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Ind AS 116: Impact analysis on Healthcare companies
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Ind AS 116 will likely impact profitability, liabilities and valuations of
hospital companies. The new accounting standard eliminates the
classification between operating and finance lease, thereby
recognising all leases on the lessee’s balance sheet. This entails
implications for hospital, diagnostic and pharmacy companies as they
typically recognise operating lease on land and buildings, to create
asset-light balance sheets. HCG, which has 20 of 26 hospitals on lease,
will see the maximum impact-capital employed will increase by ~30%
and EBITDA will jump ~50%. Apollo Hospitals’ capital employed will
rise ¥~30% and EBITDA will jump ~40%. While this will have a bearing
on valuation metrics, especially of hospitals, there will be no impact
on cash flows and little impact on RoCEs. In this report, we evaluate
IndAS 116’s impact on financials of companies.

Hospital companies — Bubbling Balance sheets and declining PAT

Apollo’s INR3,200mn rent (~4% of revenue) is likely to result in 40% jump in EBITDA and
~30% increase in capital employed, thereby dragging down its EV/EBITDA multiple from
26x to 20x. PBT will fall ¥~30%. HCG: The company, with the highest rent as a percentage of
revenue among hospitals i.e., ~6%, will see 50% increase in EBITDA and ~30% rise in
capital employed. This will lower its EV/EBITDA multiple from 18x to 14x. PBT will also be
eroded ~45%. Aster DM: Relying on the asset-light model, its EBITDA is likely to rise
~50%, PBT will fall ~40% and capital employed is likely to rise ~30%. Max India: With
insignificant rent amount, EBITDA will rise only 15%, PBT will decline ~20% and capital
employed will increase 10%. Fortis: PBT is least likely to be impacted with this accounting
treatment on account of shorter lease tenure. However, EBITDA and capital employed will
increase ~15% and ~5%, respectively. Narayana Hrudayala: It will have the lease impact
as majority of its hospitals are either owned or under O&M. Only 10% of its rentals
pertaining to equipment will come under Ind AS 116’s purview. Refer Table 1 on page 2.

Diagnostic companies — No major impact

Thyrocare, with insignificant amount of operating lease, will not see any major impact on Deepak Malik
financial statements. However, Dr Lal’s INR500mn rent (~5% of revenue) is likely to result ) G SR

in rise in EBITDA by 18% and capital employed will jump ~25%. PBT will not be significantly deepak.malik@edelweissfin.com

impacted on account of shorter lease tenure. Refer Table 2 on page 2.
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Reset in the valuation methodology
As balance sheet expands and depreciation & interest replace rent, we estimate
enterprise value as well as EBITDA to rise. Overall, the sector’s EV/EBITDA is likely to dip

from 19x to 16x, primarily due to Apollo (26x to 20x) and Aster DM (15x to 11x).
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Table 1: Impact on Ind AS 116 implementation on hospital companies

Impact on
Company Rent (% Capital Facility Average EBIDTA PBT Capital Capital
Rent EBIDTA PBT .. Remaining Lease Employed
revenues) Employed details term (Yrs) (%) (%) (Amount) Employed (%)
Apollo Hospitals 3,190 4% 7,932 1,712 66,870 Leased :21 5 (Pharmacy) 40% -31% 18,838 28%
Owned : 44 25 (Hospitals)

S.A :5
Pharmacy -
100% leased

HCG 550 7% 1,188 286 10,635 Leased :20 10 46% -45% 3,380 32%
Owned : 4
S.A. 12

Aster Dm 3,197 5% 6,128 1,758 57,603 Leased :13 5 (Pharmacy) 52% -37% 10,887 32%

Owned : 6 20 (Hospitals)

S.A 12

Max India 336 1% 2,220 (450) 22,467 Leased :3 15 15% -18% 2,556 11%
Owned : 9
S.A 4

Fortis 914 2% 5,387 (9,649) 66,441 Leased :7 5 17% 2% 3,465 5%
Owned : 20
S.A. :20

Narayana 69 0% 2,123 850 17,700 Owned : 15 5 3% -1% 262 1%
Hrudayalaya S.A. : 8
Leased
Equipements
(10% of rent)
Table 2: Impact on Ind AS 116 implementation on diagnostic companies

Impact on
Rent (% Capital Average - Capital
Company Rent EBIDTA PBT loved Remaining Lease EBIDTA PBT loved Capital
revenues) Employe term (Yrs) (%) (%) Employe Employed (%)
(Amount)
Dr Lal 488 5% 2,640 2,613 7,860 5 18% -2% 1,854 24%
Thyrocare 52 1% 1,447 1,472 4,535 5 4% -3% 197 1%

Note: Selection of different transition methodology and lease tenure will have different impact on its profitability and Balance Sheet

Key assumptions considered for the above model:

Source: Edelweiss research

Lease rentals are discounted at 10% for computation of lease obligations and right-of-

use (ROU) assets;

ROU asset is depreciated on straight-line-method basis over the lease term;

We have considered prospective transition methodology to arrive at the impact.
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Table 3: Valuation table: Healthcare

CMP Target Reco (US:'::; sales (INR mn) EBITDA (INR mn) EPS (INR) CAGR (%) P/E (x) EV/ EBITDA (x)
INR mn INR  Price FYI9E  FY20E  FY21E| FYI9E  Fv20E  Fv21e| Fvioe Fv2oe Fv21e|" 2 0| pyaoe Fv21e| Fvaoe Fv2ie
Apollo Hospitals 1,271 1,700  BUY 27| 92,919 105146 1,14,968 | 10151 12,643 13938 | 218 388 464 765| 327 274| 161 146
Fortis Healthcar 141 170  BUY 11| 52270 61,722 sa864| 7,259 8984 8705| 12 41 61| (1969) 348 231| 107 109
MaxIndia (MHC 70 110  BUY 03| 26426 29,899 34,639 | 1210 1547 1758 | (0.8) (08) (1) 49| Na NA[ 122 120
HCG 204 265  BUY 03| 9521 11,018 12740 1350 1607 1852| 00 (02) (01)| (1492)) wNA  NA| 150 135
Hospitals 13.5 12.8
Dr.lal Pathlabs 1,065 1,240  BUY 14| 12276 14259 16,289 | 3,253 3,707 4431 262 317 396 206 | 336 269| 228 191
Thyrocare 516 500 HOLD 04| 4216 4851 5568 | 1624 1844 2072| 178 198 218 74| 260 236| 144 128
Diagnostics 20.0 17.1

Source: Edelweiss research
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Recent Research
Date Company Title Price (INR) Recos

29-Mar-19  Healthcare Growth muted on prolonged
winter; Result Preview

15-Feb-19 Fortis Operations stable during 135 Buy
Healthcare seasonally weak quarter;
Result Update
12-Feb-19 Thyrocare Disruptor gets disrupted; 496 Hold

Technologies 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
* 1stocks under review
Hold iat to 15% 12- th iod
> 50bn Between 10bn and 50 bn < 10bn © appreciate Up fo 1% overa 2-month perio
Reduce depreciate more than 5% over a 12-month period

Market Cap (INR) 156 62 11
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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.

6 Edelweiss Securities Limited



Sector Update

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; (ii) 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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Access the entire repository of Edelweiss Research on www.edelresearch.com
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