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As indigenization
takes centerstage in
India's defence sector,
public-sector
heavyweights will be
the relatively de-
risked bets to ride the
growth.

Safety of Public Sector with the Upside of Growth
The early 1990s did not just witness landmark economic reforms in India.
It was also a period of rapid decline of military support from the erstwhile
USSR, due to socio-political crisis. It was after this phase that India
embarked on massive defence outlay. The Kargil war in 1999, further
exposed the state of obsolescence of India's defence equipments,
despite our victory. This even as India's defence budget expanded from
Rs 150 bn to 500 bn by the end of the decade.

India's defence expenditure has consistently risen over the years. At
about 2.5% of GDP, India's defence outlay is currently the fifth largest in
the world. However, as per recent findings, about 50% of the defence
equipments are still obsolete. Further about 70% of the equipments are imported.

The government's latest policies on defence, however, aim to set two things right. One, reduce the over
dependence on imports in view of national security. Two, proactively and sufficiently expand the defence budget
to equip the armed forces with modern equipments. Both together present a huge opportunity to indigenous
engineering companies with capabilities in defence systems and equipments. More so, ones in the public sector.

Convinced that indigenous weapons production can provide jobs, result in savings and transfer of technological
know-how, defence is at the core of "Make in India".

As per government's projections, capacities for defence orders required to be sourced locally, worth approximately
US$ 4.5 bn, are likely to come up in the next 5 to 6 years.

India's overall defence budget is expected to reach US$ 64.8 bn by 2020 with procurement expenditure expected
to grow faster than overall spending. Also, India's aerospace and defence market is among the most attractive
globally. So, the government is keen to leverage this advantage to promote investments in the sector.

But there are lot of learnings from China's ascent in the global defence rankings and restructuring of state owned
defence enterprises. On a global scale, China's spend on R&D accounts for 20% of the global spending on
research. This is far higher than India's, which contributes a mere 3.6%. These numbers are not industry specific
and thus cannot clearly indicate how far research expenditure has helped in developing China defence industry.
However, in terms of defence budget numbers, China is spending almost four times as much as India on defence.
It is spending five times as much on R&D and exports twice the amount of arms it was exporting five years ago.

Structural reform in public sector enterprises, as in the case of state-owned enterprises in China, is required to
enhance the competitiveness of our defence PSUs. These reforms can come in the form of technology sharing
and partnering with the private sector.

Given that the defence sector is politically sensitive and could be subject to regulatory hurdles, companies in the
public sector are likely to be the safest bets.

Towering Performer in a Di�cult Sector
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The commercial shipbuilding industry is highly cyclical in nature. Plus, it is very sensitive to the cyclical industries
that it caters to, such as oil, natural gas, shipping and transportation.

The fall in global crude prices contributed to the recession in the shipbuilding industry. International oil companies
reduced capital expenditure and delayed or cancelled orders for drill ships and offshore rigs. The big three players,
Hyundai Heavy Industries, Samsung Heavy Industries and Daewoo Shipbuilding & Marine Engineering are reeling
under losses.

As per CRISIL, there has been a sharp decline in the global commercial shipbuilding order book after 2011. And in
the event of economic downturn, future deterioration of the industry cannot be ruled out.

Cochin Shipyard (CSL) is a government-owned Miniratna and India's largest public-sector shipyard by capacity. It
is also the most profitable in the domestic industry (including private shipyards). Even though it is registered as a
commercial shipyard, it derived 80% of its FY17 revenues from building and repairing defence ships. It derives 20%
of revenues from commercial shipbuilding and ship-repair. CSL is also building India's first indigenous aircraft
carrier (IAC-1) for the Indian Navy.

What impressed us about CSL is not just the fact that it is a unique player to ride the potential in India's defence
manufacturing space. But its towering performance in a difficult sector also lends it fundamental merit.

Twenty-seven private shipyards in India are currently reeling under massive losses. They have a mountain of debt
and lack of orderbook. They are likely to reel under lower capacity utilisation and losses for some time. However,
CSL is an exception. CSL has posted profits continuously in the last five financial years. CSL reported operating
margins between 18% and 23% over last five years. Most importantly, CSL has a marginal debt (debt-to equity of
0.06x). A cash and bank balance of Rs 20 billion in FY17 (Rs 15 bn excluding customer advances) equips it with
the war chest to withstand headwinds. What is important for shareholders is that CSL is a consistent dividend
payer and increased payout in the last two fiscal years.

Apart from the upside in the defence sector, CSL's revenue stream will be stable going forward. A strong order book
for ship building portfolio and revenues from the ship repair segment makes the PSU one of the safest bets to ride
the growth story.

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



Cochin Shipyard

Leading Shipyard Player with Focus on the Defence Sector
Cochin Shipyard Ltd (CSL) is the largest public-sector shipyard in India in terms of dock capacity. CSL
derives around 80% of the revenue from the defence sector (the Indian Navy and the Indian Coast
Guard). Due to continuous order flow from the defence sector, CSL fared better compared to its
competitors from the private sector.

The Indian government has taken steps to encourage the domestic defence shipbuilding industry. In
August 2014, the foreign direct investment limit was increased from 26% to 49% to cut imports by
indigenizing defence production. India is currently among the top five defence spenders in the world and
such a move to encourage domestic manufacturing bodes well for Indian shipbuilders with a defence
presence. Due to this, the defence fleet has seen significant additions from the domestic shipbuilding
industry in the past two years.

Cochin Shipyard's Share of Revenues

Activity Defence Clients Commercial Clients

Shipbuilding 69.4% 12.7%

Ship repairs 10.4% 6.9%

Other Operating Revenue 0.5% 0.0%

How Will Cochin Shipyard Ltd Improve its Fortunes?



Activity Defence Clients Commercial Clients

Total 80.3% 19.7%

Source: Company's Reports

CSL is currently building India's first Indigenous Aircraft Carrier (IAC) for the Indian Navy. Similarly, the
company recently delivered the last Fast Patrol Vessels (FPV) to the Indian Coast Guard. In addition to
shipbuilding, CSL also undertakes ship repair for the Indian Navy and repaired about 15 Indian Naval
Ships (on an average per year in the last three years). Recently CSL completed refits of INS Aditya, INS
Sukanya, INS Shardul, INS Viraat, and INS Vikramaditya for the Indian Navy.

CSL is also currently constructing two 500 passenger-cum-150-ton cargo vessels and two 1200
passenger-cum-1000-ton cargo vessels for the A&N administration and a vessel for one of the
government's projects.

Apart from defence, CSL clients from the commercial space include SCI, ONGC, DGLL, and DCI. The
company has also undertaken major revamping and refurbishing of oil rigs involving steel renewal, up-
gradation of drilling, cementing, mechanical, HVAC and piping systems in almost all the major offshore
vessels and rigs of ONGC.

CSL has also successfully worked with leading technology players and has forged partnerships with
leading technology players. MoUs with Mitsubishi Heavy Industries, Samsung Heavy Industries, Rolls
Royce Marine and other major players have given CSL access to modern technical know-how.

With such client base and diverse experience and multiple offerings puts CSL in a good position to
benefit from the recent 'Make in India' initiative introduced by the government. CSL currently has order
book of Rs 29.3 billion. The order book shows continuous flow of work and preference to CSL for ship
building. Further, the government's boost to shipyards, by conferring infrastructure status, will help to
gain new work orders and avail loans at competitive rates.

Enhanced Capabilities to Drive Growth
CSL currently has two docks, one primarily used for shipbuilding and the other for ship repair. The
company's ship repair dock is one of the largest in the country and can accommodate vessels with a
maximum capacity of 125,000 DWT. Whereas, the shipbuilding dock can accommodate vessels up to
110,000 DWT.

However, CSL is constructing two major infrastructure upheavals: a 'stepped' dry dock with the ability to
accommodate larger vessels, as well as a state of the art international ship repair facility (ISRF). The
proposed Dry Dock and ISRF will increase CSL's ability to build, repair and service a broader range of
vessels including vessels of larger capacities.

Once developed, these new facilities will expand existing capabilities significantly. This will help the
company to build and repair a broader variety of vessels including new generation aircraft carriers and
oil rigs, which are expected to be key growth drivers in the medium to long term.

The expansion will ensure further growth in revenue and strengthen the position of CSL as a primary
ship builder and ship repairing company in the country.

As the company is one of the very few commercial shipyards to have won defence orders from the Indian
Navy and the Indian Coast Guard in the past, and have been able to deliver successfully on these



mandates, it is well positioned to take advantage of future orders placed by the Indian Navy and other
Indian PSUs.

Ship Repair - A Key Revenue Driver
According to the Ministry of Shipping at the India Maritime Summit 2016, the Indian ship repair
industry's market potential is approximately US$ 1.5 billion. The ship-repair industry is expected to grow
at an annual average rate of 8% to 10% between FY16 to FY21. The growth of ship-repair yards will be
driven by greater focus towards diversifying their revenue streams to withstand the slowdown in ship
building.

CSL has undertaken repairs of all types of ships including the upgradation of ships of the oil exploration
industry as well as periodical maintenance, repairs, and life extension of ships of the Indian Navy, UTL,
Indian Coast Guard, Fisheries and Port Trust as well as merchant ships of SCI and ONGC and various
other private owners. CSL is the leading shipyard in the ship-repair industry.

The company has a market leader in the ship repair industry with a market share of 39%. CSL's ship
repair order book position stood at Rs 37 million at the end of March 2017.

Market Leader in the Indian Ship Repair Industry

Indian shipyards are expected to benefit from the increasing strength of the Indian Navy and the Coast
Guard's operational and support fleet, which will drive the repairs business. Moreover, higher
indigenization of ships for clients engaged in the defence sector is expected to augment the revenue per
refit and repair, driving growth, and increasing the proportion of defence repairs over the next five years.

CSL's proposed ISRF, will help the company cater to the rising demand for ship repairs and leverage its
leadership position to drive growth.

Cochin Port - Strategic Location and Strong Moat
CSL's shipyard is strategically located along the west coast of India, midway on the main sea route
connecting Europe, West Asia and the Pacific Rim, a busy international maritime route. In addition, CSL's
shipyard is located close to offshore oil fields on the western coast of India and relatively close to the
Middle East. The shipyard is located close to the Cochin port and is well positioned to benefit from the
port's location and infrastructure facilities.

International trade routes offer an opportunity to cater to vessels plying on these routes and presenting
a major opportunity for repairs.



Cochin, an all-weather natural harbor, is located strategically close to the busiest international sea
routes:

Gulf to Singapore and Far East (Distance from Cochin Port -11 Nautical Miles)

Suez to Singapore / Far East (Distance from Cochin Port -74 Nautical Miles)

Among all major Indian ports, Cochin is the closest to the International East West Shipping routes. This
geo-strategic location gives Cochin port a distinct advantage and a big moat to CSL.

Highly Dependent on the Defence Sector with Increasing Competition
CSL derives around 80% of the revenue from the defence sector (the Indian Navy and the Indian Coast
Guard). It is important to note that CSL doesn't have any contractual arrangements with the Indian Navy
or Government of India to construct or repair naval ships.

For example, recently a new order for a series of Fast Patrol Vessels(FPVs) was placed by the Indian
Coast Guard with a private shipyard for the first time. Similarly, CSL's customers follow the competitive
bidding process. Due to such procurement policy and competition, CSL may suffer loss of new business
from existing clients. This could have a material adverse impact on the business and growth.

Not to mention, shipbuilding and ship repair businesses are highly competitive. CSL faces competition
from local as well as global players and in particular from shipyards in China, South Korea, and Japan.

Fixed-Price Contracts a Threat to Margins
Most of CSL's shipbuilding contracts are fixed-price contracts. In the case of IAC, which is presently
under Phase II construction, the yard effort (work scope) is covered under fixed-price contracts and all
procurement is on a cost-plus mark-up basis.

In relation to small, medium and large vessels, CSL typically enters into contracts for a period ranging
from 18-24 months, 20-36 months and 40-72 months, respectively, prior to the scheduled delivery. All
costs including labour and raw materials costs are forecasted by the company when CSL enters into
such fixed-price contracts.

Key Challenges for Cochin Shipyard Ltd



In the case of cost variances from such estimates, CSL is permitted to retain all cost savings on
completed contracts but is liable for the full amount of all cost overruns.

CSL faces the following risks in relation to an increase in input cost:

Unanticipated variations in labour and equipment productivity over the term of a contract.

Unanticipated increases in labour, raw material, subcontracting and overhead costs, including
as a result of bad weather.

Delivery delays and corrective measures for poor workmanship.

Equipment failures.

Entire Operations Dependent on a Single Shipyard
CSL's entire operations are based out of a single shipyard at Kochi. Any made or natural disasters will
affect CSL's operations adversely.

Further, its dry dock project is subject to environmental clearances. Although, CSL has received an
environmental clearance for its Dry Dock project on November 9, 2016, any future delays in approvals
will affect its business in absence of an alternate option.

Cochin Shipyard Ltd (CSL) is the largest public-sector shipyard in India in terms of dock capacity (as per CRISIL
Report). CSL commenced its operations in 1975 and has over four decades of experience in shipbuilding. It has
been conferred with the 'Miniratna' status by the government.

CSL caters to clients engaged in the defence and in the commercial sector worldwide. In addition to shipbuilding
and ship repair, the company also offers marine engineering training Institute at Kochi.

CSL has entered into MoUs with various clients such as Lakshadweep Development Corporation Limited (LDCL),
Directorate General of Lighthouses and Lightships (DGLL), and the Dredging Corporation of India to undertake ship
repair work for these organisations on a bulk volume basis. CSL's key ship repair clients include the Indian Navy,
the Indian Coast Guard, SCI, ONGC, and DCI.

As of 31 May 2017, CSL had two docks - one used for ship repair and another dock number used for shipbuilding.
CSL derives around 80% of its revenue from defence sector and the other 20% from commercial clients.

CSL has an efficient and experienced management. Each of the company's key management staff has, on average,
more than 25 years of experience in the industry and has been with CSL for an average of two decades. The
current Chairman and Managing Director has been with the company for over 29 years, and has firsthand
knowledge and experience of the industry.

In the past, efficient management and operations have ensured the timely and early delivery of contractual
obligations helping CSL earn a positive reputation in the industry.

More About India's Largest Public-Sector Shipyard

A Word About the Management

Key Management Personnel



Mr. Madhu S Nair, Chairman and Managing Director of CSL. He holds a master's degree in management from the
Wharton School. He holds a degree of bachelor of technology in naval architecture and ship building from Cochin
University of Science and Technology, India and a degree of master in engineering with specialisation in naval
architecture and ocean engineering from Osaka University, Japan. He is a member of the Royal Institution of Naval
Architects, London. He had joined the Company as a management trainee in June 1988.

Mr. D. Paul Ranjan, Director (Finance) and Chief Financial O�cer of CSL from 1 May 2014. He is a chartered
accountant and has completed a post qualification course in information systems audit from the Institute of
Chartered Accountants of India. He had joined the company as an executive trainee in December 1984. He has
more than 32 years of work experience with CSL wherein his responsibilities included financial management,
strategic planning, risk management, forex management, budgeting and cost control. He is also in charge of the
information systems department.

In order to further improve our risk analysis of companies we have come out with a revised Equitymaster Risk

Matrix (ERM®). The ERM® is broken down in to 4 sub heads namely industry risk, performance risk, management

risk and balance sheet risk. (For details please refer to the ERM® at the end of the report).

Regulatory risk:

Some businesses are subject to regulations by external government agencies. These companies are
subject to regulatory risk since they do not have the liberty to operate in a free environment. Excessive
regulations can create bureaucratic hassles and impede growth. Thus, higher the regulation, higher is
the risk for any business. The shipbuilding industry is subject to extensive government regulations.
Companies operating in the sector need to obtain and maintain a number of statutory and regulatory
permits and approvals under central, state and local government rules in India for carrying out their
business. Based on these parameters, we assign a risk rating of 4 to the stock.

Cyclicality risk:

An industry cycle is characterized by an upturn as well as downturn. Businesses whose fortunes
typically swing with industry cycles are known as cyclical businesses. Cyclical businesses do well
during an industry upturn and vice versa. On the other hand, there are some businesses based on
consumption stories that are non-cyclical. These businesses are immune to industry cycle changes and
have less risk. In short, if the business is cyclical higher is the risk.

The commercial shipbuilding sector is highly cyclical in nature and is also sensitive to the cyclical nature
of the industries it serves such as the oil, natural gas, shipping, transportation and other trade-related
industries. The demand and pricing of CSL's vessels are highly sensitive to global and regional economic
conditions particularly in India, China, South Korea, the Middle East, Western Europe and the USA, as well
as seasonal and regional changes in demand and changes in the global fleet size.

However, the company's diversified offerings to both the defence and commercial sectors have helped it
to adapt to the cyclical fluctuations of the industry.

Based on this, we assign a score of 4.

Competition risk:

Every industry is characterized by competition. However, some industries where entry and exit barriers
are typically low have higher competition risk. Low barriers mean more players can enter into the

Risk Analysis



industry thereby intensifying competition. Low product differentiation also intensifies competition risk.
The ship repair and ship building industry is highly competitive. The company faces stiff competition not
only from local players, but also from shipyards in Japan, South Korea and China. Given the highly
competitive nature of the industry, we assign a score of 3 to the stock on this parameter.

Revenue growth:

Over the nine-year period (actual history of past 5 years and explicit forecast for the next 4 years), the
growth is estimated at a CAGR of 6.6%. We assign a rating of 3 to the stock on this parameter.

Net pro�t growth:

Over the nine-year period (actual history of past 5 years and explicit forecast for the next 4 years) the
company's net profit CAGR stands at 6.1%. We assign a risk rating of 3 to the stock on this
parameter.

Operating margins:

Operating margin is a measurement of what proportion of a company's revenue is left over after paying
for variable costs of production such as raw materials, wages, and sales and marketing costs. A healthy
operating margin is required for a company to be able to pay for its fixed costs, such as interest on debt.
The higher the margin, the better it is for the company as it indicates its operating efficiency. The
average operating margins over the 9-year period (actual history of past 5 years and explicit forecast for
the next 4 years) stands at 19%. We assign a score of 6 on this parameter.

Net margins:

Net profit margin is a measurement of what proportion of a company's revenue is left over after paying
for all the variable and fixed costs inclusive of interest and depreciation charges. Net margin is the final
measure of profitability. It reflects the total profits the company takes home. Higher the margin, better it
is for the company as it indicates better pricing power and effective cost management. The average net
margins over the nine-year period (actual history of past 5 years and explicit forecast for the next 4
years) stand at 14%. We assign a score of 6.

Return on net worth (RoNW):

RoNW is an important tool to assess a company's potential to be a quality investment by determining
how well the management is able to allocate capital into its operations for future growth. The average
RoNW Over the nine-year period (actual history of past 5 years and explicit forecast for the next 4 years)
stands at 14%. We assign a score of 7.

Earnings quality:

This measure helps us assess the quality of earnings reported by the company. For instance, some
companies may follow aggressive accounting practices and recognize revenues earlier than warranted.
Earlier recognition of revenues boosts profits. However, at the same time they do not generate sufficient
operating cash flow (OCF). This signifies debtors are not liquidated on time as sales were booked in
advance. Such companies face working capital issues and their quality of earnings is poor. We assess
earnings quality by dividing operating cash flow to net profits. Higher the ratio better is the quality of
earnings. The average OCF/net profit ratio over the 9-year period (actual history of past 5 years and
explicit forecast for the next 4 years) stands at 1.5. We assign a score of 9.



Transparency:

Transparency is the key to any business. Transparency can be gauged by assessing the past dealings of
the company with various stake holders be it the customers, suppliers, distributors or shareholders. The
easiest way to gauge the same is checking the level of disclosures in the company's quarterly financial
updates and communication with minority shareholders. Most importantly, the management's
willingness to explain its stance if there is a negative development in the company or stock shows its
forthrightness. Transparent managements would get a higher rating. Cochin Shipyard recently came out
with its initial public offering (IPO), and as such it becomes difficult to gauge the transparency of the
management with respect to filings and disclosures. Based on this, we assign a neutral rating of 5.

Capital allocation:

Apart from honesty, capital allocation skills are equally important in assessing management quality. By
capital allocation we mean how the management chooses to deploy capital in the business or across
businesses. Managements that have in the past destroyed shareholder wealth by diversifying in
unrelated, unviable businesses or make expensive acquisitions would rank low on this parameter.
Further managements that focus on capital intensive growth at the cost of profitability would also fetch
a low rating. We assign a score of 8 to Cochin Shipyard on this parameter.

Promoter pledging:

Promoters typically pledge their shares to take a loan which is generally infused in the company. This
exercise is generally resorted to when all other sources of external liquidity dry out. The risk with this
strategy arises when share price falls. This triggers margin calls. If management is unable to provide
some sort of a collateral to the lending party from whom the money is borrowed that party may sell the
shares to recover its money. This accentuates the share price fall. Hence, higher the promoter pledging
higher is the risk. With none of the promoters' equity being pledged we assign rating of 10.

Debt to equity ratio:

A highly-leveraged business is the first to get hit during times of economic downturn, as companies have
to consistently pay interest costs, despite lower profitability. We believe that a debt to equity ratio of
greater than 1 is a high-risk proposition. The average D/E ratio for CSL over the 9-year period (actual
history of past 5 years and explicit forecast for the next 4 years) stands at a negligible 0.04x. Therefore,
we assign a score of 10 on this parameter.

Interest coverage ratio:

It is used to determine how comfortably a company is placed in terms of payment of interest on
outstanding debt. It is calculated by dividing a company's earnings before interest and taxes (EBIT) by
its interest expense for a given period. The lower the ratio, the greater are the risks.

Given the low debt levels and strong cash flows of the company, we assign a score of 10 on this
parameter.

It may be noted that leverage, return generating capability, earnings quality and management risk get the
highest weight in our matrix. Hence, scores assigned to these factors influence the overall score.

Considering the above analysis, the total ranking assigned to the company is 88 that, on a weighted basis, stands
at 6.9. This makes the stock a medium-risk investment from a long-term perspective. However, apart from the risk
score investors must take into account the latest valuations before investing in the stock.



Buy the stock
of Cochin
Shipyard at Rs
425 or lower.

Updates On COCHIN SHIPYARD
LTD:

Add: Alert | Portfolio

Market Data

Price On Reco. Date (Rs) 509 (BSE)

CMP - BSE / NSE (Rs) 508 / 508

Change Since Reco.  -0.2%

52-week High/Low (Rs) 575 / 435

NSE Symbol COCHINSHIP

BSE Code 540678

No. Of Shares 136 m

Face value 1.0

FY17 DPS 9.0

Dividend Yld (FY17 at current
prices)

1.8%

Free Float 25.0%

Market Cap (Rs m) 69,224

ERM®

Company Speci�c
Parameters

Points Riskiness (A) Weightage (B) Weighted
(A*B)

High-Medium-Low

Industry risk 1 2 3 4 5 6 7 8 9 10

Regulatory risk $ 4 5.0% 0.2

Cyclicality risk $ 4 5.0% 0.2

Competition risk $ 3 5.0% 0.2

Performance risk

Revenue growth 3 5.0% 0.2

Net profit growth* 3 5.0% 0.2

Operating margins 6 5.0% 0.3

Net margins 6 5.0% 0.3

RoNW 7 10.0% 0.7

Earnings Quality
(OCF/PAT)

9 10.0% 0.9

Management risk

Transparency $ 5 10.0% 0.5

Capital allocation $ 8 10.0% 0.8

Promoter pledging $ 10 10.0% 1.0

Balance Sheet risk

Debt to equity ratio 10 10.0% 1.0

Interest coverage ratio 10 5.0% 0.5

Final Rating 88 6.9

*Excluding extraordinary gains
For qualitative factors, denoted by $ sign, lower the risk, higher the rating For any risk parameter if the score is below or equal to 4 it indicates high risk. The risk
score of these parameters is highlighted in red color. For risk parameters where the score is above 4 riskiness is low. The risk score of such parameters is
highlighted in grey.

Besides being the second largest shipyard in
the country, over time, CSL has carved a niche
for itself in catering to defence sector clients.
It has successfully entered into technological
partnerships with global shipbuilders and has
stayed ahead of the curve. Backed by a strong
shipbuilding orderbook and a revenue from ship repairs, CSL has posted
profits continuously in the last five financial years. The planned expansion
through the dry dock and IFRS will help leverage its leadership position in
the ship repairs segment and drive growth in the shipbuilding segment.

CSL is in the process of building a dry dock at a total estimated cost of Rs
17.9 billion. The larger size of the proposed dry dock will enable CSL to
build and repair ships of higher capacity and large naval vessels such as
aircraft carriers. Further, the greater width of dry dock will also enable the
company to undertake building and repair of rigs, within CSL's shipyard.
The dry dock will be commissioned in June 2020 and the revenue flow

Why Is the Stock Worthy of Investment
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(as on 23rd Aug 2017)

  Cochin
Shipyard Ltd

Index*

Since Listing -2.1% 0.3%

* BSE Sensex

Shareholding (%, Aug-17)

Category (%)

Promoters 75.0

Banks, MFs and FIs 9.0

Foreign Portfolio Investors 2.5

Indian Public 12.6

Others 0.9

Total 100.0

from this dock will start from June 2020 onwards. Given this visibility, we
have shown our earnings estimates from FY21 perspective for CSL.

Due to the asset heavy and cyclical nature of the shipbuilding business,
we have, however, valued the stock based on its estimated FY20 book
value.

We have arrived at a target price of Rs 585 from FY20 perspective. We
recommend that subscribers should wait for some margin of safety and
consider buying the stock at Rs 425 or lower. This was the price at which
we had recommended subscribers to apply to the initial public offering of
the stock. From this price, the stock could offer average annual returns of
about 14.5% (including dividend yield of 1.5%) over the next three years.

According to us, in a scenario of ideal allocation of funds, bluechip stocks
could be considered to comprise at least 60% of one's total equity
portfolio. Further, we believe that a single bluechip stock should ideally
not form more than 5-6% of the total portfolio. However, please note that
this allocation will vary from person to person. For something that works
best for you, we recommend you talk to your investment advisor.

There are multiple variables affecting shipbuilding companies. Most of
these variables are governed by macro-economic factors and are difficult
to predict in advance. The earnings for these companies are quite
sensitive to volatile crude oil prices. In the case of CSL, however, there is
reasonable visibility in the ship building and ship repair order book.

Due to the asset heavy and cyclical nature of the shipbuilding business,
we have used price to book value valuation. We have factored in revenue
growth for the business segments keeping in mind the uncertainties on
the macro and regulatory front. However, we have used a target price to
book value of 2.1 times, which is a significant premium to the valuation
we give to a low growth business like GE Shipping.

More On COCHIN SHIPYARD LTD 
All Recommendation Reports | Latest Update | Latest Stock Quote

Financials At A Glance

(Rs m) FY16 FY17 FY18E FY19E FY20E FY21E

Revenue 19,900 20,595 21,980 23,508 25,450 29,797

Revenue growth (%) 25.7% 3.5% 6.7% 7.0% 8.3% 17.1%

Operating profit 3,919 3,802 4,198 4,584 5,065 5,989

Operating profit margin (%) 19.7% 18.5% 19.1% 19.5% 19.9% 20.1%

Net profit 2,918 3,122 3,458 3,503 3,716 4,538

Net profit margin (%) 14.7% 15.2% 15.7% 14.9% 14.6% 15.2%

             

Balance Sheet

Valuations Rationale
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(Rs m) FY16 FY17 FY18E FY19E FY20E FY21E

Current assets 1,799 3,202 3,517 3,761 4,072 4,768

Fixed assets 3,702 3,706 4,232 6,532 7,945 15,062

Other assets 27,988 26,256 38,561 39,026 41,076 38,499

Total Assets 33,489 33,165 46,310 49,319 53,093 58,328

             

Current liabilities 13801 11384 13237 14192 15765 18107

Net worth 18,242 20,310 32,311 34,553 36,931 39,835

Loan funds 1446 1470 763 575 398 386

Total liabilities 33,489 33,165 46,311 49,319 53,094 58,328

Valuations

(Rs m) FY16 FY17 FY18E FY19E FY20E FY21E

Revenue (Rs m) 19,900 20,595 21,980 23,508 25,450 29,797

PAT (Rs m) 2,918 3,122 3,458 3,503 3,716 4,538

Adj. EPS (Rs) 21.5 23.0 25.4 25.8 27.3 33.4

Price to earnings (x) 24.2 22.6 20.4 20.2 19.0 15.6

Price to sales (x) 3.6 3.4 3.2 3.0 2.8 2.4

Price to book value (x) 3.9 3.5 2.2 2.0 1.9 1.8

On a month on month basis, BSE Sensex is down by about 3%. Indian indices snapped their winning streak this
month over global tensions and uncertainties. The Reserve Bank of India, cut its key interest rate by a quarter
percentage point. The decision was in line with the RBI's neutral monetary policy stance, tracking the rate of
inflation. On the global front, financial markets world over tuned cautious after a war of words between the US and
North Korea, threatening missile launches against each other's territories.

The BSE Healthcare Index was down by 13% over the last month, on the back of weak quarterly results declared by
most pharma companies. Most pharma majors witnessed a contraction in margins as well as volumes along with
regulatory pressures. The pain is expected to continue over the next quarter. We will be sure to keep an eye on the
developments in this sector.

In this month's performance review, there are changes in the views on some fundamentally strong stocks that
were already part of Open position. We have discussed about them below.

The recent developments at Infosys are disappointing to say the least. The differences between some of the
founders and the board of directors were well-known. It was our hope that these differences would be amicably
resolved over time. Our hope has been belied. With CEO Vishal Sikka having resigned, the company faces
uncertainties regarding the execution of its current strategy as well as its new transformative initiatives.

We do not believe the company will lose any clients immediately. However, the senior leadership will face a serious
challenge winning large transformative deals without Dr Sikka at the helm. Much of the improvement in the
fundamentals of Infosys over the last three years can be attributed to Dr Sikka and the new initiatives he launched.

The board has stated they will find a successor by the end of the financial year. Chief Operating Officer U.B Pravin
Rao, has taken over as interim CEO. This will ensure stability during this time.

Performance Review

https://www.equitymaster.com/stockquotes/sector.asp?sector=0%2cIPHARMA
https://www.equitymaster.com/share-price/INFY/INFY-500209/INFOSYS-LTD-Share-Price


This saga has left many questions remain unanswered. We would not like to speculate on them. We believe, this
episode has dealt a big blow to the reputation of Infosys as a major global brand in the software industry. The
stock is likely to remain under pressure in the short-term.

As far as the business is concerned, we would prefer Infosys remains on the track that it's on currently. A lot will
depend on the vision and strategy of the new CEO. However, we see no reason to panic in the short-term. The
company has weathered many storms before and has always bounced back stronger. As long as the new CEO
maintains the course the company is currently on, the fundamentals will only get stronger over time. Until then,
long-term investors will need to stomach some volatility. For now, we maintain our buy view on the stock.

In another development, the company received all the regulatory clearances for a Rs 130 billion buyback of shares.
The buyback size is 20.51% of the company's total paid up share capital and free reserves. The company proposes
to purchase 113,043,478 shares on a proportionate basis under a tender offer, at a buyback price is Rs 1,150. This
amounts to 4.92% of the total number of shares outstanding at the end of June 2017. The record date for the
buyback will be set after the company obtains shareholder approval for the same. We will inform subscribers
about our view on the buyback offer of Infosys once the company obtains shareholder approval.

Moving on to Lupin. In view of the steep correction witnessed by the stock after its quarterly results. We reviewed
and revised our estimates for Lupin during the month.

Lupin continues to witness pricing pressure in the US and domestic markets and regulatory challenges due to
stringent USFDA inspections.

Based on the revised estimates, we have arrived at a target price of 1,761 for Lupin from FY20 perspective. We
reiterate our buy view and recommend subscribers to consider buying the stock at current levels. Also, these
estimates might be revised once plant approvals for Lupin's Goa and Indore facility is received.

Coming to Tata Motors. Tata Motors faced both domestic and international macro headwinds over the past few
months and as a result its stock price corrected sharply. We have released a special note for our subscribers with
our latest analysis and views on Tata Motors.

Considering the current scenario, we have revised our estimates and have arrived at a target price of Rs 654 per
share based on FY20 estimates for Tata Motors.

Hence even though we downgrade our estimates owing to the poor performance and modest commentary from
the management. The current price looks attractive from a long-term perspective and hence we maintain our buy
view on the stock.

We had recommended subscribers to consider buying the stock of GAIL (India) in August 2014. The stock has
completed the recommendation tenure of three years, this month. The stock is up 15% since our recommendation.
GAIL has underperformed with regards to our original earnings estimates amidst weak oil and gas price scenario.
That said, we believe that the negatives are priced in at current valuations. Further, going forward, better capacity
utilization in the petchem segment, stable gas volumes and focus on CGD (city gas distribution) could be positives
for the business. We need to close the position with the completion of tenure of the recommendation. However,
please note that this does NOT imply a Sell view on the stock. Rather, subscribers who have bought the stock
could consider holding on to it. Also, please await an updated view and target price for the stock, which we will
send you shortly.

 
 
 
 

https://www.equitymaster.com/share-price/LUPL/LUPIN-500257/LUPIN-LTD-Share-Price
https://www.equitymaster.com/detail.asp?date=08/14/2017&story=5&title=Lupin-Bigger-Challenges-or-Bigger-Margin-of-Safety&utm_source=stockquote-page&utm_medium=website&utm_campaign=rightband&utm_content=latest-report
https://www.equitymaster.com/share-price/TELCO/TATAMOTORS-500570/TATA-MOTORS-Share-Price
https://www.equitymaster.com/detail.asp?date=08/23/2017&story=7&title=Tata-Motors---A-Year-of-Disappointment-What-Next
https://www.equitymaster.com/qv/qdetail.asp?date=8/28/2014&story=6


In our August 2016 StockSelect report, we had recommended subscribers to consider buying the stock of Tech
Mahindra at a price of Rs 400 or lower. The stock price went below this level after the poor results for financial
year 2016-17. However, we recommended subscribers to not buy the stock until clarity emerged about the fate of
Tech Mahindra's troubled subsidiaries. The latest June quarter results of Tech Mahindra have put our concerns to
rest.
 
With the rapid improvement in the troubled subsidiaries, we believe the company is back on track. While the
management still has a lot of work to do before they can improve profitability, we believe they are finally on the
right track.
 
The short-term performance will be volatile but subscribers with a long-term view can rest assured that the
fundamentals of the company are moving in the right direction.
 
We have updated the financials for Tech Mahindra. Our revised FY20 target price of Rs 575 implies an upside of
14.3% CAGR along with a dividend yield of 2.2%. Our target PE of 13 times remains unchanged.
 
We believe with the margin picture clearing up, the risk-reward equation is now in favour of subscribers with a
long-term view.
 
In a special report earlier this month, we recommended subscribers to consider buying the stock of Tech
Mahindra Rs 402 or lower.

StockSelect Open positions as on 23rd August 2017
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SAIL 26-Sep-14 Buy 71 82 59 -17% Hold 39%

Ambuja Cement 30-Oct-14 Buy 224 256 273 22% Hold -6%

Wipro 25-Nov-14 Buy 291 364 290 0% Buy 25%

Mahindra &
Mahindra

22-Dec-14 Buy 1,262 1,611 1,375 9% Hold 17%

ONGC 23-Jan-15 Buy 232 295 159 -31% Hold 85%

Shriram Transport
Finance

24-Apr-15 Buy 1,036 1,532 959 -7% Hold 60%

Axis Bank 25-Aug-15 Buy 502 704 499 -1% Hold 41%

Power Finance
Corp

25-Aug-15 Buy 107 174 117 9% Hold 49%

TCS 29-Oct-15 Buy 2,496 3,619 2,496 0% Buy 45%

Sun Pharma 29-Oct-15 Buy 880 935 471 -46% Buy 99%

Glenmark Pharma 22-Dec-15 Buy 938 1,140 601 -36% Buy 90%

HDFC Bank 25-Feb-16 Buy 944 1,832 1,750 85% Hold 5%

HDFC 25-Feb-16 Buy 1,042 1,917 1,750 68% Hold 10%

Cipla 23-Mar-16 Buy 533 739 559 5% Hold 32%

Tata Motors*** 25-Jan-17 Buy 548 654 373 -32% Buy 75%
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IDFC Bank 23-Feb-17 Buy 63 91 54 -14% Hold 67%

IDFC Ltd 23-Feb-17 Buy 53 79 54 2% Hold 47%

Lupin Ltd*** 31-Mar-17 Buy 1,441 1,761 944 -34% Buy 86%

Infosys 26-May-17 Buy 996 1,572 877 -12% Buy 79%

Oil India 14-Jul-17 Buy 269 370 276 3% Buy 34%

Tech Mahindra*** 2-Aug-17 Buy 402 575 439 9% Buy 31%

*Calculated by dividing current price by recommended price
***Change in view or target price
NA- Please note, for stocks where returns are negative on point to point basis, and the recommendations that have not completed one year, CAGR cannot be
calculated.

##Please note: Subscribers must note that stocks with the highest expected returns may not necessarily be fundamentally the safest ones to invest your money.
These stocks also need to be evaluated on various qualitative parameters like management quality, competitive advantage and stability in earnings and profit
margins. We strongly recommend subscribers to go through our latest updates on all stocks before making any investment decisions.

StockSelect positions closed during August 2017

Company Reco date Reco Reco Price (Rs) Closing Price (Rs) Gain/ Loss (%)** Closing date

GAIL 28-Aug-14 Buy 333 384 15.3 23-Aug-17

** Calculated by dividing CMP by Recommendation price.

As you are aware, the list of top stocks allows subscribers to choose a handful of Best buys from amongst our buy
recommendation. The 'must have' criteria for stocks to be eligible in the list of best buys are a high rating on the
ERM®. The additional level of filter will be their return potential over a period of three years. But as you
understand, the list will not be static but will evolve over time.

The valuations for most of the safest bluechips currently stand fairly expensive. The the list for this month
comprises of Tech Mahindra, Lupin Ltd, and TCS. The potential upside allows subscribers to buy these stocks
even at current prices.

As you can see in the Performance review, there are several other stocks on which we have recommended buy due

to attractive valuations. However, most do not make it to the list of top 5 as their ERM® score do not meet the
stringent criteria for featuring in the list. As we had told you earlier, while we will aim to have 5 stocks in this list
every month, there could be exceptions once in a while.

Please do pay attention to our latest views on the stocks mentioned in this list every month. According to us, in a
scenario of ideal allocation of funds, bluechip stocks could be considered to comprise at least 60% of one's total
equity portfolio. Further, we believe that a single bluechip stock should ideally not form more than 5-6% of the total
portfolio. However, please note that this allocation will vary from person to person. For something that works best
for you, we recommend you talk to your investment advisor.

Here is our list of Top Stocks To Consider Buying

Lupin Ltd.
TCS

The Top Stocks To Consider Buying Now
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Tech Mahindra

Tanushree Banerjee (Research Analyst), is the editor of ValuePro, The India Letter,
and Stock Select, Equitymaster's oldest recommendation service. She is also the editor
of Equitymaster's most popular newsletter read by over 200,000 subscribers, The 5
Minute WrapUp. Tanushree started her career at Equitymaster covering the banking
and financial sector stocks along with scrutinizing the RBI policies. And over the last
decade, developed our research processes that have helped us pick out various
multibaggers, across all sectors. A firm believer of "safety first" when it comes to

investing, Tanushree closely follows the investing philosophies of Warren Buffett, Jeremy Grantham and Joel
Greenblatt.

Stock markets tend to be very volatile. And putting too much money in a single stock
can be very risky. In our view, large cap/ blue-chip stocks are the safest of the lot.
Because of their large size, they may not grow as fast as small caps or mid caps. But
they are relatively more stable and resilient to negative macroeconomic developments.
This keeps them in good stead over the long term and makes them reliable wealth
creators.

According to us, large cap/ blue chip stocks should comprise at least 60% of one's
total equity portfolio. However, a single large cap/ blue-chip should not form more

than 5-6% of the total portfolio.. This allocation will of course vary from person to person. For something that works best for you,
we recommend you talk to your investment advisor.

What does 'Closed Position' mean?

StockSelect recommendations are meant to meet the target prices within a time frame of three years. So when the
stock meets target price or completes the time frame we 'close the recommendation'. However, since we keep
reviewing our assumptions and estimates for the stock even in the interim, the view or target price on the stock
may warrant a change. This could be a revision upwards or downwards. In such cases, if the previous
recommendation on the stock is no longer valid we close that recommendation. So we essentially close
recommendations either by giving a Sell view or putting out a changed view.

How to read the returns calculations?

For positions that are not closed returns are calculated from date of recommendation till date.

For closed positions, there can be two types of calculations.

Assuming we initially gave a Buy on a stock with no subsequent recommendations on the same stock.
In that case the calculation is fairly simple. The returns shown in this case is simply the change in stock
price from the date of recommendation till the date on which the position was closed.

Now let us take a case where we initiated with a Buy (1st position) and subsequently came with another
recommendation (2nd position) on the same stock. Let us assume that the subsequent recommendation
was also a buy. In such cases, the return calculation depends on whether the 1st position is closed or
not. If the first position is closed before we reiterate buy then the return on the first position will be
calculated as shown previously. However, if 1st position was not closed before we reiterated buy, then
the return calculation is from the earlier buy recommendation till the date on which the position was
closed. Basically where we have reiterated view on a stock we try to show cumulative returns. The same
logic applies with Hold recommendations as well.

Where StockSelect Fits In...

Frequently Asked Questions
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Now let us look at Sell recommendations. There can be two situations here.

If there is no recommendation subsequent to the Sell recommendation we show maximum drop in stock
price from date of sell recommendation till date.

If the Sell recommendation is followed up by another recommendation, we show maximum drop in stock
price between the two recommendation dates.

Basically we have tried to cover all hypothetical instances in this note that may help you better understand the
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