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) Corporate India doubles down on cost control!
Quarter Review

Analyzing costs in greater detail; margin expansion to moderate in 2HFY21

MOTILAL OSWAL

Indie Swsteay ®  Inthe recently concluded 2QFY21 results, both Nifty and the MOSL Universe

reported broad-based earnings beat, leading to healthy 9-10% earnings
upgrades in FY21 estimates for both sets of aggregates. A detailed analysis of
2QFY21 earnings can be found here.

m  One of the key and defining features of this performance was the better-than-

expected focus on cost mitigation measures, apart from demand recovery and a
healthy tailwind from gross margin expansion.

B In this note, we analyze the cost components in slightly greater detail and
highlight various elements pertaining to these.

2QFY21 was an optimum combination of gross margin expansion and
operating cost reduction
Our recent ® |n 2QFY21, for the MOFSL Coverage Universe, despite 7% YoY decline in

Strategy notes revenues, EBITDA posted healthy 9% growth v/s the expectation of a flattish YoY

performance. All key sectors, barring Capital Goods and Utilities, reported

P e st operating margin expansion. Ex-Financials, Nifty reported 310bps YoY EBITDA

e margin expansion to 19.8%; MOSL-ex-Financials reported 320bps YoY expansion
to 19.4%.

m Thus, operating costs for our Universe declined 11% YoY. Within the operating
cost bucket, other expenses declined 8% YoY, pointing toward continued cost
control initiatives implemented by companies. Cement (-10%), Automobiles (-
11%), Technology (-14%), and Oil & Gas (-21%) YoY have been the key sectors to
report double-digit decline in other expenditure. Utilities (+18%), Retail (+4%),
and Banks (+4%) YoY have seen an increase in other expenditure over the same
period.

B RM tailwind and demand recovery, coupled with better pricing power owing to
supply constraints and lower discounts, resulted in sharp gross margin
expansion for our Universe. The gross margin for MOSL Universe (129

Ca— e companies, ex-BFSI, IT, and Telecom) expanded 600bps YoY to 42%. Cyclical and

. 1 commodities such as Metals and Oil & Gas saw a maximum of 850bps and
490bps gross margin expansion YoY, respectively. The Retail, Consumer, and

Automobile sectors have seen 280bps, 100bps, and 50bps contraction,

respectively, in gross margins YoY.

e Divergence: The story of 2020 so far...
Eotmings —the key dver of v

Other cost elements of P&L see a marginal rise

m  While gross margin expansion and overhead cost reduction clearly propelled
operating margin expansion, other elements of P&L costs saw a marginal rise.
Staff costs expanded a modest 4% YoY for our MOFSL Universe companies.
Sectors that have seen a staff cost increase include Consumer (+9%), Utilities
(+9%), Banks (+9%), Healthcare (+8%), Oil and Gas (+8%) and IT (4%). Sectors
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that saw YoY contraction in employee costs are Media (-21%), Retail (-20%),
Cement (-6%), and Metals (-5%).

As normalcy returned and new launch/re-launch activity gained momentum,
advertising costs for the MOSL Consumer Universe rebounded to 9.3% of sales
in 2QFY21 from 7.1% in 1QFY21, but were still down v/s 10.5% in 2QFY20.

34 Nifty-50 companies have seen EBITDA margin expansion

34 out of 50 companies in the Nifty Universe have seen EBITDA margin
expansion, while 16 companies have reported EBITDA margin contraction.

JSW Steel, Divi’s Lab, IOC, Ultratech Cement and Sun Pharma have seen
expansion of 910bps, 790bps, 690bps, 610bps and 600bps YoY, respectively, in
EBITDA margins.

Coal India, ONGC, Titan, ITC and Eicher Motors, on the other hand, have posted
a contraction of 480bps, 440bps, 430bps, 280bps and 240bps YoY, respectively,
in EBITDA margins.

Pace of margin expansion to moderate in 2HFY21
B After the sharp beat on costs and faster-than-expected demand recovery, FY21E

earnings for the MOSL Universe and Nifty saw upgrades of 11% and 9%,
respectively.

Going forward, we expect some elements of P&L costs to make a comeback as
the economy opens up more and travel cost and other overheads gradually
return. Also, RM costs are going up sequentially for several sectors (Consumer,
Auto, and Cement).

Also, cost reduction has been factored in, and consequently, there is limited
room for surprise now, in our view. We now build in 140bps and 110bps EBITDA
margin expansion to 18.2% and 17.4% for Nifty-ex-Financials for 3QFY21E and
4QFY21E, respectively.

For the MOSL Universe-ex-Financials, operating margin expansion is expected at
190bps and 220bps to 18.1% and 17.6% for 3QFY21E and 4QFY21E, respectively,
v/s 19.4% in 2QFY21.

Exhibit 1: Two consecutive quarters of overhead cost reduction across sector in MOSL Universe
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Exhibit 2: Gross margins expanded 600bps YoY; Metals and O&G see sharp GM expansion
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Exhibit 3: Staff cost was however up YoY for many sectors
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Exhibit 4: AD spends rebounded sequentially for Consumer companies but still down YoY

Advertising expsense as % of sales
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Exhibit 5: 34 out of 50 Nifty companies reported EBITDA margin expansion; 8 reported

expansion >=500bps

EBITDA margin change (bps, YoY)
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Sales (INR b) EBIDTA (INR b) EBIDTA Margin (%)
Company Sector octus)  (actoal) | (actua)  (actual) | (actus)  (acraa) | CPEPP
JSW Steel Metals 171.1 190.4 22.7 42.5 13.2 22.3 9.1
Divis Labs Healthcare 14.5 17.5 5.1 7.6 353 43.3 7.9
10C Oil & Gas 1116.9 856.1 47.1 94.3 4.2 11.0 6.8
Ultratech Cement  Cement 96.2 103.5 19.2 27.0 19.9 26.0 6.1
Sun Pharma Healthcare 79.5 84.6 16.1 22.2 20.2 26.2 6.0
Tata Steel Metals 345.8 3715 38.2 61.1 11.0 16.4 5.4
Asian Paints Consumer 50.5 53.5 9.5 12.7 18.9 23.6 4.7
Dr Reddy’ s Labs Healthcare 40.8 49.0 8.5 12.2 20.8 24.9 4.2
Infosys Technology 226.3 245.7 56.4 70.8 24.9 28.8 3.9
Britannia Consumer 30.5 34.2 4.9 6.8 16.1 19.8 3.6

Exhibit 7: Ten Non-BFSI Nifty companies which withessed maximum EBITDA margin contraction in 2QFY21

Source: MOFSL

Sales (INR B) EBIDTA (INR B) EBIDTA Margin (%)
Company octus)  (actual) | (actus)  (actal) | (actus)  (actus) | CPEPP
Tata Motors Automobiles 654.3 535.3 71.6 56.7 10.9 10.6 -0.4
NTPC Utilities 236.3 250.2 72.1 75.3 30.5 30.1 -0.4
Larsen & Toubro Capital Goods 353.3 310.3 40.2 33.3 11.4 10.7 -0.6
Hero Motocorp Automobiles 75.7 93.7 11.0 12.9 14.5 13.7 -0.8
Grasim Industries Cement 48.0 34.4 6.6 4.0 13.7 11.6 -2.2
Eicher Motors Automobiles 21.9 21.1 5.4 4.7 24.7 223 -2.4
ITC Consumer 116.6 111.8 45.6 40.6 39.1 36.3 -2.8
Titan Company Retail 46.6 45.5 5.2 3.1 11.2 6.9 -4.3
ONGC Oil & Gas 244.9 169.2 132.9 84.4 54.3 49.9 -4.4
Coal India Utilities 203.8 211.5 425 34.0 20.8 16.1 -4.8

Source: MOFSL
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Exhibit 8: For Private Banks, PPOP margins as % of Nii Exhibit 9: Gross margins for Consumer companies in MOSL
remained stable coverage bounce back from the 1QFY21 lows
PPOP as % of NIl 88 Gross Margin (%)
86 ¥ 34 sa >
86 86 53 53 53
85
84 53
83
51
[e)] (o] o o o o — o [e)] [e)] o o o o — —
— - o~ o~ o~ o~ o~ o~ — - o~ o~ o~ o~ o~ o~
> > > > > > > > > > > > > > > >
. [N [N [N [N [N [N [N w [N [N L w [N [N [N
g g g g g g g g g =} g g g g g g
(a2} < — (o] o < — (o] [e2] < — o [e2] < i o
Source: MOFSL. Note: Universe consists of 10 private banks. Source: MOFSL. Note: Universe consists of 17 companies.
Exhibit 10: Staff costs decline sequentially and YoY for IT Exhibit 11: EBITDA Margins for Autos up YoY after posting
companies operating loss in 1QFY21
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Exhibit 12: Steel spreads per ton stable sequentially in Exhibit 13: Cement universe posted a 6% YoY decline in
2QFY21 operating costs in 2QFY21
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