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Honeywell Automation India Ltd
Mixed bag Q3, yet long-term outlook stays bright

Capital Goods Sharekhan code: HONAUT
Reco/View: Buy © CMP:Rs. 38,079 Price Target: Rs. 45,000 N
N Upgrade € Maintain ' Downgrade
Summary

+ Q3FY23 performance was a mixed bag, wherein sales were above estimates but operating
profitability lagged estimates. Revenue increased by 18.3% y-o-y to Rs. 1,017 crore (versus
our estimate of Rs. 957 crore).

+ Operating profit increased at a slower pace of 6.8% y-o-y to Rs. 130 crore (below our
estimate of Rs. 167 crore) due to increase in raw material cost despite drop in staff cost.
Consequently, OPM plunged 138 bps y-o-y to 12.8% (versus our estimate of 17.5%). Net profit
was up 18% y-o-y to “Rs. 106 crore (versus our estimate of Rs. 113 crore).

+ As per company’s last media interaction, it expects uptick in execution and growth in top
line as there are bright spots and opportunities in the global markets. Further, margins are
expected to inch up as supply chains ease going forward.

+ We retain our Buy rating on the stock with a revised PT of Rs. 45,000, as improving growth
prospects across end-user industries, asset-light business model, strong parentage, and a
healthy balance sheet justify the stock’s premium valuation.

Q3FY23 numbers were a mixed bag, wherein revenue beat estimates, but profitability lagged
expectations. Revenue grew by 18.3% y-o-y to Rs. 1,017 crore. Gross profit margin declined
to 41.5% (vs 43% in Q3FY22 and 49.1% in Q2FY3) due to higher raw material cost. As a result,
operating profit increased at a slower pace of 6.8% y-o-y to Rs. 130 crore. OPM came in
at 12.8%, lower by 138 bps/328 bps y-o-y/q-o-q (below our estimate of 17.5%). Net profit
increased by 18% y-o-y to “Rs. 106 crore (Vs our estimate of Rs. 113 crore) mainly as a result
of higher other income, which grew by 91% y-o-y.

Key positives

+ Sales grew by 18.3% y-o-y to Rs. 1,017 crore.

+ Net profit grew by “18% y-o-y to Rs. 106 crore.

+ Employee expenses have declined proportionately on a y-o-y and g-o-q basis.

+ Otherincome increased by ¥91.4% y-o-y to Rs. 27 crore on account of strong cash balance.

Key negatives

+ Gross margins declined 147 bps y-o-y and 760 bps g-o-q to 41.5%,

+ Operating profit and OPM were lower than our expectations.

Revision in estimates — We have fine-tuned our estimates for FY2023-FY2024E.

Our Call

Valuation — Retain Buy with a revised PT of Rs. 45,000: Q3FY23 performance has not been
as per expectations despite positive commentary from the management. Hence, the stock may
remain range bound in the near term. However, in the long term, the company has multiple
domestic growth levers such as the government’s infrastructure investments, including smart
cities, airports, metros, railways, and ports over the next five years as well as growing automation
demand from metals, healthcare, and cybersecurity segments. Further, the company’s parent
has given robust demand outlook in geographies like India, China and Middle East while
the US and Europe may face recessionary fears. An asset-light model (nil debt), strong cash
position, healthy free cash flow generation, and promising long-term growth prospects in the
automation space justify the stock’s premium valuation. Further, supply-chain disruptions faced
by the industry, especially for semi-conductor chips and electronic components, are expected
to ease. This shall boost revenue and earnings growth. Following weak profitability in Q3FY23,
we have downgraded our estimates for FY23E. We expect Revenue/PAT CAGR of “16%/V33%
over FY2022-FY2024E. Hence, given a strong earnings CAGR and correction in the stock price,
we retain our Buy rating on the stock with a revised price target (PT) of Rs. 45,000.

Key Risks

+ Significant proportion of revenues and profits come from Honeywell International and its
affiliates.

+ Softening of investments globally and geopolitical uncertainty would affect business
operations.

Valuation Rs cr
[Poricutors | Pva1|  Pva2  Pvase| o]
Net Sales 3,043 2,948 3,457 3,944
OPM (%) 19.4 147 147 171
Net Profit 460 339 435 603
EPS (Rs.) 520.4 383.6 492.0 682.6
EPS Growth (%) (6.4) (26.3) 28.2 38.8
PER (x) 73.2 99.3 774 55.8
P/BV (x) 11 101 8.5 70
EV/EBITDA (x) 455 61.4 511 374
ROCE (%) 227 141 15.0 16.9
ROE (%) 19.3 12.5 14.4 16.5

Source: Company; Sharekhan estimates
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Poor operating performance

Q3FY23 performance was a mixed bag, wherein revenue were above estimates, however profitability was
below expectations. Its revenue grew by 18.3% y-o-y to Rs. 1,017 crore. Gross margins declined to 41.5% (vs
43% in Q3FY22 and 49.1% in Q2FY3) due to higher raw material cost. As a result, operating profit increased
at a slower pace of 6.8% y-o-y to Rs. 130 crore. OPM came in at 12.8%, lower by 138 bps/328 bps y-0-y/q-o0-q
(much below our estimate of 17.5%). Net profit increased by 18% y-o-y to “Rs. 106 crore (Vs our estimate of Rs.
113 crore) mainly because of higher other income, which grew by 91% y-o-y. During the management’s last
interaction, it stated that demand environment is favourable and supply-side challenges are easing which
should lead to better performance in the long term.

Strong Q4 performance and optimistic outlook by parent bodes well for future growth

Honeywell's US-based parent, Honeywell International, reported a stellar Q4CY23, meeting its guidance and
street’s expectations. Organic sales were up 10% y-o-y led by double-digit growth in commercial aviation,
building products, advanced materials, driven by strong demand from end markets, particularly in long-cycle
businesses. Order backlog grew to a new record of US$29.6 billion, up 7% y-o-y and 2% g-o-q. Its outlook
for CY23 is on a conservative side with an organic growth of 2% to 5% in sales; segment margin expansion of
50 to 90 basis points and earnings growth flat to up 5%. Hence, strong earnings performance bode well for
Honeywell as it indicates that supply-side constraints are being managed well. Geography-wise, while US

and Europe may face recessionary headwinds, it expects China, Middle East and India to do well.

Results (Standalone) Rs cr
Particulars Q3FY23 Q3FY22 YoY (%) Q2FY23 QoQ (%)
Total Revenue 1,017 860 18.3 794 2841
Operating Profit 130 122 6.8 128 2.0
Other Income 27 14 91.4 45 -38.9
Interest 1 1 -4.6 1 127
Depreciation 13 14 -3.3 13 27
PBT 144 122 18.0 159 -9.5
Tax 38 32 181 41 -7.5
Reported PAT 106 90 18.0 18 -10.2
Adj. PAT 106 20 18.0 118 -10.2
Adj. EPS (Rs.) 119.8 101.5 18.0 133.4 -10.2
Margin (%) BPS BPS
OPM 12.8 14.2 (138) 16.1 (328)
NPM 10.4 10.4 3) 14.8 (444)
Tax rate 26.2 26.2 2 257 57

Source: Company; Sharekhan Research
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Outlook and Valuation

B Sector View — Multiple structural enablers to drive growth

India’s focus on turning itself into a manufacturing hub through ‘Make in India, huge investments in
infrastructure across sub-sectors through the National Infrastructure Pipeline (NIP) over FY2020-FY2025,
and ensuring energy security through increased share of renewable energy are key growth levers. The
company has positioned itself across various industries viz. oil & gas, chemical/petrochemicals, metals and
mining, infrastructure, and residential and commercial construction. India’s aim is tied to its rising requirement
for automation technologies such as artificial intelligence (Al), loT (connected devices), Cloud services, and
IloT, which can support and transform its existing and upcoming infrastructure and industrial projects. The
COVID-19 pandemic has opened up further opportunities in the healthcare and pharmaceutical sectors
through an expected rise in capacity additions.

B Company Outlook — Long-term growth levers intact despite near-term weakness

Honeywell’s focus on development of products and services, foray into new areas besides core industries, and
addressing a growing mass mid-market are expected to help it maintain a healthy earnings growth trend. Further,
the company is expected to benefit from domestic long-term growth levers such as Smart City development,
modernisation of railway stations, metro rail projects, airport expansions, RERA, GST, lloT, and ‘Make in Indid’

initiatives.

B Valuation — Retain Buy with a revised PT of Rs. 45,000

Q3FY23 performance has not been as per expectations despite positive commentary from the management.
Hence, the stock may remain range bound in the near term. However, in the long term, the company has multiple
domestic growth levers such as the government’s infrastructure investments, including smart cities, airports,
metros, railways, and ports over the next five years as well as growing automation demand from metals,
healthcare, and cybersecurity segments. Further, the company’s parent has given robust demand outlook in
geographies like India, China and Middle East while the US and Europe may face recessionary fears. An asset-
light model (nil debt), strong cash position, healthy free cash flow generation, and promising long-term growth
prospects in the automation space justify the stock’s premium valuation. Further, supply-chain disruptions faced
by the industry, especially for semi-conductor chips and electronic components, are expected to ease. This shall
boost revenue and earnings growth. Following weak profitability in Q3FY23, we have downgraded our estimates
for FY23E. We expect Revenue/PAT CAGR of V16%/%33% over FY2022-FY2024E. Hence, given a strong earnings
CAGR and correction in the stock price, we retain our Buy rating on the stock with a revised price target (PT) of

Rs. 45,000.
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About company

Honeywell is a leader in providing integrated automation and software solutions, including process solutions
and building solutions. The company has a wide product portfolio in environmental and combustion controls
and sensing and control. The company also provides engineering services in the field of automation and
control to global clients. A Fortune India 500 company, Honeywell has more than 3,000 employees based
in nine offices across India — Pune, Baroda, Bangalore, Hyderabad, Mumbai, Chennai, Gurgaon, Kolkata, and
Jamshedpur.

Investment theme

Honeywell, a step-down subsidiary of Honeywell International (a diversified technology and manufacturing
company), is a leader in providing integrated automation and software solutions, including process solutions
and building solutions. The company has positioned itself across various industries diversifying sector-
specific risk and to a greater extent shielding itself from the economic downturn. The company’s focus on
the development of new products and services, venturing into new industries apart from core industries, and
addressing the growing mass mid-market are expected to maintain its healthy earnings growth trend. The
company’s asset-light model, strong cash position, robust cash flow generation, healthy return ratios, and
consistent dividend-paying record are some of its salient features.

Key Risks
¢ Good percentage of revenue and profits come from Honeywell International and its affiliates.

¢ Softening of investments domestically as well as globally and volatility in foreign exchange rate can
affect its business operations.

Additional Data

Key management personnel

Mr. Ashish Gaikwad Executive Director-MD

Mr. Pulkit Goyal Chief Financial Officer

Dr. Ganesh Natarajan Independent Director and Board Chairman

Source: Company Website

Top 10 shareholders

Sr. No. Holder Name Holding (%)
1 Aditya Birla Sun Life Trustee Co Pvt Ltd 3.83
2 Aditya Birla Sun Life Asset Management Co Ltd 3.80
3 Vanguard Group Inc 219
4 Canara Robeco Asset Management Co Ltd 0.79
5 Mirae Asset Global Investments Co Ltd 0.60
6 UTI Asset Management Co Ltd 0.60
7 Kotak Mahindra Asset Management Co Ltd 0.56
8 Axis Asset Management Co Ltd 0.41
9 Invesco Asset Management India Pvt Ltd 0.36
10 Tata Asset Management Pvt Ltd 0.35

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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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.




