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Company details

Market cap: Rs. 18,493 cr
52-week high/low: Rs. 744/438
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Aarti Industries Ltd
Strong Q2 amid difficult times

Specaility Chem Sharekhan code: AARTIIND
Reco/View: Hold o CMP:Rs. 510 Price Target: Rs. 545 N
N Upgrade € Maintain NV Downgrade
Summary

¢ Q2 PAT grew by 30% g-0-q to Rs. 92 crore (34% above estimate) reflecting a sharp rise in margins and tax benefit.

¢ Stellar earnings recovery was led by improvement in volumes and stable-to-better realisations for certain
products. OPM rose 181 bps g-o-q rise to 16.1%. Demand from dyes, polymers, pigment spaces recovered;
agrochem is still seeing challenges of destocking while some recovery was for specific molecules.

¢ H2 to be better with FY24 EBITDA guidance of Rs. 950-1,000 crore while FY25 would be normal as impact of
destocking would ease. Capex planned at Rs. 2,500-3,000 over FY24-26 and debt to rise, peaking in FY26.

+ Q2 gives hope of gradual recovery but we would wait for one quarter to assess sustainability of recovery trend
and to turn constructive on Aarti. We maintain Hold rating on Aarti Industries with a revised PT of Rs. 545. High
capex to mean rise in debt

Q2FY24 results was strong led by improved volume and stable-to-better realisation for certain
products, which led to a 181 bps g-o-q rise in OPM to 16.1% (381 bps above our estimate) and
thus operating profit grew by 16% q-0-q to Rs. 234 crore (15% above our estimate). PAT rose by
a robust 30% qg-o-q to Rs. 92 crore (beat of 34%) given robust margin expansion & tax benefit.
Aarti benefited from higher tax depreciation and exemptions resulted into lower tax liability
and accrual of deferred tax assets of Rs. 9 crore. However, interest costs rose 45% g-0-q on
account of mark-to-market/revaluation loss of ~Rs. 12 crore with respect to unhedged long-
term loans.

Key positives

+ Sharp beat of 381 bps in OPM 16.1%, up 181 bps g-o-q.

Key negatives

+ Nitrotoluene production fell 19% g-o0-q to 7,560 mt.

Management Commentary

+ FY24 EBITDA guidance of Rs. 950-1000 crore implies an 18-29% growth for H2FY24 versus H1FY24.
FY25 EBITDA guidance of Rs. 1700 crore (+- 5-15%) as inventory destocking expected to normalise.

+ Aarti is witnessing a gradual demand recovery g-o-q, it will take few more quarters for normalized
demand across various end segments/product lines. Discretionary sectors (dyes, pigments,
polymers) saw a g-o-q recovery.

+ Capex guidance of Rs. 1,200-1,300 crore for FY24 versus H1FY24 capex of Rs. 575 crore.
+ Management does not expect much contribution from long-term contracts in FY24.

¢ Production - Nitro-chlorobenzene stood at 19,014 tonnes versus 17,293 tonnes in Q1FY24.
Nitrotoluene production stood at 7,560 MT versus 9,320 MT in Q1FY24. Production of PDA was at
316 MT/month.

+ Otherupdates - 1) Looking for opportunities in sunrise sectors, 2) balanced contribution from both
regular and non-regular markets, 3) Commercialised Phase 1 of scale-up of Acid Unit Revamp, 4)
EBITDA to grow by ~ 20-25% CAGR driven by FY26 beyond, 5) net debt of Rs. 2,723 crore to stay
stable in FY24 and should rise over FY25-26 with peak in FY26.

Revision in estimates: We fine-tuned our FY24 earnings estimate and increased FY25 earnings to
factor gradual demand/margin recovery. We have also introduced our FY26 earnings estimate in this
report.

Our Call

Valuation - Maintain Hold with revised PT of Rs. 545: Q2 results give hope of a gradual demand
recovery but we would wait for one quarter to assess sustainability of recovery trend and to turn
constructive on the stock. Having said that, headwinds related to inventory destocking in agrochemical
space and demand pressure from export markets persist though some improvements have been seen,
but would take another 1-2 quarters for normalisation. Hence, we maintain a Hold rating on Aarti
Industries with a revised PT of Rs. 545. At CMP, the stock trades at 26x/19x FY25E/FY26E EPS.

Key Risks

¢ Faster-than-expected ramp-up of facilities and multi-year contracts, strong demand recovery from
dyes/pigments industry and lower raw material costs could improve revenues/margin and are key
upside risks to our earnings estimates and valuation.

¢ Slowdown in demand, delay in commissioning of facilities for multi-year contracts, adverse
commodity price and currency movement are key downside risks.

Valuation (Consolidated) Rs cr

FY22 FY23 FY24E FY25E FY26E

Revenue 5,454 6,619 6,428 8,137 9,795
OPM (%) 20.3 16.5 15.9 18.7 19.7
Adjusted PAT 659 547 419 718 996
y-0-y growth (%) 259 (17.0) (23.4) 713 38.8
Adjusted EPS (Rs.) 18.2 15.1 11.6 19.8 27.5
P/E (x) 28.1 33.8 441 258 18.6
P/BV (x) 4.1 3.8 3.6 33 29
EV/EBITDA (x) 18.8 194 219 14.7 11.9
RoCE (%) 12.5 10.2 7.8 11.3 13.6
RoE (%) 14.3 11.6 8.3 13.4 16.6
Source: Company; Sharekhan estimates
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Margin beat & lower tax outgo led to earnings beat

N EIGED]

by BNP PARIBAS

Q2FY24 results were strong led by improved volume and stable-to-better realisation for certain products. Consolidated
revenue of Rs. 1,454 crore (up 3% g-o0-q) was 12% below our estimate of Rs. 1,660 crores. OPM improved by 181 bps
g-0-q to 16.1% and was 381 bps above our estimate of 12.3% led by beat in gross margin at 41.2% (up 143 bps g-0-q)
and lower-than-expected other expenses. Consequently, operating profit of Rs. 234 crore (up 16% g-0-q) was 15%
above our estimate of Rs. 204 crore. Consolidated PAT increased by 30% g-0-q to Rs. 92 crores and was 34% above our
estimate led by sharp margin beat and tax benefit partially offset by higher interest cost. Aarti benefited from higher
tax depreciation and exemptions resulted into lower tax liability and also accrual of deferred tax assets of Rs. 9 crore.
However, interest cost increased by 45% g-o-q led by mark-to-market/revaluation loss of ~Rs. 12 crore with respect to

unhedged long-term loans.

Results (Consolidated)

Particulars Q2FY24
Revenue 1,454
Total expenditure 1,220
Operating profit 234
Other Income -
Depreciation 93
Interest 58
PBT 83
Tax 9)
Reported PAT 92
Reported EPS (Rs.) 2.5
Margin (%)

OPM 16.1
NPM 6.3
Tax Rate (10.8)

Source: Company, Sharekhan Research

Growth strategy and outlook

Q2FY23

1,685
1,418

124

15.8
74
17.3

Rs cr

YoY (%) Q1FY24 QoQ (%)
(13.7) 1,414 2.8
(14.0) 1,212 0.7
(12.4) 202 15.8
NA - NA
27.4 89 4.5
31.8 40 45.0
(44.7) 73 13.7
NA 2 NA
(25.8) 71 29.6
(25.8) 2.0 29.6
BPS BPS
25 14.3 181
(103) 5.0 131
NA 2.7 NA

( Growth Strategy )

+ Collaborate with world’s leading chemical companies
w + Build on existing partnerships and build new ones
+ Contract Manufacturing/ COMO Opportunities

New Product Development

+ Explore new value Chains

@ » Add new chemistry: e.g., Photochlorination, oxidation
etc.

- Expansion of existing Value chain

+ Sustainable/ green products with focus on biochemistry

a@ Y - Battery chemicals, Electronics chemicals, new age

materials, high end polymers etc.

Partnership with Global Companies

Bio and Sunrise sector

Outlook )

FY26
ELL
beyond

« Macro Concerns on demand continuing from FY23 and

+ Recovery of Volumes across the sector, Ramp-up of

+ Commissioning of expanded capacities of NT and

. Zone 4 to start gradually going onstream.

- EBITDA to grow by ~ 20-25% CAGR driven by

is expected to progressively improve in H2FY24.

capacities and higher operating leverages shall lead to
EBITDA growth

Ethylation

o Zone 4 ramping up.
- New Strategic opportunities
- Higher utilisation for existing capacities at Zone 1,2,3

Source: Company
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Major projects - FY19-H1FY25

To be Completed by Sept 24

Set up New Research & Operationalized Phase 1 Unit at Dahej
Technology Centre at Navi SEZ for agrochemical intermediates & § . .
Mumbai Speciality Chemical NCB Capacity Expansion at Vapi

Specialty Chemicals Blocks at various locations

Two Speciality Chemical
process blocks at Jhagad

Expansion cum Asset Upgradation
for Acid Unit at Vapi (Phase |
commercialised in Q2 FY24)

Operationalized New
Chlorination Unit at Jhagadia

Operationalized Phase 2 Unit at
Dahej SEZ for agrochemical
intermediates

Unit for 3rd Long Term Expansion of Ethylation Expansion,
Unit for 2nd Long Te Contract at Jhagadia and NT Capacities Asset Restoration,
Contract at Dahej SEZ Sustainability initiatives etc.

Source: Company
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Outlook and Valuation
B Sector Outlook - Structural growth drivers to drive sustained growth

We remain bullish on the medium to long-term growth prospects of the specialty chemicals sector, given a massive
revenue opportunity from import substitution (India’s total specialty chemical imports are estimated at $56 billion), a
potential increase in exports given China plus One strategy by global customers and favourable government policies
(such as tax incentive and production-linked incentive scheme similar to the pharmaceutical sector). In our view,
conducive government policies, product innovation, massive export opportunity and lower input costs would help
the sector witness sustained high double-digit earnings growth for the next 2-3 years.

B Company Outlook - Weak demand muted near-term outlook; capex to drive long-term growth

The near-term outlook is weak as demand for dyes and pigments is weak given challenges in the textile and printing
sectors. This coupled with higher interest and depreciation costs would in muted FY24 PAT. Despite demand slowdown,
the company is continuing with its capex plan and guided for robust growth over long term. Yet, the company is
investing in the right areas to build capabilities and enhance client engagements. Long term growth is expected to be
largely driven by - i) Growth in global markets, ii) Import substitution, and iii) The China Plus One opportunity.

B Valuation - Maintain Hold on Aarti Industries a revised PT of Rs. 545

Q2 results give hope of a gradual demand recovery but we would wait for one quarter to assess sustainability of
recovery trend and to turn constructive on the stock. Having said that, headwinds related to inventory destocking
in agrochemical space and demand pressure from export markets persist though some improvements are seen but
would take another 1-2 quarters for normalisation. Hence, we maintain a Hold rating on Aarti Industries with a revised
PT of Rs. 545. At CMP, the stock trades at 26x/19x FY25E/FY26E EPS.

November 06, 2023 4
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About the company

Aarti Industries is a leading specialty chemicals company in benzene-based derivatives with a global footprint having
integrated operations and high level of cost optimisation. The company has been setup by first-generation technocrats
in 1984 and its pharmaceutical business spans across APIs, intermediates, and Xanthene derivatives. The company
has strong R&D capabilities, with three R&D facilities and a dedicated pool of over 170 engineers and scientists. The
company has 11 plants located in western India with proximity to ports; specialty chemicals are manufactured in all
plants; and four of the plants are approved as pharma-grade (2 USFDA and 2 WHO/GMP). The company is also coming
up with two project sites at Dahej SEZ and the fourth R&D centre at Navi Mumbai.

Investment theme

Aarti Industries is investing in the right areas for building capabilities and richer client engagements, which would
create a long-term moat in a booming industry. Although the company expects significant growth prospects, led by
expansion but near-term demand challenges still persist. Massive capex plan would mean rise in debt level while high
CWIP high would impact return ratios in FY24.

Key Risks

¢ Faster-than-expected ramp-up for facilities and multi-year contracts, strong demand recovery from dyes/
pigments industry and lower raw material cost could improve revenue growth/margin and are key upside risk to
our earnings estimate and valuation.

¢ Slowdown in demand, delay in commissioning of facilities for multi-year contracts, adverse commodity price and
currency movement are key downside risks.

Additional Data

Key management personnel

Rajendra Vallabhaji Gogri Chairman cum Managing Director
Rashesh Chandrakant Gogri Vice Chairman cum Managing Director
Renil Rajendra Gogri Executive Director

Kirit Ratilal Mehta Executive Director

Parimal Hasmukhlal Desai Executive Director

Manoj Mulji Chheda Executive Director

Hetal Gogri Gala Executive Director

Chetan B Gandhi Chief Finance Officer (CFO)

Raj Sarraf Company Secretary & Compliance Officer

Source: Bloomberg

Top 10 shareholders

Sr.No. Holder Name Holding (%)
1 Life Insurance Corp of India 6.8
2 Morgan Stanley 3.1
3 HDFC Asset Management Co Ltd 2.8
4 Aditya Birla Sun Life Asset Manage 2.7
5 Vanguard Group Inc/The 2.1
6 JPMorgan Chase & Co 0.9
7 Alchemie Financial Services Ltd 1.0
8 Baron Capital Inc 1.0
9 BlackRock Inc 0.9
10 Dimensional Fund Advisors LP 0.5

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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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 information/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 information/ document is subject to changes without prior notice.

Recommendation in reports based on technical and derivatives analysis is based on studying charts of a stock’s price movement, trading volume,
outstanding positions, as opposed to focusing on a company’s fundamentals and as such, may not match with a report on acompany’s fundamentals.
However, this would only apply for information/document focused on technical and derivatives research and shall not apply to reports/documents/
information focused on fundamental research.

This information/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 information/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 recommendations/ reports that are inconsistent with and
reach different conclusions from the information presented in this recommendations/report.

This information/recommendation/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 might have dealt or traded directly or indirectly in securities of the company and that all 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 either he or his relatives or Sharekhan associates might have
direct or indirect financial interest or might 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. The analyst and SHAREKHAN encourages independence in research
report/ material preparation and strives to minimize conflict in preparation of research report. The analyst and SHAREKHAN does not have any
material conflict of interest or has not served as officer, director or employee or engaged in market making activity of the company. The analyst and
SHAREKHAN has 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 Ltd 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.

Forward-looking statements (if any) are provided to allow potential investors the opportunity to understand management’s beliefs and opinions in
respect of the future so that they may use such beliefs and opinions as one factor in evaluating an investment. These statements are not a guarantee
of future performance and undue reliance should not be placed on them. Such forward-looking statements necessarily involve known and unknown
risks and uncertainties, which may cause actual performance and financial results in future periods to differ materially from any projections of
future performance or result expressed or implied by such forward-looking statements. Sharekhan/its affiliates undertakes no obligation to update
forward-looking statements if circumstances or management’s estimates or opinions should change except as required by applicable securities
laws. The reader/investors are cautioned not to place undue reliance on forward-looking statements and use their independent judgement before
taking any investment decision.

Investment in securities market are subject to market risks, read all the related documents carefully before investing. The securities quoted are for
illustration only and are not recommendatory. Registration granted by SEBI, and certification from NISM in no way guarantee performance of the
intermediary or provide any assurance of returns to investors.

Client should read the Risk Disclosure Document issued by SEBI & relevant exchanges and the T&C on www.sharekhan.com
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