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Sustainable growth led by deeper mining penetration
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OUTPERFORMER

29 September 2014 We met the management of AlA engineering (AlA). Key takeaways:

BSE Sensex: 26597
Sector: Engineering

*  Volume growth led by mining: We expect a 21% volume CAGR for AIA over
FY14-17E led by 33% volume CAGR for its mining segment. Growth in mining
is being led by clients shifting from forged to high chrome grinding media
given cost advantages, better corrosive strength and higher efficiency. The
addressable market of chrome grinding media for mining is estimated at ~1.5m

Stock data tonnes (AIA’s FY14 mining volume — 96,000 tonnes), which will ensure

sustainable growth for AIA in the medium term.

CMP (Rs) 926
Mkt Cap (Rsbn/USDbn) 87.3/1.4 »  Aggressive capex plans to support volume growth: AIA has planned a 120%
] increase in capacity to 440,000 tonnes in FY16 from 200,000 tonnes in FY14. The

Target Price (Rs) 1060 . . .

. capex of ~Rs6bn for this would be funded by internal accruals. The expansion
Change in TP (%) +18 . -

) would make AlA the largest manufacturer of high chrome mill internals.

Potential from CMP (%) +15

e Sustainable margins of 20-23%: AIA expects sustainable margins of 20-23% in

i 0,
Earnings change (%) the long term given its strong positioning (cost advantage, efficiencies, etc). It

FY15E & . ..

EY16E N does not perceive any pricing threat from smaller players as they are already

operating at very thin margins. AIA’s margins may increase or decrease based

Bloomberg code AIAE IN OI’_l proQuct mix (larger grinding media, liners, etc) and cost dynamics (free

1-yr hightlow (R5) 1032/305 trials, discounts, currency movements, etc).

6-mth avg. daily volumes (m) 0.19 We expect AIA to continue making inroads into grinding media for mining,

6-mth avg. daily traded value aided by its ‘total solutions’ approach and cost-effective products. Margins are

(Rsm/US$m) 135.4/2.2 likely to be in the range of 22-23% due to improvement in product mix and fewer
free trials and discounts. However, we estimate a 150bp margin decline to 22.5%

SEITES QUIEENTE i) (77) e over FY14-16E due to ramp-up in capacity utilisation. Valuations of 19.7x FY16E

Free float (%) 38.4 . . . : . .

Promoter holding (%) . earnings appear attractive glven_ the ollgopol_lstlc nature of the industry and
AlA’s long-term growth potential (16% earnings CAGR over FY14-17E). We
reiterate our Outperformer rating on AlA.

Price performance - relative and absolute Key financials (Consolidated)
AIA Engineering Sensex

0 Net sales (Rs m) 17,513 20,801 23,342 29,019 35,489

260 Adj. net profit (Rs m) 2,108 3,467 3,836 4,423 5,401

200 Shares in issue (m) 94 94 94 94 94

140 Adj. EPS (Rs) 223 36.8 40.7 46.9 57.3

. ‘ ‘ ‘ ‘ % change 16.8 64.5 10.6 15.3 22.1

Sep-13 Dec-13 Mar-14 Jun-14 Sep-14 PE (X) 41.4 25.2 22.8 19.7 16.2

Price/ Book (x) 6.1 5.0 4.3 3.6 3.1
%) 3mth  6-mth Lyr EV/ EBITDA (x) 27.8 17.2 15.8 13.0 10.4

ROE (%) 15.8 21.9 20.2 19.8 20.6
AlA Engineering 17.0 70.0 189.2 RoCE (%) 19.0 26.6 243 24.7 26.2
BSE Sensex 6.0 191 34.8 Source: Company, IDFC Securities Research
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U Large addressable market for mining consumables

The estimated addressable market opportunity pertaining to wear parts in the mining industry is 1.5m-2m tonnes.
The opportunity for AlIA to gain market share in high chrome grinding media is huge as only ~15% of the market for
replacement of mill consumable has converted into high chrome grinding media. The rate of conversion from
traditional forged media is high as chrome grinding media offers: 1) longer life (lower wear rate), 2) better recovery
rate in ore extraction and, hence, better yield, 3) lower power/ fuel cost and 4) higher productivity.

Exhibit 1: AIA’s long-term growth strategy

Continued
penetration into
mining
consumable

Consolidating
position in cement
with focus on
emerging markets
and China

Introduction of
improved product
solutions- SAG
mills

Increased focus on
R&D for
developing better
solutions

Source: Company, IDFC Securities Research

U Strong positioning to drive volume growth

AlA supplies to all major global mining companies. It has a presence in 30-40 mining sites across Australia, Africa
and North America. Most of AIA’s clients are outside India (70% of revenues from international markets).

Exhibit 2: AIA key competitive strengths in the mining segment

Strong positioning

Customization for better
Total solutions approach Cost advantage product quality and
efficiency

Superior wear
performance

Source: Company, IDFC Securities Research
Some of the key drivers that would enable AIA to gain market share in the mining space are:

Presence across ores: AlA entered the mining consumable business in FY09 by supplying mill internals for iron ore
and platinum mining. In FY12, AlA forayed into gold and copper mining, where the replacement market is typically
large and high chrome media penetration is low. The management indicated that sea water used for copper
extraction causes higher wear. Conversion to chrome would provide a higher conversion rate. With a large
proportion of an expected 33% CAGR in mining volumes expected to be driven by the copper and gold segments, we
see AIA clocking a volume CAGR of 21% over FY14-17E.
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Customization of solutions leads to client stickiness: The replacement market of forged media to high chrome
grinding media entails a higher degree of customization and is marked by low penetration. The grinding needs of
every client significantly vary depending on ore quality. Accordingly, the process of customization could be fairly
long, ranging from 9-15 months depending on the degree of customization. However, the demands of this process
ensure customer stickiness and repeat orders. Also, the fact that any snag in plants due to quality issues on mill
internals could disrupt production contributes to customer stickiness.

Expansion of product portfolio: AlA foray into mining was initially marked by high chrome grinding media and
subsequently development of specialized solutions in the space. AlA is extending its range of products in the mining
consumable segment by developing mining liners, which would ensure volume growth in the segment over the
medium term. The foray into liners (capacity of 40,000 tonnes) could improve AlA’s addressable market and margins.
AlA is also strengthening its product basket by developing expertise for SAG mills.

Given its strong positioning, we expect AIA to witness a 21% CAGR in volumes led by a 33% CAGR in mining volumes.

Exhibit 3: Strong volume growth led by the mining segment

Cement+Utilities (Mt - LHS) Mining volumes (Mt - LHS) —e— % volume yoy grow th (RHS)
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Source:Company, IDFC Securities Research

U Capacity expansion to tap long-term volume growth

AlA plans to aggressively increase capacity to 440,000 tonnes by FY16 from 200,000 tonnes as of FY14. Brownfield
expansion of 60,000 tonnes has been completed (Q1FY15). The first phase of greenfield expansion of ~60,000 tonnes is
expected to be completed by Mar 2015. The remaining 120,000 tonnes would be established in two phases of 60,000
tonnes each by the end of FY16. The total outlay for the expansion is Rs6bn, which would be funded by internal
accrual. So, we expect mining volumes to almost double to ~170,000 tonnes by FY16 from ~96,000 tonnes as of FY14.

Exhibit 4: Aggressive capacity expansion
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Source:Company, IDFC Securities Research
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U Margins to moderate over FY15-16E

AlA’s operating profit margins expanded by 640bp yoy to 24.1% in FY14. This was led by price hikes, better product
mix and rupee depreciation. The management believes long-term sustainable margins would be in the range of 20-
23% given AIlA’s strong positioning (cost advantage, efficiencies, etc). It does not perceive any pricing threat from
smaller forging players as they operate at very thin margins. AIA’s margins may increase or decrease based on
product mix (larger grinding media, liners, etc) and cost dynamics (free trials, discounts, currency, etc).

Strong advantages for customers: High-chrome mill internals reduce breakdown time, improve productivity, lower
the cost of power and production and are subject to lower wear and tear of parts used for grinding (implying longer
life). The overall cost saving is estimated to be 15-25% over the life cycle of the product, which allows AIA to retain its
margins as cost benefits of clients outstrip price increase.

Customized solutions driving customer stickiness: The need for reliable and efficient grinding media is extremely
crucial for smooth crushing/ grinding operations. Mill internals form an integral part for the entire manufacturing
process and inferior products could severely affect output, leading to a hit to profitability. Also, the fact that AIA
customizes products for clients implies lower threat from competition.

Margins of 22.5% in FY16E: We expect margins to fall by 150bp over FY14-16E to 22.5% as AIlA is still in the process
of increasing utilization levels of the expanded capacity by acquiring new clients in the mining segment. However,
there could be upside to our margin estimates, aided by an improvement in product mix (liners, SAG mills, etc).

Exhibit 5: Operating margins to remain at 22-23% levels

26.0%
24.1%
23.4%
22.5% 22.5%
22.5% 21.5%
19.3%

19.0% 17.7%
15.5%
12.0%
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Source:Company, IDFC Securities Research
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Income statement (Consolidated)

Key ratios (Consolidated)

EBITDA margin (%) 17.7 241 234 225 225
EBIT margin (%) 157 223 21.2 20.2 20.3
PAT margin (%) 120 16.7 164 15.2 15.2
ROE (%) 158 219 20.2 19.8 20.6
ROCE (%) 19.0 26.6 243 24.7 26.2
Gearing (X) (0.1) (0.1) (0.1) (0.1) (0.2)
Valuations (Consolidated)

Reported EPS (Rs) 22.3 36.8 407 46.9 57.3
Adj. EPS (Rs) 22.3 36.8 407 46.9 57.3
PE (x) 414 252 228 19.7 16.2
Price/ Book (x) 6.1 5.0 4.3 3.6 3.1
EV/ Net sales (x) 4.9 4.2 3.7 2.9 2.3
EV/ EBITDA (x) 278 172 1538 13.0 10.4
EV/ CE (x) 5.4 4.6 3.9 3.3 2.8

Mining volume trend

250,000

200,000

150,000

100,000
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0 .

Mining volume (tonnes)

FY14 FY15E FY16E FY17E

Net sales 17,513 20,801 23,342 29,019 35,489
% growth 23.6 18.8 12.2 243 22.3
Operating expenses 14,411 15,779 17,890 22,479 27,497
EBITDA 3,103 5,021 5451 6,541 7,992
% change 135 61.8 8.6 20.0 22.2
Other income 213 334 571 493 565
Net interest (64) (64) (38) (36) (24)
Depreciation 345 382 492 665 802
Pre-tax profit 2,907 4,910 5,492 6,333 7,732
Deferred tax 12 17 55 63 77
Current tax 780 1,419 1,593 1,836 2,242
Profit after tax 2,116 3,475 3,844 4,433 5,412
Minorities (8) 7) (8) (10) (11)
Net profit after
non-recurring items 2,108 3,467 3,836 4,423 5,401
% change 16.8 64.5 10.6 15.3 22.1
Balance sheet (Consolidated)
Paid-up capital 189 189 189 189 189
Reserves & surplus 13,989 17,200 20,264 23,748 27,991
Total shareholders' equity 14,259 17,466 20,538 24,033 28,287
Total current liabilities 2,446 3457 3,576 4,544 5,565
Total debt 1,609 1,206 1,206 1,206 706
Deferred tax liabilities 132 200 255 318 395
Total liabilities 4,188 4,862 5,036 6,068 6,666
Total equity & liabilities 18,446 22,329 25,575 30,101 34,953
Net fixed assets 4190 5,035 6,835 8,638 8,803
Investments 1,941 5291 5291 5,291 5,291
Total current assets 12,316 12,003 13,449 16,172 20,858
Working capital 9,869 8,546 9,873 11,628 15,294
Total assets 18,447 22,329 25,575 30,101 34,953
Cash flow statement (Consolidated)
Pre-tax profit 2,907 4,910 5,492 6,333 7,732
Depreciation 345 382 492 665 802
Chg in Working capital (800) 509 (797) (1,236) (1,982)
Total tax paid (780) (1,419) (1,593) (1,836) (2,242)
Operating cash Inflow 1,672 4,382 3,594 3,925 4,310
Capital expenditure (794) (1,227) (2,292) (2,467) (967)
Free cash flow (a+b) 878 3,156 1,302 1,458 3,342
Chg in investments (538) (3,350) - - -
Debt raised/(repaid) 1,130 (403) - - (500)
Dividend (incl. tax) (332) (445) (778) (797) (970)
Misc 152 449 (0) 0 -
Net chg in cash 1,290  (594) 524 661 1,872

FY10 FY1l FY12 FY13
Shareholding pattern
Public &
Others
3.1% .
Foreign
26.7%
Institutions
6.1%
Promoters Non-
61.7% promoter
corporate
holding
2.5%

As of June 2014
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