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Cummins India Ltd

ADD CMP Rs660

Improving earnings visibility; Upgrade to ‘ADD’

Target Rs720

Cummins India (KKC) reported healthy Q3FY21 performance (26% qoq EBITDA
growth) led by demand recovery in power generation (PG) business & strong margins
due to favorable sales mix, cost control initiatives & lower employee cost. We believe,
Government's thrust on the Road, Rail and Metro projects (National Infra pipeline of
~Rs100trn+) along with new investments into data centre and 5G telecom network will
aid in faster demand revival for KKC's products. In addition, mgmt. expects healthy pre-
buy demand before implementation of new emission norms. Though KKC reported
16.7% adjusted EBITDAM over Q2-Q3FY21, we expect it to normalize at ~15% owing
to likely tilt in sales mix in favor of PG, rollback of few costs & commodity price
headwinds. We raise FY22 earnings estimates by 30% to factor in better than expected
recovery in earlier estimated sales & margins. Hence, we upgrade KKC to ‘ADD’ rating
with revised TP of Rs720 based on SOTP methodology.

Faster sales recovery led by multiple tailwinds

Domestic demand traction has improved significantly for KKC especially from sectors
like Data Center, infra, mining, construction etc., while hospitality, retail, and
commercial segments are recovering relatively at slower pace. Export markets like
South Asia, MENA & LATAM are also showing good signs of demand recovery while
Europe & USA remained weak due to 2" wave of COVID. KKC is eying for market share
gain through customized offerings, & by increasing power density & fuel economy of
products. CPCB IV norms implementation can lead to further market share gains. KKC
is looking at ideas for the long term, such as merging Cummins Technology India Limited
(CTIL unlisted group entity) with itself, but nothing is planned as of now. Mgmt.
indicated that hydrogen technologies for rail & construction (where KKC is already
present) will remain with the company, which offers high growth potential.

Industrial sales are directly dependent on infra awarding activities, hence pick up in
NHAI ordering, roads, rail & metro projects lead to strong sales volumes. Under the
National infrastructure pipeline Government has laid out aggressive investment plan of
Rs100trn+. Hence, we expect strong growth prospects for KKC's industrial business.
Given the large distribution network & large installed base of machines (0.6mn+),
demand for spares is expected to remain robust.

Sustainable cost reduction initiatives

Cost optimization measures & VRS scheme coupled with favorable sales mix in terms
of higher distribution & exports sales has resulted in adjusted EBITDA margins of 16.7%
(excl. impairment of Rs230mn in Q2) during Q2-Q3FY21. KKC provided customized
value-added products for data center, which helped in better price realization. We
assume 15% EBITDAM in Q4FY21 to factor in rise in raw material prices & roll back of
few expenses as guided by management. The Company is planning to take price hike in
Q1FY22 to mitigate the impact of adverse commodity prices.

Valuation re-rating on the cards

KKC is at an advantage versus other domestic peers and is ahead with regards to its
preparedness, on the back of a global portfolio which is already compliant with the new
norms and will need certain modifications to adapt to local conditions. Strong FCF and
dividend pay-out caps downside risks for KKC, while pickup in demand can aid earning
upsides through operating leverage. The stock is currently trading at 24x/21x
FY22/FY23 earnings which is in line with its 15-year avg. 1-yr fwd P/E multiple of 22x.
We expect valuation re-rating of the stock with EBITDA CAGR of 17% over FY21-
FY23E, improvement in return ratios & better earnings quality (Non-core income 29%
of FY23E PBT vs 37% in FY20). Hence, we upgrade KKC to ‘ADD’ with TP of Rs720.
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Financial Summary (Consolidated)
(Rs mn) FY20 FY21E FY22E FY23E
Revenues 51,915 44,272 51,762 57,971
yoy gr (%) (8.9) (14.7) 16.9 12.0
EBITDA 5,892 6,330 7,409 8,672
OPM (%) 11.3 14.3 14.3 15.0
Adj. PAT 7,255 6,555 7,543 8,734
yoy gr (%) (2.3) (9.6) 15.1 15.8
EPS (Rs) 26.2 23.6 27.2 31.5
P/E (x) 254 28.2 24.5 211
P/B (x) 4.2 3.9 3.7 3.4
EV/E (x) 30.1 27.7 23.5 19.8
Net D/E (x) 0.2) (0.2) (0.2) (0.2)
RolC (%) 10.7 10.0 11.6 13.2
ROE (%) 16.7 144 15.5 16.7
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Exhibit 1: Result table (Consolidated)

(Rs mn) Q3FY21 Q3FY20 % yoy Q2FY21 % qoq
Total sales 14,310 14,564 (2) 11,700 22
EBITDA 2,421 2,165 12 1,916 26
EBITDAM (%) 16.92 14.86 205.8 16.38 54
Depreciation 324 300 8 330 (2)
Interest 48 48 0 40 20
Other income 606 629 (4) 580 4
PBT 2,655 2,445 9 2,125 25
Tax 694 582 19 428 62
Adjusted PAT 2,403 2,159 11 1,962 23
Exceptional item 0 161 230

Reported PAT 2,403 1,999 20 1,732 39
PATM (%) 17 15 197 17 3
EPS (Rs) 8.7 7.8 11 7.1 23

Source: Company, YES Sec - Research

Exhibit 2: Cost analysis (Consolidated)

As a % of net sales Q3 FY21 Q3 FY20 bps yoy Q2 FY21 bps qoqg
COGS 64.0 64.6 (55.0) 61.6 2441
Employee cost 9.0 10.0 (102.2) 10.5 (150.9)
Other expenses 10.0 10.5 (48.5) 11.5 (147.7)
Total costs 83.1 85.1 (205.8) 83.6 (54.5)

Source: Company, YES Sec - Research

Exhibit 3: Trading at 15-yr average 1-yr forward P/E

() e 1 Yr Forward P/E Average P/E SD+1 ———SD-1

Source: Company, YES Sec - Research
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Key highlights from Q3FY21 earnings conference call:

v

Sales Break up segment wise in the domestic market, industrial Rs2.56bn, power gen
Rs4.2bn, distribution Rs3.65bn, exports- HHP Rs2.3bn, LHP Rs1.46bn

Power gen break up: HHP: Rs2.34bn, MHP Rs?50mn, LHP Rs930mn

Industrial sales break up: Compressor- Rs250mn, Construction- Rs1,020mn, Mining-
Rs470mn, Rail- Rs480mn, Miscellaneous- Rs350mn

The distribution business has been able to grow steadily on 6-8% annualized for the last 3-5
years and the company continues to maintain that trend for the future as well

Company has not been impacted significantly by the steel commodity price fluctuations.
Overall material margins have remained stead

Management has not provided FY2021 guidance. Management is seeing gradual recovery
over the next two to three months. The company is overall optimistic going ahead. The power
generation segment has recovered better than expectations due to strong recovery in end-
user segments, data centres, infrastructure, rentals, and industrial. Growth has been slower
in medium horse power due to muted demand from hospitality, retail, and commercial
segments.

Globally, Cummins is the largest player in data centres. High-speed diesel is not available
with competitors. Cummins has the right technology to grow in India.

The construction segment is expected to remain strong for next 12 months

CPCB-IV norms are expected to be delayed for six months (originally during July-August
2021). The new norms are most likely expected in April 2022. The industry has been asking
for relief due to COVID-19. Cost of products as per the new norms will be higher. So, selling
price is expected to be higher but the price hike cannot be said right now. Although it would
be significant compared to other industries.

The mining segment has come back strongly, led by demand in coal and metal industries. In
marine, the company has introduced new products to capture market share and will grow
well.

Higher other income is on account of Rs380mn dividend received from its subsidiary,
Valvoline Cummins, and exchange gains.

Rise in key commodity prices such as copper and steel would be hitting the company in the
next quarter. The company would be increasing prices next year depending on products and
segments to partially mitigate the impact of commaodity rise.

For important information about YES Securities (India) Ltd. and other disclosures, refer to the end of this material. 3
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Exhibit 7: Powergen revenue grew by 11% in Q3FY21
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Exhibit 8: Within exports, growth driven by HHP

m|HP mHHP m®Spares

Source: Company, YES Sec - Research

Exhibit 9: Industrial growth driven by construction, rail & mining segments
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Exhibit 10: Powergen revenues driven by HHP market

mHHP > 500 kVA
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Source: Company, YES Sec - Research

Exhibit 11: Encouraging margins due to favorable sales mix
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FINANCIALS

Exhibit 12: Income statement

Y/e 30 Mar (Rs mn) FY19 FY20 FY21E FY22E FY23E
Total revenues 56,973 51,915 44,272 51,762 57,971
Growth (%) 11.5 (8.9) (14.7) 16.9 12.0
EBITDA 8,691 5,892 6,330 7,409 8,672
EBITDA margin (%) 15.3 11.3 14.3 14.3 15.0
Growth (%) 18.6 (32.2) 74 17.0 17.0
Depreciation 1,111 1,206 1,290 1,380 1,480
EBIT 7,580 4,686 5,040 6,029 7,192
EBIT margin (%) 13.3 9.0 114 11.6 124
Interest 168 210 180 190 200
Other income 2,351 2,575 2,400 2,592 2,799
Profit before tax 9,763 7,051 7,260 8,431 9,791
Tax 3,263 1,019 1,829 2,125 2,467
Associate income 926 1,223 1,125 1,237 1,410
Minority interest 0 0 0 0 0
Adj. PAT 7,426 7,255 6,555 7,543 8,734
Extraordinary 0 199 (126) 0 0
Reported PAT 7,426 7,056 6,681 7,543 8,734
Adj. PAT margin (%) 13.0 14.0 14.8 14.6 15.1
Diluted EPS (Rs) 26.8 26.2 23.6 27.2 315
Growth (%) 111 (2.3) (9.6) 15.1 15.8
Exhibit 13: Balance sheet

Y/e 30 Mar (Rs mn) FY19 FY20 FY21E FY22E FY23E
SOURCE OF FUNDS

Share capital 554 554 554 554 554
Reserve & Surplus 42,275 43,466 46,472 49,867 53,797
Total shareholder's funds 42,830 44,020 47,027 50,421 54,352
Minority Interest 0 0 0 0 0
Debt 3,126 4,893 4,693 3,693 3,193
Deferred tax liabilities/(assets) 2,432 2,265 2,287 1,808 2,025
TOTAL 48,387 51,178 54,006 55,922 59,570
APPLICATION OF FUNDS

Fixed assets 29,299 33,053 35,053 37,303 38,803
Less: Depn. and amort. 9,147 10,353 11,643 13,023 14,503
Net block 20,151 22,700 23,410 24,280 24,300
Capital WIP 1,585 800 845 1,299 1,455
Long term investments 4,682 2,559 2,561 2,626 2,941
Other long term assets 2,326 2,077 2,546 2,394 2,681
Inventories 6,329 5,772 5,458 5,956 6,671
Debtors 12,836 12,836 11,523 12,054 13,500
Cash & cash equivalents 7,381 12,353 14,218 14,550 16,127
Loans & advances 5,314 2,863 2,669 3,545 3,971
Total current liabilities 12,215 10,783 9,223 10,783 12,077
Net current assets 19,643 23,042 24,645 25,323 28,192
TOTAL 48,387 51,178 54,006 55,922 59,570

For important information about YES Securities (India) Ltd. and other disclosures, refer to the end of this material.
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Exhibit 14: Cash flow statement

Y/e 30 Mar (Rs mn) FY19 FY20 FY21E FY22E FY23E
PBT 10,689 8,075 7,260 8,431 9,791
Depreciation 1,111 1,206 1,290 1,380 1,480
Others (1,545) (1,783) 1,251 1,237 1,410
Tax Paid 2,374 1,623 1,829 2,125 2,467
Changes in Working Capital (2,349) 133 261 (346) (1,292)
Net Cash from Operations 5,532 6,007 8,232 8,578 8,922
Capex (2,741) (2,371) (2,000) (2,250) (1,500)
Change in Investment 670 (1,163) (47) (520) (471)
Others 2,234 1,395 (447) (327) (70)
Net Cash from Investing 162 (2,139) (2,493) (3,097) (2,041)
Change in debt 558 1,767 (200) (1,000) (500)
Change in Equity 0 0 0 0 0
Others (5,808) (5,890) (3,675) (4,149) (4,804)
Net Cash from Financing (5,251) (4,123) (3,875) (5,149) (5,304)
Net Change in Cash 444 (255) 1,865 332 1,577
Free cash flow (FCF) 5,806 4,048 5,874 5,623 7,030
Exhibit 15: Ratio analysis
Y/e 30 Mar (Rs mn) FY19 FY20 FY21E FY22E FY23E
PROFITABILITY RATIOS
EBITDA Margin (%) 15.3 11.3 14.3 14.3 15.0
Adjusted net margin (%) 13.0 13.6 15.1 14.6 15.1
Return on invested capital (%) 14.0 10.7 10.0 11.6 13.2
Return on equity (%) 17.7 16.7 144 15.5 16.7
EFFICIENCY RATIOS
Asset Turnover 2.6 2.2 1.8 2.0 2.3
Debt to equity 0.1 0.1 0.1 0.1 0.1
Net debt to equity (0.1) (0.2) (0.2) (0.2) (0.2)
Interest coverage 45.2 22.3 28.0 31.7 36.0
Debtor days 82.2 90.2 95.0 85.0 85.0
Inventory days 40.5 40.6 45.0 42.0 42.0
Payable days 52.9 49.0 49.0 49.0 49.0
PER SHARE DATA
Diluted EPS (Rs) 26.8 26.2 23.6 27.2 315
Book value per share (Rs) 154.5 158.8 169.6 181.9 196.1
DPS (Rs) 17.0 14.0 11.3 12.7 14.7
VALUATION RATIOS
P/E 249 254 28.2 24,5 211
P/BV 4.3 42 3.9 3.7 34
EV/EBITDA 20.8 30.1 27.7 23.5 19.8
Dividend Yield (%) 2.6 21 1.7 1.9 22

For important information about YES Securities (India) Ltd. and other disclosures, refer to the end of this material.
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DISCLAIMER

Investments in securities market are subject to market risks, read all the
related documents carefully before investing.

The information and opinions in this report have been prepared by YSL and
are subject to change without any notice. The report and information
contained herein are strictly confidential and meant solely for the intended
recipient and may not be altered in any way, transmitted to, copied or
redistributed, in part or in whole, to any other person or to the media or
reproduced in any form, without prior written consent of YSL.

The information and opinions contained in the research report have been
compiled or arrived at from sources believed to be reliable and have not
been independently verified and no guarantee, representation of warranty,
express or implied, is made as to their accuracy, completeness, authenticity
or validity. No information or opinions expressed constitute an offer, or an
invitation to make an offer, to buy or sell any securities or any derivative
instruments related to such securities. Investments in securities are subject
to market risk. The value and return on investment may vary because of
changes in interest rates, foreign exchange rates or any other reason.
Investors should note that each security's price or value may rise or fall and,
accordingly, investors may even receive amounts which are less than
originally invested. The investor is advised to take into consideration all risk
factors including their own financial condition, suitability to risk return
profile and the like, and take independent professional and/or tax advice
before investing. Opinions expressed are our current opinions as of the date
appearing on this report. Investor should understand that statements
regarding future prospects may not materialize and are of general nature
which may not be specifically suitable to any particular investor. Past
performance may not necessarily be an indicator of future performance.
Actual results may differ materially from those set forth in projections.

Technical Analysis reports focus on studying the price movement and
trading turnover charts of securities or its derivatives, as opposed to
focusing on a company’s fundamentals and opinions, as such, may not match
with reports published on a company’s fundamentals.

YSL, its research analysts, directors, officers, employees and associates
accept no liabilities for any loss or damage of any kind arising out of the use
of 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 YSL and associates 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.

DISCLOSURE OF INTEREST

Name of the Research Analyst : Umesh Raut, Tanay Rasal

The analyst hereby certifies that opinion expressed in this research report
accurately reflect his or her personal opinion about the subject securities and
no part of his or her compensation was, is or will be directly or indirectly
related to the specific recommendation and opinion expressed in this research
report.

Particulars Yes/No

Sr.
No.
Research Analyst or his/her relative’s or YSL’s financial

interest in the subject company(ies) No

Research Analyst or his/her relative or YSL's
actual/beneficial ownership of 1% or more securities of
2 the subject company(ies) at the end of the month No
immediately preceding the date of publication of the
Research Report

Research Analyst or his/her relative or YSL has any other
3 material conflict of interest at the time of publication of No
the Research Report

Research Analyst has served as an officer, director or
employee of the subject company(ies)

YSL has received any compensation from the subject

company in the past twelve months No

YSL has received any compensation for investment
6 banking or merchant banking or brokerage services from No
the subject company in the past twelve months

YSL has received any compensation for products or
services other than investment banking or merchant
banking or brokerage services from the subject company
in the past twelve months

No

YSL has received any compensation or other benefits from
8 the subject company or third party in connection with the No
research report

YSL has managed or co-managed public offering of
9 securities for the subject company in the past twelve No
months

Research Analyst or YSL has been engaged in market

iy making activity for the subject company(ies)

No

Since YSL and its associates are engaged in various businesses in the financial
services industry, they may have financial interest or may have received
compensation for investment banking or merchant banking or brokerage
services or for any other product or services of whatsoever nature from the
subject company(ies) in the past twelve months or associates of YSL may have
managed or co-managed public offering of securities in the past twelve
months of the subject company(ies) whose securities are discussed herein.

Associates of YSL may have actual/beneficial ownership of 1% or more and/or
other material conflict of interest in the securities discussed herein.
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RECOMMENDATION PARAMETERS FOR FUNDAMENTAL REPORTS

Analysts assign ratings to the stocks according to the expected upside/downside relative to the
current market price and the estimated target price. Depending on the expected returns, the
recommendations are categorized as mentioned below. The performance horizon is 12 to 18
months unless specified and the target price is defined as the analysts’ valuation for a stock. No
benchmark is applicable to the ratings mentioned in this report.

BUY: Potential return >15% over 12 months

ADD: Potential return +5% to +15% over 12 months
REDUCE: Potential return -10% to +5% over 12 months
SELL: Potential return <-10% over 12 months

NOT RATED / UNDER REVIEW

ABOUT YES SECURITIES (INDIA) LIMITED

YES Securities (India) Limited (“YSL") is a wholly owned subsidiary of YES BANK LIMITED. YSL is
a SEBI registered stock broker holding membership of NSE, BSE and MCX. YSL is also a SEBI
registered Category | Merchant Banker, Investment Adviser and a Research Analyst. YSL offers,
inter alia, trading/investment in equity and other financial products along with various value
added services. We hereby declare that there are no disciplinary actions taken against YSL by
SEBI/Stock Exchanges.
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