+ Lowered debt by 15% g-0-q to Rs. 19,128 crore as on December 31, 2021.

Key negatives

+ A sharp contraction of 38% g-o-q in EBITDA margin to Rs. 10,161/tonne due steep rise in coking
coal price.

Management Commentary

+ Tweaked volume guidance — The management has marginally tweaked its FY22 sales volume
guidance to 16.3mt and expect robust volumes of 4.8 mt in Q4, which implies robust 25% g-o-q
increase. SAIL would provide FY23 volume guidance post finalisation of annual business plan.

+ Margin outlook — Coking coal prices are expected to further rise by Rs. 2000-3000/tonne g-o0-q
but robust volume growth would help absorb fixed cost and steel prices also expected to improve
in Q4. Thus, management expect sequential improvement in profitability in Q4FY22.

+ Debt reduction target/capex guidance — SAIL’s aim to become net debt-free may get pushed to
end of FY23 versus earlier guidance of QIFY23 due to current business environment. FY22/FY23
capex guidance of Rs. 6,500 crore/Rs. 8,000 crore. SAIL has spent Rs. 4,500 on capex in OMFY22.

¢ Other updates — 1) SAIL has appointed a consultant for product mix configuration for planned
capacity expansion by 13-15 mmt in a phased manner remain intact, 2) D/E ratio at 0.42x and
net debt/EBITDA at 0.8x in Q3, 3) iron ore sales volume at 22 lakh tonnes in SMFY22, 4) FY23
normalised wage cost of Rs. 11,500-12,500 crore, 5) flat/long steel price at Rs. 65,000-67,000/Rs.
53,000-54,000 per tonne in Q3FY22

Revision in estimates — We have cut our FY2022E-FY2024E earnings estimates to factor impact of

wage hike revision and higher coking coal prices.

Our Call

Valuation — Maintain Buy on SAIL with a revised PT of Rs. 150: SAIL's valuation of 4x its FY23E

EPS, 2.8x its FY2023E EV/ EBITDA and 0.7x its FY2023E P/BV is attractive and at a steep discount

to domestic peers despite strong earnings growth outlook (expect 42% PAT CAGR over FY2021-

FY2023E). Potential debt reduction would boost equity value and drive re-rating of valuation

multiples. Hence, we maintain our Buy rating on SAIL with a revised price target (PT) of Rs. 150 (reflects

cut in earnings estimates).

Key Risks

A sharp decline in steel prices and sustained higher coking coal prices could impact profitability. Any

delay in capacity expansion capacity plan could impact volume growth.

Valuation (Consolidated) Rs cr
Revenues 69,114 88,000 94,000 93,600
OPM (%) 201 216 19.6 16.5
Adjusted PAT 5,246 10,420 10,556 8,656
% YoY growth 81.4 98.6 1.3 -18.0
Adjusted EPS (Rs.) 127 25.2 25.6 21.0
P/E (x) 81 41 40 4.9
P/B (x) 0.9 0.8 07 0.6
EV/EBITDA (x) 5.6 31 2.8 2.9
RONW (%) 121 21.0 1811 131
RoCE (%) 1.9 19.2 19.3 15.2

Source: Company; Sharekhan estimates
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In-line Q3 operating profit; debt reduction continues but zero debt target delayed to end-FY23

Q3FY22 consolidated adjusted operating profit of Rs. 3,902 crore (down 23.2% y-o-y; down 44.5% g-0-q)
was largely in-line with our estimate of Rs. 3,968 crore but missed the street’s estimate by 7%. A steep
fall in earnings was on the account of sharp contraction of 38% g-o-q in EBITDA margin to Rs. 10,161/tonne
(that was in line with estimates) primarily on account of Rs. 10,000/tonne g-o-q jump in coking coal price
and rise in price of other inputs like ferro alloys. Saleable steel volume also declined by 10.3% g-o-q to 3.8
mmt (in-line) while blended realisation improved by 4.9% g-o-q to Rs. 65,747/tonne (above our estimate by
4%). Average steel realisation increased by 6% g-o-q to Rs. 59,000/tonne in Q3FY2022. We have adjusted
reported operated profit of Rs. 3,402 crore (down 33%; down 51.6% g-0-q) for Rs. 500 crore related one-time
provision for employee (cost up by 11% g-o-q) retirement benefit. Consolidated adjusted PAT at Rs. 2,187 crore
(down 20.6x y-o-y; down 49.6% g-0-q) was above our estimate of Rs. 2,039 crore led by lower interest cost
(down 28.1% g-o-q) and higher share of profit share from JVs. SAIL has further lowered its debt by Rs. 3,350
crore g-o-q to Rs. 19,128 crore as on December 31, 2021.

Results (Consolidated) Rs cr
Particulars Q3FY22 Q3FY21 YoY (%) ‘ Q2FY22 QoQ (%)
Revenue 25,247 19,836 273 26,828 -5.9
Total Expenditure 21,845 14,755 48.0 19,794 10.4
Reported operating profit 3,402 5,080 -33.0 7,034 -51.6
Adjusted operating profit 3,902 5,080 -23.2 7,034 -44.5
Other Income 151 162 -6.3 179 -15.4
Interest 316 670 -52.9 439 -281
Depreciation 1,049 981 6.9 1,056 -0.6
Exceptional income/(expense) -364 2 NA 0 NA
f\t}gre of Profit | (Loss) of Associates/ 181 522 8.2 77 135.9
Reported PBT 2,006 3,815 -47.4 5,795 -65.4
Adjusted PBT 2,870 3,812 -247 5,795 -50.5
Tax 477 2,346 -79.7 1,456 -67.2
Reported PAT 1,529 1,468 41 4,339 -64.8
Adjusted PAT 2,187 2,756 -20.6 4,339 -49.6
Equity Cap (cr) 413 413 413

Reported EPS (Rs.) 37 3.6 41 10.5 -64.8
Adjusted EPS (Rs.) 53 6.7 -20.6 10.5 -49.6
Margins (%) BPS BPS
Adjusted OPM 15.5 25.6 -1015.7 26.2 -1,076.3
Adjusted NPM 87 13.9 -523.2 16.2 -751.0
Tax rate 23.8 61.5 -3771.9 251 -133.4
Source: Company, Sharekhan Research

Key operating metrics

Particulars | Q3FY22| Q3FY21| Yo (%) | Q2FY22 | QoQ (%)
Crude steel production (mmt) 4.5 4.4 37 4.5 14
Saleable steel volume (mmt) 3.8 4.2 -75 4.3 -10.3
Blended realisation (Rs. /tonne) 65,747 47762 377 62,682 4.9
Blended gross spreads (Rs. /tonne) 36,467 29,616 231 41189 -11.5
Blended reported EBITDA margin (Rs. /tonne) 8,859 12,233 -276 16,434 -46.1
Blended adjusted EBITDA margin (Rs. /tonne) 10,161 12,233 -16.9 16,434 -38.2

Source: Company, Sharekhan Research
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Outlook and Valuation

B Sector view - Potential volume recovery and recovery in steel price to sustain steel spreads above
historical levels

We believe steel prices are likely to remain firm in CY2022 as supply cuts by China to curb pollution would
keep demand-supply situation tight in Asian markets. Moreover, China has removed the 13% VAT rebate on
export of various steel products (including hot rolled coil, wire rods, and rebars) with effect from May 1, 2021.
A potential steel price hike to offset elevated coking coal price would help steel makers sustain margins
above historical levels and drive earnings growth and continued balance sheet deleveraging for the sector.

B Company outlook - Volume growth, resilient margins and lower interest to drive a 42% PAT CAGR over
FY2021-FY2023E

We expect SAILs volumes to report a 12% CAGR over FY2021-FY2023E and reach 18.8 mmt by FY2023E, led
by strong domestic and exports demand, while margins are expected to remain above previous steel cycles
(we model EBITDA margin of Rs. 11.861/Rs. 9,788 per tonne for FY2022E/FY2023E versus Rs. 9,302/tonne in
FY2021). This coupled with a sharp decline in interest cost would drive strong 42% PAT CAGR over FY2021-
FY2023E

B Valuation - Maintain Buy on SAIL with a revised PT of Rs. 150

SAILs valuation of 4x its FY23E EPS, 2.8x its FY2023E EV/ EBITDA and 0.7x its FY2023E P/BV is attractive
and at a steep discount to domestic peers despite strong earnings growth outlook (expect 42% PAT CAGR
over FY2021-FY2023E). Potential debt reduction would boost equity value and drive re-rating of valuation
multiples. Hence, we maintain our Buy rating on SAIL with a revised price target (PT) of Rs. 150 (reflects cut in
earnings estimates).
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About company

SAIL is one of the largest steel-making companies in India and Central Public Sector Enterprises. SAIL produces
iron and steel at five integrated plants and three special steel plants, located principally in the eastern and
central regions of India and situated close to domestic sources of raw materials. The company’s current crude
steel production capacity is 16.2 mmt and has largely completed its capex plan to expand capacity to 21.4
mtpa.

Investment theme

We expect steel margin to remain resilient and witness recovery in CY2022 as China’s aim to reduce supplies
and strong demand environment would aid price hike to mitigate elevated coking coal price. Additionally,
SAIL is favourably placed given its entire iron ore requirement is met through its captive iron ore mines. SAIL
has one of the best volume growth potential among domestic steel players. Strong earnings growth would
drive robust free cash flow (FCF) generation and debt reduction. The company’s valuation is also attractive
and at a steep discount to domestic peers.

Key Risks
¢ Sharp fall in steel prices and sustained high coking coal prices could impact earnings outlook.

* Any weakness in steel demand and delay in expansion plan could impact volume growth outlook.

Additional Data

Key management personnel

Soma Mondal Chairman

Amit Sen Director (Finance)

Harinand Rai Director (Technical, projects and Raw materials)

Source: Company

Top 10 shareholders

Sr. No. Holder Name Holding (%)
1 Life Insurance Corp of India 8.4
2 Nippon Life India Asset Management Ltd. 1.0
3 Vanguard Group 0.9
4 SBI Funds Management Private Limited 0.8
5 Kotak Mahindra Asset Management Co. Ltd 0.8
6 Aditya Birla Sun Life Asset Management Co. Ltd 0.7
7 ICICI Prudential Asset Management Co. Ltd 0.5
8 Dimensional Fund Advisors LP 0.4
9 DSP Investment Managers Private Limited 0.3
10 IDFC Mutual Fund/India 0.3

Source: Bloomberg Note: Shareholding as of August 6, 2021

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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Understanding the Sharekhan 3R Matrix

Right Sector
Positive

Neutral

Negative

Right Quality

Positive

Neutral

Negative

Right Valuation
Positive

Neutral

Negative

Source: Sharekhan Research

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

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

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.

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

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

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

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.

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

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.
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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 and SHAREKHAN further certifies that neither he
or his relatives or Sharekhan associates 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.



