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Defence Expo 2018: Gunning for indigenous firepower

India Equity Research | Defence

We recently attended Defence Expo 2018 held at Chennai. At the
exhibition, we interacted with managements of 15 plus domestic and
international companies engaged in the defence sector. Key takeaways:

a) Private players well equipped to capture emerging opportunities

More than 154 global players and 523 Indian defence companies participated in the
expo. In our view, Tata Aerospace & Defence, L&T Defence and Bharat Forge have
identified their core areas either as a lead integrator or top-tier sub-system/component
supplier and anticipate significant ramp up in defence business over the ensuing three-
five years. All the three players displayed their products (artillery guns were the most
appreciated, amongst others) and are likely to be potential beneficiaries of the
world's largest artillery procurement programme.

b) Dominance of defence PSUs in contract wins to sustain

Currently, most of the large defence contracts are awarded to DPSUs (BEL, HAL, BDL,
CSL, etc) on nomination basis. And, opening up of the sector for private companies via
strategic partnership model, Make in India programmes, among others, is unlikely to
change this in the medium term, in our view. This despite the significant capabilities
built by private companies. Except for a few specific projects, the private sector is
likely to complement delivery capabilities of DPSU as sub-systems/components
suppliers.

c) Defence procurement policy: Long term structural push towards import

substitution in defense equipment

® To promote Make in India in the defence sector, the government has now finalised
locations of the two upcoming defence corridors (Tamil Nadu and Uttar Pradesh)
entailing setting up an INR200bn fund.

®  While most companies have announced MoUs over the past few days, these are at
a nascent stage and contract terms will be finalised only over the next one-two
years. Hence, their benefits are likely to flow only over the medium term. After
DPP 2016, setting up of defence manufacturing corridors will help create
complete defence manufacturing eco-system.

Outlook: The above factors further bolster our conviction in companies under coverage
catering to specific verticals—Cochin Shipyard (indigenous aircraft carriers & untapped
repairs opportunity) and BEL (SAM missiles). We further believe private companies, viz.,
Bharat Forge (particularly artillery guns) and L&T (shipbuilding, defence artillery guns)
will benefit from new upcoming large orders. We do not foresee significant shift of
business from public to private companies over the medium term given that DPSU will
continue to bag contracts on nomination basis, while delays in finalisation of large
contracts are imminent.

Reiterate our top picks: Cochin Shipyard (BUY/SO), Bharat Forge (BUY/SO), Larsen &
Toubro (BUY/SO).
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l Defence

“Indian Army’s
proposed artillery gun
procurement
programme is valued at
about INR 500bn over a
period of 15 years”

Mr Baba Kalyani
CMD - Bharat Forge

Interactions with managements: Key takeaways

A) Rated Companies
Cochin Shipyard (Mcap: INR71bn; BUY/SO; TP: INR660)

IAC execution is on track and will have a high revenue billing in last two years (FY20-21),
which may trigger strong P/L.

Ship repair: Visibility on repair business post Hughes dock JV has improved substantially.
CSL expects significant ramp up for repair business from Indian Navy. Management
remains confident of bagging to large repair contracts (IAC and Oil rig) over the next
year.

The company will be focusing to strengthen its man power for weapons systems
maintenance to tap upcoming Naval repair opportunity

Bharat Electronics (Mcap: INR345bn; BUY/SO; TP: INR230)

FY19 is likely to be better than FY18 in terms of revenue as well as profitability, due to
heavy salary bill in H2FY18E.

Akash and LR-SAM are likely to be finalised by 1HFY19, driving INR100-120bn worth of
new orders.

Management does not foresee significant downside risk to margin due to value
addition from value engineering.

~55% of raw material cost is generally indigenised content and balance 45% is imported.
This is likely to be significantly higher in Akash (85-90%).

BEL is looking to enhance partnership with larger players like L&T, BHFC etc. This is a
clear change in the company’s strategy and is focused toward optimizing growth
opportunities.

Astra Microwave (Mcap: INR7bn; BUY/SP; TP: INR145)

Apart from expected Akash inflow (which is currently delayed), the company expects
increased order inflow from ISRO in F19E/20E.

Most of the promoters in the company are industry veterans and thus Astra only has
near to medium term growth plans. Beyond a couple of years, there is a clear road map
for consolidation in ownership structure.

Bharat Forge (Mcap: INR343bn; BUY/SO; TP: INR930)

Howitzer programme: BHFC has made significant inroads in the indigenized Howitzer
programme. The company has already given input on 2 ATAGS (155 mm/52 calibre),
which it is currently in the process of supplying four more shortly. Overall, more than
400 ATAGS weapon systems are due to be procured over the next few years, which
opens up significant opportunity for BHFC.

Management is confident of delivering an Ultra light gun at a substantially lower cost
than its global peers.
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e The spares business is also likely to be significant opportunity with barrels constituting
~30% of the overall gun cost and need to replace it after firing ~2,000 rounds.

e Testing is underway with an American company for supply of Garuda 105 artillery gun.
This is likely to open up international geographies for supply of artillery guns.

Table 1: Artillery gun portfolio

Company Specifications
Bharat-52 155mm/ 52 cal
ULH 155mm / 39 cal
ATAGS 155mm /52 cal
B 45 155mm / 45 cal
Bharat 62 Garuda 105 105mm/ 37 cal
Mounted Gund system 155mm / 39 cal

Source: Company, Edelweiss research

Larsen & Toubro (Mcap: INR 1,905bn; BUY/SO; TP: INR1,680)
e L&T seems to be the sole beneficiary of the Landing platform dock project ~INR 250bn.

e The company has started manufacture of K9-Vajra (delivered 10 no’s) and expects to
complete delivery of balance 90 no’s before schedule.

e L&T (with Nexter, France) and Bharat Forge are targeting the upcoming towed gun

opportunity, which is likely to be awarded before FY20E

Table 2: Ship building pipeline over the next one-two years is encouraging, with
projects worth “INR350-370bn to be awarded

Value per  Total project size

Project No's vessel(INR bn) (INR bn)
Next generation missiles vessels 6 10 60
Fast Patrol Vessels 7 2 14
Multi purpose support vessels 4 10 40
Pollution control vessels 2 6 12
Landing Platform Dock 4 63 250
K9 VAJRA - T Total 376
Source: Company, Edelweiss research
Table 3: L&T defence business pipeline over the next two years
Project No's Value (INR T.otal project Remarks
bn) size (INR bn)
Pinnaka * 4 25.0 100 Award likely in FY19
Mounted gun program 100 0.3 30 Award likely in FY20
Towed gun program 400 0.3 100 Bids to open in Dec'18 and contractaward in FY20
Futuristic Infantry Combact Vehicle 2610 0.2 650 Bids to open in Dec'18 and contractaward in FY20
Total 880

* Note —Value for complete regiment
Source: Company, Edelweiss research
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ATAGS

Table 4: Suppliers for ATAGS

Subsystems

Source(s)

Barrel

Muzzle Brake

Breech Mech

Recoil Sys

Structure & Automative
Automation & Control
Optronic Sight
Tactical Computer
Communication Sys
MVR and AGAPS
Battery Command Post
Towing System
Ammunition (%)

OFB, Bharat Forge

OFB, Punj Lloyd

OFB, Bharat Forge, Tata Projects
Mahindra Defence, Tata Projects
Bharat Forge, Tata Projects
Bharat Forge, Tata Projects

Tata Projects, Ex-Import

Bharat Electronics

Bharat Electronics

Ex-Import

Bharat Forge

Ashok Leyland

OFB

B) Not Rated Companies

Boeing (Not Rated)

Source: Defence Expo, Edelweiss research

e Boeing has responded to the RFI for the procurement of Super Hornet fighter jets by
Navy (57). An additional 110 are required for the Air Force. According to the
management, USD100mn per aircraft is likely to be the conservative cost of these
aircrafts.

e The company is likely to execute this contract via a JV with Indian partners Hindustan
Aeronautics (HAL) and Mahindra. MoU is likely to be finalised by CY18.

Hindustan Aeronautics (Not Rated)

e  MRO of Sukhois to turn a significant opportunity over the next two-three years. This
has already started with HAL completing refits for six aircrafts.

e However, the company does not have the scope to charge exorbitant pricing during
MRO, as can be done by most companies globally.
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Table 5: Healthy book-to-bill for defence companies

Sector Update

Approx defence Approx order Book to Bill
Company
revenues (INR bn) book (INR bn) (x)
Cochin Shipyard 20.6 130 6.3
Bharat Electronics 86.1 404 4.7
Astra Microwave 4.3 5 1.2
Larsen & Toubro 25-30 70-80 2.5
Bharat Forge ~4 -5
Source: Company, Edelweiss research
Table 6: Valuation Snapshot
Company Reco/ CMP TP Revenue (INR bn) EBITDA margins (%) EPS (INR) P/E (x)
Rating  (INR) (INR)| FY17 FY18E FY19E FY20E | FY17 FY18E FY19E FY20E | FY17 FY18E FY19E FY20E | FY17 FY18E FY19E FY20E
Cochin Shipyard Buy 524 660 21 23 27 34| 185 183 182 181 | 23.0 268 30.5 324 | 228 196 172 16.2
Bharat Electronics | Buy 143 230/ 86 113 138 165 205 198 202 204 | 63 6.6 83 100 | 226 217 173 143
Astra Microwave | Buy 82 145 4 4 4 5| 234 335 328 320| 65 75 86 98| 125 109 96 84
Bharat Forge Buy 734 930 64 82 99 112 | 19.6 223 226 22.8| 121 216 268 312 | 606 340 274 235
Larsen & Toubro Buy 1,355 1,680| 1,093 1,218 1,405 1,610 | 10.1 110 113 11.6| 42.4 516 584 700 | 320 263 232 194

Source: Company, Edelweiss research
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Coverage group(s) of stocks by primary analyst(s): Defence

Astra Microwave Products, Bharat Electronics

Recent Research

Date Company Title Price (INR) Recos
28-Feb-18 Cochin Sailing the high seas; 532 Buy
Shipyard  Initiating Coverage
31-Jan-18 Bharat Robust execution a new 177 Buy
Electronics normal; business MOAT intact;
Result Update
30-Jan-18 Astra Delays drag revenue; growth 114 Buy

Microwave prospects intact;
Products  Result Update

Distribution of Ratings / Market Cap

Edelweiss Research Coverage Universe Rating Interpretation

Buy Hold Reduce Total Rating Expected to
Rating Distribution* 161 67 11 240 Buy appreciate more than 15% over a 12-month period
* 1 stocks under review
Hold appreciate up to 15% over a 12-month period

> 50bn Between 10bn and 50 bn < 10bn

Reduce depreciate more than 5% over a 12-month period
Market Cap (INR) 156 62 11
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One year price chart
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DISCLAIMER

Edelweiss Securities Limited (“ESL” or “Research Entity”) is regulated by the Securities and Exchange Board of India (“SEBI”) and is
licensed to carry on the business of broking, depository services and related activities. The business of ESL and its Associates (list
available on www.edelweissfin.com) are organized around five broad business groups — Credit including Housing and SME
Finance, Commodities, Financial Markets, Asset Management and Life Insurance.

This Report has been prepared by Edelweiss Securities Limited in the capacity of a Research Analyst having SEBI Registration
No.INH200000121 and distributed as per SEBI (Research Analysts) Regulations 2014. This report does not constitute an offer or
solicitation for the purchase or sale of any financial instrument or as an official confirmation of any transaction. Securities as
defined in clause (h) of section 2 of the Securities Contracts (Regulation) Act, 1956 includes Financial Instruments and Currency
Derivatives. The information contained herein is from publicly available data or other sources believed to be reliable. This report is
provided for assistance only and is not intended to be and must not alone be taken as the basis for an investment decision. The
user assumes the entire risk of any use made of this information. Each recipient of this report should make such investigation as it
deems necessary to arrive at an independent evaluation of an investment in Securities referred to in this document (including the
merits and risks involved), and should consult his own advisors to determine the merits and risks of such investment. The
investment discussed or views expressed may not be suitable for all investors.

This information is strictly confidential and is being furnished to you solely for your information. This information should not be
reproduced or redistributed or passed on directly or indirectly in any form to any other person or published, copied, in whole or in
part, for any purpose. 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 ESL and associates / group companies to any registration or licensing
requirements within such jurisdiction. The distribution of this report in certain jurisdictions may be restricted by law, and persons
in whose possession this report comes, should observe, any such restrictions. The information given in this report is as of the date
of this report and there can be no assurance that future results or events will be consistent with this information. This information
is subject to change without any prior notice. ESL reserves the right to make modifications and alterations to this statement as
may be required from time to time. ESL or any of its associates / group companies shall not be in any way responsible for any loss
or damage that may arise to any person from any inadvertent error in the information contained in this report. ESL is committed
to providing independent and transparent recommendation to its clients. Neither ESL nor any of its associates, group companies,
directors, employees, agents or representatives shall be liable for any damages whether direct, indirect, special or consequential
including loss of revenue or lost profits that may arise from or in connection with the use of the information. Our proprietary
trading and investment businesses may make investment decisions that are inconsistent with the recommendations expressed
herein. Past performance is not necessarily a guide to future performance .The disclosures of interest statements incorporated in
this report are provided solely to enhance the transparency and should not be treated as endorsement of the views expressed in
the report. The information provided in these reports remains, unless otherwise stated, the copyright of ESL. All layout, design,
original artwork, concepts and other Intellectual Properties, remains the property and copyright of ESL and may not be used in
any form or for any purpose whatsoever by any party without the express written permission of the copyright holders.

ESL shall not be liable for any delay or any other interruption which may occur in presenting the data due to any reason including
network (Internet) reasons or snags in the system, break down of the system or any other equipment, server breakdown,
maintenance shutdown, breakdown of communication services or inability of the ESL to present the data. In no event shall ESL be
liable for any damages, including without limitation direct or indirect, special, incidental, or consequential damages, losses or
expenses arising in connection with the data presented by the ESL through this report.

We offer our research services to clients as well as our prospects. Though this report is disseminated to all the customers
simultaneously, not all customers may receive this report at the same time. We will not treat recipients as customers by virtue of
their receiving this report.

ESL and its associates, officer, directors, and employees, research analyst (including relatives) worldwide may: (a) from time to
time, have long or short positions in, and buy or sell the Securities, mentioned herein or (b) be engaged in any other transaction
involving such Securities and earn brokerage or other compensation or act as a market maker in the financial instruments of the
subject company/company(ies) discussed herein or act as advisor or lender/borrower to such company(ies) or have other
potential/material conflict of interest with respect to any recommendation and related information and opinions at the time of
publication of research report or at the time of public appearance. ESL may have proprietary long/short position in the above
mentioned scrip(s) and therefore should be considered as interested. The views provided herein are general in nature and do not
consider risk appetite or investment objective of any particular investor; readers are requested to take independent professional
advice before investing. This should not be construed as invitation or solicitation to do business with ESL.
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ESL or its associates may have received compensation from the subject company in the past 12 months. ESL or its associates may
have managed or co-managed public offering of securities for the subject company in the past 12 months. ESL or its associates
may have received compensation for investment banking or merchant banking or brokerage services from the subject company in
the past 12 months. ESL or its associates may have received any compensation for products or services other than investment
banking or merchant banking or brokerage services from the subject company in the past 12 months. ESL or its associates have
not received any compensation or other benefits from the Subject Company or third party in connection with the research report.
Research analyst or his/her relative or ESL’s associates may have financial interest in the subject company. ESL and/or its Group
Companies, their Directors, affiliates and/or employees may have interests/ positions, financial or otherwise in the
Securities/Currencies and other investment products mentioned in this report. ESL, its associates, research analyst and his/her
relative may have other potential/material conflict of interest with respect to any recommendation and related information and
opinions at the time of publication of research report or at the time of public appearance.

Participants in foreign exchange transactions may incur risks arising from several factors, including the following: ( i) exchange
rates can be volatile and are subject to large fluctuations; ( ii) the value of currencies may be affected by numerous market
factors, including world and national economic, political and regulatory events, events in equity and debt markets and changes in
interest rates; and (iii) currencies may be subject to devaluation or government imposed exchange controls which could affect the
value of the currency. Investors in securities such as ADRs and Currency Derivatives, whose values are affected by the currency of
an underlying security, effectively assume currency risk.

Research analyst has served as an officer, director or employee of subject Company: No
ESL has financial interest in the subject companies: No

ESL’s Associates may have actual / beneficial ownership of 1% or more securities of the subject company at the end of the month
immediately preceding the date of publication of research report.

Research analyst or his/her relative has actual/beneficial ownership of 1% or more securities of the subject company at the end of
the month immediately preceding the date of publication of research report: No

ESL has actual/beneficial ownership of 1% or more securities of the subject company at the end of the month immediately
preceding the date of publication of research report: No

Subject company may have been client during twelve months preceding the date of distribution of the research report.

There were no instances of non-compliance by ESL on any matter related to the capital markets, resulting in significant and
material disciplinary action during the last three years except that ESL had submitted an offer of settlement with Securities and
Exchange commission, USA (SEC) and the same has been accepted by SEC without admitting or denying the findings in relation to
their charges of non registration as a broker dealer.

A graph of daily closing prices of the securities is also available at www.nseindia.com

Analyst Certification:

The analyst for this report certifies that all of the views expressed in this report accurately reflect his or her personal views about
the subject company or companies and its or their securities, and no part of his or her compensation was, is or will be, directly or
indirectly related to specific recommendations or views expressed in this report.

Additional Disclaimers

Disclaimer for U.S. Persons

This research report is a product of Edelweiss Securities Limited, which is the employer of the research analyst(s) who has
prepared the research report. The research analyst(s) preparing the research report is/are resident outside the United States
(U.S.) and are not associated persons of any U.S. regulated broker-dealer and therefore the analyst(s) is/are not subject to
supervision by a U.S. broker-dealer, and is/are not required to satisfy the regulatory licensing requirements of FINRA or required
to otherwise comply with U.S. rules or regulations regarding, among other things, communications with a subject company, public
appearances and trading securities held by a research analyst account.

This report is intended for distribution by Edelweiss Securities Limited only to "Major Institutional Investors" as defined by Rule
15a-6(b)(4) of the U.S. Securities and Exchange Act, 1934 (the Exchange Act) and interpretations thereof by U.S. Securities and
Exchange Commission (SEC) in reliance on Rule 15a 6(a)(2). If the recipient of this report is not a Major Institutional Investor as
specified above, then it should not act upon this report and return the same to the sender. Further, this report may not be copied,
duplicated and/or transmitted onward to any U.S. person, which is not the Major Institutional Investor.
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In reliance on the exemption from registration provided by Rule 15a-6 of the Exchange Act and interpretations thereof by the SEC
in order to conduct certain business with Major Institutional Investors, Edelweiss Securities Limited has entered into an
agreement with a U.S. registered broker-dealer, Edelweiss Financial Services Inc. ("EFSI"). Transactions in securities discussed in
this research report should be effected through Edelweiss Financial Services Inc.

Disclaimer for U.K. Persons

The contents of this research report have not been approved by an authorised person within the meaning of the Financial
Services and Markets Act 2000 ("FSMA").

In the United Kingdom, this research report is being distributed only to and is directed only at (a) persons who have professional
experience in matters relating to investments falling within Article 19(5) of the FSMA (Financial Promotion) Order 2005 (the
“Order”); (b) persons falling within Article 49(2)(a) to (d) of the Order (including high net worth companies and unincorporated
associations); and (c) any other persons to whom it may otherwise lawfully be communicated (all such persons together being
referred to as “relevant persons”).

This research report must not be acted on or relied on by persons who are not relevant persons. Any investment or investment
activity to which this research report relates is available only to relevant persons and will be engaged in only with relevant
persons. Any person who is not a relevant person should not act or rely on this research report or any of its contents. This
research report must not be distributed, published, reproduced or disclosed (in whole or in part) by recipients to any other
person.

Disclaimer for Canadian Persons

This research report is a product of Edelweiss Securities Limited ("ESL"), which is the employer of the research analysts who have
prepared the research report. The research analysts preparing the research report are resident outside the Canada and are not
associated persons of any Canadian registered adviser and/or dealer and, therefore, the analysts are not subject to supervision by
a Canadian registered adviser and/or dealer, and are not required to satisfy the regulatory licensing requirements of the Ontario
Securities Commission, other Canadian provincial securities regulators, the Investment Industry Regulatory Organization of
Canada and are not required to otherwise comply with Canadian rules or regulations regarding, among other things, the research
analysts' business or relationship with a subject company or trading of securities by a research analyst.

This report is intended for distribution by ESL only to "Permitted Clients" (as defined in National Instrument 31-103 ("NI 31-103"))
who are resident in the Province of Ontario, Canada (an "Ontario Permitted Client"). If the recipient of this report is not an
Ontario Permitted Client, as specified above, then the recipient should not act upon this report and should return the report to
the sender. Further, this report may not be copied, duplicated and/or transmitted onward to any Canadian person.

ESL is relying on an exemption from the adviser and/or dealer registration requirements under NI 31-103 available to certain
international advisers and/or dealers. Please be advised that (i) ESL is not registered in the Province of Ontario to trade in
securities nor is it registered in the Province of Ontario to provide advice with respect to securities; (i) ESL's head office or
principal place of business is located in India; (iii) all or substantially all of ESL's assets may be situated outside of Canada; (iv)
there may be difficulty enforcing legal rights against ESL because of the above; and (v) the name and address of the ESL's agent for
service of process in the Province of Ontario is: Bamac Services Inc., 181 Bay Street, Suite 2100, Toronto, Ontario M5J 2T3 Canada.

Disclaimer for Singapore Persons

In Singapore, this report is being distributed by Edelweiss Investment Advisors Private Limited ("EIAPL") (Co. Reg. No.
201016306H) which is a holder of a capital markets services license and an exempt financial adviser in Singapore and (ii) solely to
persons who qualify as "institutional investors" or "accredited investors" as defined in section 4A(1) of the Securities and Futures
Act, Chapter 289 of Singapore ("the SFA"). Pursuant to regulations 33, 34, 35 and 36 of the Financial Advisers Regulations ("FAR"),
sections 25, 27 and 36 of the Financial Advisers Act, Chapter 110 of Singapore shall not apply to EIAPL when providing any
financial advisory services to an accredited investor (as defined in regulation 36 of the FAR. Persons in Singapore should contact
EIAPL in respect of any matter arising from, or in connection with this publication/communication. This report is not suitable for
private investors.
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