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HCL Technologies Ltd

Macro headwinds to impact near term growth;
valuations reasonable
IT & ITES Sharekhan code: HCLTECH
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Summary

¢ HCL Tech’s commentary at its US Investor Day indicated demand concerns due to macroeconomic
impact and higher-than-expected furloughs. Management now expects FY23 CC revenue growth to be
at lower end of its guidance of 13.5-14.5% while they maintained 18-19% EBIT margin guidance. We see
our FY23 CC revenue growth estimate of 14.5% at risk.

¢+ The management hinted at increased vendor consolidation as clients move away from boutique firms
and weak vendors. New growth opportunities driven by digital transformation and cost optimisation.
Focused on customers with large technology spends (85% of FY22 growth from “50 accounts (35
existing clients and 15 new accounts).

+ We believe that uncertain macros could affect global IT spending visibility for CY2023E especially from
discretionary/BFSI verticals. This could affect growth for the IT sector with higher impact on Tier-2 IT
players because of vendor consolidation. Nifty IT Index has run-up by 9% since Oct’22 (post Q2FY23
earrings season) and we thus advise investors to be selective with a focus on companies with growth
visibility and reasonable valuations.

¢ We maintain a Buy on HCL Technologies with an unchanged PT of Rs. 1,140, given strong growth in
application services, good dividend payout, healthy order intake and reasonable valuations (trades at
16x/14.4x FY24E/FY25E EPS).

HCL Technologies hosted US Investor Day meet on December 08, 2022. Management hinted that
macro headwinds to impact demand and furloughs would be higher than expected and thus now
expects to achieve lower end of FY23 CC revenue growth guidance of 13.5-14.5%. Margin guidance was
maintained at 18-19% for FY23 and aim is to improve it further to 19-20% soon. Management expects
vendor consolidation would be more rapid and benefit players like HCL Technologies. Managements’
plan is to align its product & services closer to market spending pattern, leverage on digital engineering
capabilities to tap avenues of new normal in technology industry, increase focus on large clients having
high technology spends (HCL Tech’s 85% of FY22 growth from “50 accounts (35 existing clients and 15
new accounts). We maintain Buy on HCL Technologies with an unchanged PT of Rs. 1,140.

*

Macro impact higher than expected; HCL Tech to achieve lower end of FY23 CC revenue growth guidance
13.5-14.5%: HCL Tech management commentary hints that demand concern from macro environment
are higher than anticipated earlier and furloughs are also high. Thus, discretionary spending in hi-tech,
telecom and BFSI amongst other verticals could decline and management now expects to achieve lower
end of its FY23 CC revenue growth guidance of 13.5-14.5%. This surprised us negatively as post Q2FY23
earnings con-call, management had raised FY23 CC revenue guidance from 12-14% to 13.5-14.5% given
the flow of healthy deal wins and prospects of better realization in quarters ahead. We see risk of ™1
percentage point to our FY23 CC revenue growth estimate of 14.5%.

FY23 margin guidance of 18-19% intact, aims to scale-up EBIT margin to 19-20% soon: The management
guided to reach EBIT margin of 19-20% in the near future led by pyramid optimisation (increase in fresher
hiring), operational efficiencies and increase in nearshoring (company will double headcount in nearshore
locations in the next couple of years due to strong demand for nearshore delivery. Present nearshore
headcount is 15,000 in 15 locations). In Q2FY23 con-call, management had lowered FY23 EBIT margin
guidance to 18-19% from 18-20%.

Vendor consolidation, align products to market need & focus on large clients with tech spends -
bodes well for HCL Tech: The management indicated that vendor consolidation would gain further pace
driven by factors like 1) client move away from boutique firms and weak vendors, 2) a challenging macro
environment to drive market share gain for large players and would also support new opportunities from
cloud-led digital transformation and cost optimisation, and 3) one stop shop for product + support services
rather than contract for separate products. HCL Tech is focused to align its products & services closer to
market spending pattern, leverage on digital engineering capabilities to tap avenues of new normal in
technology industry, increase focus on large clients having high tech spends (HCL Tech’s 85% of FY22
growth from 50 accounts (35 existing clients and 15 new accounts).

Our Call

Valuation — Maintain Buy with an unchanged PT of Rs. 1,140: The Nifty IT Index has run-up by 9% since
Oct’22 (postQ2FY23 earrings season) while uncertain macros could impact global CY23 T spending visibility.
Thus, we advise investors to be selective on IT companies which have growth visibility (benefit of vendor
consolidation) and reasonable valuation. HCL Tech'’s stock price has also increased by 10% since October
2022 but offers favorable risk reward at current levels for long term investment given strong capabilities
in digital foundation, higher payout ratio, healthy deal wins and reasonable valuation of 18x/16x/14x its
FY2023E/FY2024E/FY2024E earnings. Hence, we maintain Buy on the stock with an unchanged price target
(PT) of Rs. 1,140.

*

*

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 (Consolidated) Rs cr
[Porticwors | P22l P Pl Fvase
Revenue 85,651.0 1,02,674.0 112,070.9 1,22,905.0
OPM (%) 24.0 222 23.2 235
Adjusted PAT 13,499.0 14,709.0 16,831.9 18,729.4
% YoY growth 43 9.0 14.4 1.3
EPS (Rs) 497 56.1 64.2 .4
P/E (x) 207 18.3 16.0 14.4
P/B (x) 4.5 4.2 3.9 37
EV/EBITDA 12.8 1.8 10.4 9.3
ROE (%) 221 229 246 257
ROCE (%) 237 261 283 29.8

Source: Company; Sharekhan estimates
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HCL hosted US investor day meet on December 08, 2022. Following are the key takeaways from the
analyst meet.

CC revenue guidance for FY23 to be at the lower end of 13.5-14.5%

FY23 revenue guidance in constant currency (CC) terms to be in the lower end of 13.5-14.5% as Q3 furloughs
will be higher than expected and there is drop in discretionary spending in hi-tech, telecom and BFSI among
other verticals. In Q2FY23 con-call, management had raised FY23 cc revenue guidance from 12-14% to 13.5-
14.5% given the flow of healthy deal wins and prospects of better realization in quarters ahead.

Aim is to reach EBIT margin guidance of 19-20% soon

The management guided to reach EBIT margin of 19-20% in the near future led by pyramid optimization
(increase in fresher hiring), operational efficiencies and right shoring (increasing offshoring and leveraging
nearshoring). In Q2FY23 con-call, management had lowered FY23 EBIT margin guidance to 18-19% from 18-
20%.

Focus on improving capital efficiency and returning cash to the shareholders

The company plans to have a pay out of at least 75% of net income over FY22-26. The company does not
have big acquisition plans for the next five years and is capital efficient in the services business.

HCL to benefit from the increase in vendor consolidation trend

HCLT to be key beneficiary of the increase in vendor consolidation trend as few large players are not
performing well due to the macro challenges. Company will also gain business from smaller IT players due
to the holistic shift in operating model where clients now prefer to get both the application development and
maintenance work done from the same vendor.

IMS business has potential to grow 2-3x in the next 3-4 years

IMS business grew 2x of market growth in the past 3 years and has the potential to grow 2-3x in the next 3-4
years led by expansion of existing clients, 40-50% growth in new focused countries and strong partnerships
with Hyperscalers and technology providers. There is a potential market of $70-80 bn with first-time
outsourcers and consolidation of fragmented outsourcing and $100 Bn addressable renewable opportunities
over next 3 years.

Product business commentary

Growth in products business will take time and the company is focusing on expanding engagement with
partners and increasing synergy pipeline in services. Company won a mega deal of $125 Mn ACV in Q2 in
services due to synergy benefits.

Strong customer base

Company has 75+ Fortune 200 companies in the IT & Business services segment which has a TAM of $500
Bn+, 60+ Global R&D Top 100 companies in the ER&D services segment which has a TAM of $90 Bn+ and
240+ Global 500 companies in the HCLSoftware segment which has a TAM of over $100 billion.
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Aim to improve margin to 19-20% ASAP

A4

< Margin Levers

Realization

Improvement in realized

Pyramid

Optimization

* Fresher hiring:

Operational
Levers

+ Utilization improvement

* Increased offshoring and

rates from clients due to: - FY'22: 22k with attrition stabilizing continued expansion in
* Deals signed in recent - LTM: 30k + Speeding up re-training Tier Il cities:
quarters at better margin - HIFY23: 16k and re-deployment of Lucknow, Madurai,
factoring in new cost - FY'23 Plan: ~30k Freshers and people Nagpur, Vijayawada

realties

* Negotiated improvement
in existing deals

* Leveraged managed
service accounts with
efficient resource

* Lateral hiring minimized

coming off projects
+ Automation

Leveraging nearshore as
strategic delivery model
with increased footprint in
Brazil, Mexico, Costa Rica,
Poland, Bulgaria, Hungary,
Romania, etc.

deployment

FY’23 EBIT Guidance: 18-19%

Source: Company

Payout to shareholders remain high

Capital allocation policy: payout minimum 75% of net income over

five years (FY’22 to FY’26)

FY’18 to 62%

FY'20 5%

H1 FY’23

During FY'22, payout has been done 88.4% of net income, average dividend yield 3.8% and FCF yield 4.9%

Payment for acquisitions and IPPs W Cash returned to shareholders Retained/(Used) in balance sheet

Source: Company
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Outlook and Valuation

B Sector View — Near term macro concern; digital transformation to drive acceleration in technology
spending

Amid a challenging macro environment, there is drop in discretionary spending in hi-tech, telecom and BFSI
amongst other verticals and thus IT spending could get impacted in near term. However, we believe that
the need for business continuity, operational resilience and the switch to digital transactions have led to
strong demand for IT services post the pandemic. Industry analysts such as Gartner estimate that IT services
spending would grow by 8-8.5% in the next four years as compared to the average of 4.2% achieved over
the past 10 years. Forecasts indicate higher demand for cloud infrastructure services, a potential increase

in specialised software, potential investments in transformation projects by clients and increased online
adoption across verticals.

B Company Outlook — Leveraging on core strengths

HCL Technologies has invested aggressively in the fast-growing Mode-2 (a good proxy for digital offering)
capabilities, which would help HCL Tech deliver strong revenue growth in the coming years. Given its
differentiated position in IMS and strong capabilities in engineering services, HCL Tech is well positioned to
maintain its growth momentum in the IT services business (89% of total revenue) going ahead. HCL Tech’s
strength in digital foundation and application modernisation make it a strong contender for building out
digital-transformation initiatives for clients.

B Valuation — Maintain Buy with an unchanged PT of Rs. 1,140

The Nifty IT Index has run-up by 9% since Oct’22 (post Q2FY23 earrings season) while uncertain macros
could impact global CY23 IT spending visibility. Thus, we advise investors to be selective on IT companies
which have growth visibility (benefit of vendor consolidation) and reasonable valuation. HCL Tech’s stock
price has also increased by 10% since October 2022 but offers favorable risk reward at current levels for long
term investment given strong capabilities in digital foundation, higher payout ratio, healthy deal wins and
reasonable valuation of 18x/16x/14x its FY2023E/FY2024E/FY2024E earnings. Hence, we maintain Buy on
the stock with an unchanged price target (PT) of Rs. 1,140.

One-year forward P/E (x) band

30.0 ~

24.0 A

P/E (x)
B
Fd

T T T T T T T T T T T T T T

- o4 &N N N @™ @™ < S ! ®nm ;N O VW N N N © o O o o o o o o N NN

<+ < @ 05 9 09 9 0 9 4 9 d 4 9 9 g9 9 d 44 94 9 g4 4 o o f 8 9

< o o 3 o > 8 < W  c < > < a o 3 o > 8 L W C < > < a o 3 o

o o ] = o} © 2 < S © S o Q [ (7] = Ja} © o < S < S o Q @ [7] = @

< n w - o s (@] S I - = z < n w - [a s o S I - = z < n w - (=)
Avg. P/E (X) e P/E (x) +2sd +1sd -1sd -2sd

Source: Sharekhan Research

December 09, 2022 4

Stock Update



Powered by the Sharekhan Sharekhan
3R Research Philosophy

by BNP PARIBAS

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 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 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 and Chairman

C Vijay Kumar Managing Director and CEO

Prateek Aggarwal Chief Financial Officer

Apparao V V Chief Human Resources Officer

Kalyan Kumar Chief Technology Officer and Head, Ecosystems

Source: Company Website

Top 10 shareholders

Sr. No. Holder Name Holding (%)
1 Life Insurance Corp of India 3.04
2 SBI Funds Management Private Limited 2.62
3 ICICI Prudential Asset Management 2.23
4 Artisan Partners LP 1.89
5 The Vanguard Group Inc. 1.54
6 BlackRock Inc 1.51
7 Aditya Birla Sun Life Asset Management 0.68
8 Nippon Life India Asset Management Limited 0.62
9 Norges Bank 0.55
10 Mirae Asset Global Investment 0.53

Source: Bloomberg (Old Data)

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 significant increase 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: Ms. Binkle Oza; Tel: 022-61150000; email id: complianceofficer@sharekhan.com;

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

Registered Office: Sharekhan Limited, The Ruby, 18th Floor, 29 Senapati Bapat Marg, Dadar (West), Mumbai — 400 028,
Maharashtra, INDIA, Tel: 022 - 67502000/ Fax: 022 - 24327343. Sharekhan Ltd.: SEBI Regn. Nos.: BSE / NSE / MSEI (CASH / F&O/
CD) / MCX - Commodity: INZ0O00171337; DP: NSDL/CDSL-IN-DP-365-2018; PMS: INPOO0005786; 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.




