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SP Apparels
Mixed Q3; garments to help unfold growth story
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Summary

+ S.P Apparel’s revenues grew by 19.5% y-o-y to Rs. 250.3 crore aided by a strong 27.1% y-o-y growth in the
garments division. The SPUK and retail divisions witnessed a muted quarter with revenue and margins declining
due to disruptions caused by the Omicron virus.

+ EBITDA margins declined by 302 bps y-o-y to 15.4%. PAT grew by 25.5% y-o-y to Rs. 24.6 crore, higher other
income and lower taxes compensated for flat growth in operating profit. Overall the company expects EBIDTA
margins of 18% in the near term and expects it to improve to 20% in the medium term.

+ The company is confident of achieve revenue growth of 25-30% in FY2023, driven by volume growth of 15-20%
and rest through price hikes. Order book of garments division has exceeded pre-COVID level at Rs. 300-330
crore per quarter and is expected to improve in the coming quarters.

+ We have raised our estimates for FY2022/23 to factor in improved performance by the garments division and
a better outlook in the coming quarters. We stay Positive on the stock and expect a 15% upside from current
levels.

SP Apparels Ltd’s (SPAL’s) revenues grew by 19.5% y-o-y to Rs. 250.3 crore in Q3FY2022 led by a 27.1% y-o-y
growth in the garment division. Retail and SPUK division revenue declined by 13.3% and 17.6% y-o-y, respectively,
affected by disruptions due to the Omicron variant of the pandemic in the domestic as well as UK/Europe market.
The company exported 13.6 million pieces in Q3FY22, up from 12.7 million pieces in Q2FY22 and 9 million pieces
in Q1FY22. Gross margins and EBITDA margin declined by 464 bps and 302 bps y-o-y to 53.7% and 15.4%,
respectively. Operating profit stood flat at Rs. 38.6 crore. Higher other income (might include RoSCTL benefits)
and lower taxes led to 25.5% y-o-y growth in PAT to Rs. 24.6 crore. Net debt stood at Rs. 104.6 crore on December
31, 2021 as against “Rs. 142 crore as on March 31, 2021. Capacity utilisation came in at “65-68% in Q3 and is
expected to further improve from May 2022 with beginning of second shift in few facilities.

Key positives

+ Garments division’s revenues grew by 27.1% y-o-y and 22.0% g-o-q due to traction in demand from existing
customers.

+ Export volumes amounted to 13.6 million pieces, up from 12.7 million pieces in Q2FY22 and 9 million pieces in
QIFY22.

¢ Order book currently stands at Rs. 300-330 crore per quarter, which is higher than pre-COVID level of Rs. 220-
250 crore per quarter.

+ Netdebtstood at Rs. 104.6 crore at end of Q3FY22 as against “Rs. 142 crore in Q4FY21.
Key negatives
+ Gross and EBITDA margins declined by 464 bps and 302 bps y-o-y to 53.7% and 15.4%, respectively.

¢ SPUK division’s revenue declined by 17.6% y-o-y and 29.3% g-o-q due to disruptions caused by Omicron in UK/
Europe region.

¢ EBITDA margin of SPUK division declined on y-o-y basis from 7.2% to 3.6%. Retail division reported a loss.
Management Commentary

¢ With an improvement in the COVID situation and better workflow mobilisation, the management expects to
achieve revenue growth of 25-30% in the FY2023 driven by volume growth of 15-20% and rest by price increases.
EBIDTA margin is expected to be at 18% in the near term and further improve to 20% in the medium term.

¢ Utilisation has improved sequentially from 50% in Q1to ¥62% in Q2 and “65-68% in Q3. The company will be
implementing two shifts in few facilities (Y50% facilities) in May 2022 and thus expects the utilization to inch
upwards to over 80%.

¢ The garment division’s order book per quarter is expected to be at Rs. 300 crore vs. Rs. 220-250 crore during
pre-COVID-19 due to strong demand. The Company added one new customer from US, which will incrementally
add to volumes in the coming years. EBITDA margin of the division is expected to be maintained at 18-20% in the
medium term led by a better mix as contribution of specialized products is expected to increase.

+ The management expects the global situation to improve from Q1FY23 and expects to achieve a 25-30% growth
in its SPUK division the next few years.

+ The company is looking for strategic investments for its retail business to improve the business fundamentals
and also plans to add one kids’ premium brand and one global licensee sports brand (apparel and footwear) to
its retail business in the near term.

Revision in estimates — We have raised our estimates for FY2022/FY2023 to factor in to factor in improved
performance by the garment division, while we have broadly maintained them for FY2024.

Our Call

View: Stay Positive and expect a 15% upside: With higher demand for export orders from the Europe and the UK,
client additions and higher capacity utilisation, SPAL’s revenues/PAT are expected to clock a CAGR of 25%/48% over
FY2021-24. The stock has given strong returns of 43% since our initiation in July 2021 and is attractively valued at
9.3x/7.6x its FY2023E/24E EPS. Improving growth prospects in the garments business and strengthening of balance
sheet with a reduction in debt will aid re-rating and focus on scaling up the core garment business would act as an
additional trigger. We stay Positive and expect a 15% upside in the stock from the current levels.

Key Risks
About 90% of SPAL’s revenue comes from exports (predominantly to the UK). Any downturn in the macro environment

due sustenance of pandemic or change in the trading policy in its key overseas markets would act as a key risk to
our earnings estimates.

Valuation (Consolidated) Rs cr
Particulars FY21 FY22E FY23E FY24E
Revenue 652 836 1102 1,259
EBITDA margin (%) 16.0 171 177 18.0
Adjusted PAT 43 76 15 140
% Y-0-Y growth -23.5 75.0 518 22.0
Adjusted EPS (Rs.) 16.8 29.4 446 54.5
P/E (x) 246 14.0 9.3 76
P/B (x) 1.9 17 1.4 1.2
EV/EBIDTA (x) 1.9 81 57 47
RoNW (%) 8.0 127 16.9 17.5
RoCE (%) 9.2 13.8 19.4 215

Source: Company; Sharekhan estimates
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Revenue growth at 19.5% y-o-y; EBITDA margin declined by 302 bps y-o-y

SP Apparels’ (SPAL's) revenues grew by 19.5% y-o-y to Rs. 250.3 crore in-line with our expectation of Rs. 251
crore. Sequentially, revenue grew by 12.7%. Garment division reported growth of 27.1% y-o-y despite a high
base of “21% growth in last year to Rs. 223.9 crore, with EBITDA margin at 19.7% against 21.6% in Q3FY21.
Revenue of SPUK division declined by 17.6% y-o-y to Rs. 17.6 crore with sharp decline in EBITDA margin from
7.2% in Q3FY21to 3.6% in Q3FY22. Retail division’s revenue declined by 13.3% y-o-y to Rs. 12.9 crore with
the segment reporting loss at the EBITDA level. Gross margin and EBITDA margin declined by 464 bps and
302 bps y-o-y to 53.7% and 15.4%, respectively. EBITDA margin was lower than our expectation of 18.0%.
Operating profit stood flat at Rs. 38.6 crore. Higher other income (might include RoSCTL benefit) & lower taxes
led to 25.5% y-o-y growth in PAT to Rs. 24.6 crore, slightly lower than our expectation of Rs. 25.8 crore. Net
debt stood at Rs. 104.6 crore at the end of the quarter as against “Rs. 142 crore in March 2021. Higher cash
generation will be utilised to pay higher dividends to shareholders and for a possible buyback in the coming
years.

Robust 27.1% y-o-y growth in garment division; margins impacted due to raw material inflation

The garments division’s revenue grew by 27.1% y-o-y and 22.0% g-o-q to Rs. 223.9 crore because of strong
traction in demand from existing customers post COVID-19. The segment’s contribution to revenue improved
to 88.0% from 82.9% in Q3FY2021. Export volumes for Q3FY22 amounted to 13.6 million pieces, up from 12.7
million pieces in Q2FY22 and 9 million pieces in QIFY22. Total export volume for 9MFY22 came in at 35.3
million pieces against 42.1 million cases in FY21. Segment EBITDA came in at 19.7% in Q3FY22 against 21.6%
in Q3FY21 and 20.0% in Q2FY22. Margins were hit by a lag in undertaking price hikes. Capacity utilization
for the quarter came in at ¥65-68% and is expected to go up to 80% from May 2022 when the second shift
will be started in factories where hostels are available. The company added one customer in US during the
quarter, which it expects to incrementally add to the order book. SPALs order book currently stands at Rs.
300-330 crore (to be completed) in the next 3-4 months. Order book per quarter is expected to be at Rs. 300
crore vs. Rs. 220-250 crore during pre-COVID times due to strong demand. The capacity expansion of the
spinning facility was completed during the quarter and the unit was operational from 1st February. With this,
the in-house supply of raw material has increase to 80% from 60% earlier, which will take care of regular
supply of quality raw material at fixed price. The EBITDA margin of the division is expected to stay at 18-20%
in the coming years.

Revenue and EBITDA margin trend of garment division
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Weak quarter for SPUK

Due to disruptions caused by Omicron in UK/Europe region, the SPUK division’s revenue declined by 17.6%
y-o-y and 29.3% g-o-q to Rs. 17.6 crore with contribution to total revenue declining to 6.9% in Q3FY22 from
10.1% in Q3FY21. The division’s EBITDA margin also declined significantly from 7.2% in Q3FY21 to 3.6% in
Q3FY22. The management expects the situation to improve from Q1FY23 and to achieve a 25-30% growth in
the next few years in the SPUK division with container issues sorted out and global trades normalised.

Revenue and EBITDA margin trend of SPUK division
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Retail division impacted in Q3

The retail division reported revenue of Rs. 12.9 crore, down by 13.3% y-o-y and 14.5% g-o-q impacted by the
disruptions caused by Omicron and as the business did not register any sales in the month of December 2021
due to transition in progress. Contribution from the retail division came in at 5.1% to total revenue in Q3FY22
from 7.0% in Q3FY21. The division reported an EBITDA loss during the quarter as against a 3% EBITDA margin
in Q2FY22. The company hived-off its retail division on 1st January 2022 to its wholly-owned subsidiary.
Management indicated that SPAL will not be doing any further investments in the retail division and is looking
for strategic investments for the retail business to improve the business fundamentals. The company also
plans to add one kids’ premium brand and one global licensee sports brand (apparel and footwear) to its
retail business in the near term.

Revenue and EBITDA margin trend of retail division

Retail Division
90.0 10.0%

5.0%

0.0%

-5.0%

Rs. crore

-10.0%

-15.0%

-20.0%

FY17 FY18 FY19 FY20 Fy21 9IMFY22
I Revenue ~——EBITDA Margin

Source: Company; Sharekhan research

February 14, 2022 3



E
o
o
3
2
>

Powered by the Sharekhan Sharekhan
3R Research Philosophy by BNP PARIBAS

Key conference call highlights

¢ The company hiked prices by 15% in some products to pass the rise in raw material costs to customers.
With this, the company expects the margins to improve in the quarters ahead if the prices of raw materials
do not increase from the current level.

¢ Gross debt at quarter-end stood at Rs. 130 crore with net debt reported at Rs. 105 crore comprising of Rs.
55 crore long-term debt and Rs. 60 crore working capital debt. The company aims to become net debt-
free in the next 1-2 years.

Results (consolidated) Rs cr
Particulars Q3FY22 Q3FY21 Y-o0-Y % Q2FY22 Q-0-Q %
Total Revenue 250.3 209.5 19.5 2221 12.7
Raw material cost 116.0 874 327 847 36.9
Employee cost 52.8 461 14.6 52.0 1.4
Other expenses 43.0 375 147 44.9 -4.3
Total operating cost 217 170.9 23.9 1817 16.5
Operating profit 38.6 38.6 -041 40.5 -4.6
Other income 3.8 0.2 - 0.7 -
Interest & other financial cost 3.6 37 -2.8 1.4 166.8
Depreciation 8.5 8.5 0.6 8.6 -0.8
Profit Before Tax 30.2 26.6 13.7 31.2 -3.0
Tax 5.6 7.0 -19.7 79 -29.4
Reported PAT 24.6 19.6 25.5 23.3 5.9
Adjusted EPS (Rs.) 9.6 76 25.5 9.0 6.0

bps bps
GPM (%) 537 58.3 -464 61.9 -819
EBITDA margin (%) 15.4 18.4 -302 18.2 -280
NPM (%) 9.8 9.4 47 10.5 -62
Tax rate (%) 18.5 26.2 -769 254 -690

Source: Company; Sharekhan Research

Segmental Performance Rs cr
Particulars Q3FY22 Q3FY21 Y-0-Y % Q2FY22

Revenues (Rs. Crore)

Garment exports 2239 1761 271 183.5 22.0
SPUK 17.6 21.4 -17.6 249 -29.3
Retail 12.9 14.9 -13.3 14.5 -10.8
Total Revenues 254.4 212.4 19.8 222.8 14.2
Less: Intersegment 41 2.8 0.7

Net revenue 250.3 209.5 19.5 2221 12.7
EBIDTA Margins (%) bps bps
Garment exports 19.7 216 -190 20.0 -30
SPUK 3.6 7.2 -360 3.0 60
Retail -25.9 -4.2 - 3.0 -

Source: Company; Sharekhan Research
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Outlook and Valuation
B Sector outlook — Long-term growth prospects improving

Most textile companies received strong orders from regions such as the US and Europe due to pent-up demand
for garment apparel and home textile products as retailers are building up the stock with gradual opening up
of economies in most of these regions. Long-term growth prospects of the Indian textile industry are intact.
Augmentation of capacity with value-added products, key export markets focusing on increasing supply from
India, and the government’s support policies provide scope for textile companies to post robust growth in the
long run. With the government extending RoSCTL scheme till March 2024 and keeping rates unchanged, it
will be beneficial for textile companies and would add to their profitability.

B Company outlook — Higher capacity utilisation to drive growth ahead

At optimum capacity utilisation, the garments business is expected to contribute over Rs. 900-1,000 crore
revenues (Rs. 250-300 crore revenues per quarter) and EBITDA margin of 19-20% by FY2023. SPUK (trading
business) will achieve revenues of Rs. 175-190 crore by FY2024; up from Rs. 77 crore in FY2021 and will clock
a consistent EBITDA margin of 4-5%. The government has kept export incentive rates for garments similar to
FY2019 rates at 6% as against an anticipation of 2-4%. This would incrementally add to EBITDA margin of
textile companies in FY2022/23 depending on other factors such as raw material inflation and increase in
exports in coming quarters. With the garmenting business expected to grow strongly, revenues are expected
to cross Rs. 1,000 crore by FY2023, with consolidated EBITDA margins improving to 18%.

B Valuation — Stay Positive and expect 15% upside

With higher demand for export orders from the Europe and the UK, client additions and higher capacity
utilisation, SPALs revenues/PAT are expected to clock a CAGR of 25%/48% over FY2021-24. The stock
has given strong returns of 43% since our initiation in July 2021 and is attractively valued at 9.3x/7.6x its
FY2023E/24E EPS. Improving growth prospects in the garments business and strengthening of balance sheet
with a reduction in debt will aid re-rating and focus on scaling up the core garment business would act as an
additional trigger. We stay Positive and expect a 15% upside in the stock from the current levels.
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Peer Comparison

P/E (x) EV/EBIDTA (x) RoCE (%)

Particulars

FY21| FY22E| FY23E| FY21| FY22E| FY23E|  FY21| FY22E| FY23E
KPR Mill 426 287 241 26.9 18.9 157 25.2 306 30.0
SP Apparels 246 14.0 93 1.9 81 57 9.2 13.8 19.4

Source: Company, Sharekhan estimates
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About company

SP Apparels Ltd (SPAL) was established in 1989 and is a leading manufacturer and exporter of knitted
garments for infants and children in India. Garments are manufactured at the integrated facilities, which are
equipped to provide end-to-end garment manufacturing services from greige fabric to finished products. The
company also manufactures and retails menswear garments in India under the brand ‘Crocodile’. Majority of
the company’s revenue is generated from exports with UK & Europe contributing to “85% and US contributing
to “5% of revenues. The company’s subsidiary S.P. Apparels (UK) (P) Limited — (SPUK) was incorporated in
2014 to explore possible marketing opportunities and engage in trading activities with new customers in the
United Kingdom, Ireland and other European countries.

Investment theme

SP Apparels (SPAL) key strengths are stringent quality compliance, superior in-house product development
(operating 26 facilities with close proximity to raw material supply and skilled labour) and strong relationship
with international retailers. Garment business is expected to grow at 20% over FY2021-24 led by strong
export demand and higher capacity utilisation. The EBITDA margin is expected to improve to 18-19% by
FY2024 from around 16% in FY2020. Improving growth prospects in the6 garment business and strengthening
of balance sheet with reduction in debt will be key re-rating triggers for the stock. Hiving of underperforming
retail business would act as an additional trigger for the stock.

Key Risks

¢ About 90% of SPAL's revenue comes from exports (predominantly done in the UK). Any downturn in the
macro environment due sustenance of pandemic or change in the trading policy in its key overseas
markets would act as a key risk to our earnings estimates.

+ Any volatility in key raw material prices such as cotton prices can affect the profitability of the company.

+ Any volatility in foreign currencies would act as a risk to the revenue growth and profitability.

Additional Data

Key management personnel

P. Sundararajan Chairman and Managing Director

S. Latha Executive Director

P. V. Jeeva CEO

V Balgji CFO

K. Vinodhini Company Secretary & Compliance Officer

Source: Company Website

Top 6 shareholders
Sr. No. Holder Name Holding (%)
1 DSP Mutual Fund 6.95
2 UTI Mutual Fund 412
3 ICICI Prudential Mutual Fund 3.46
4 Euro Asia Agencies Ltd, Hong Kong 134
5 Dolly Khanna 1.00
6 Quant Mutual Fund 0.45

Source: Company presentation

Sharekhan Limited, its analyst or dependant(s) of the analyst might be holding or having a position in the companies mentioned in the article.
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Understanding the Sharekhan 3R Matrix

Right Sector
Positive

Neutral

Negative

Right Quality

Positive

Neutral

Negative

Right Valuation
Positive

Neutral

Negative

Source: Sharekhan Research

Strong industry fundamentals (favorable demand-supply scenario, consistent
industry growth), increasing investments, higher entry barrier, and favorable
government policies

Stagnancy in the industry growth due to macro factors and lower incremental
investments by Government/private companies

Unable to recover from low in the stable economic environment, adverse
government policies affecting the business fundamentals and global challenges
(currency headwinds and unfavorable policies implemented by global industrial
institutions) and any significant increase in commodity prices affecting profitability.

Sector leader, Strong management bandwidth, Strong financial track-record,
Healthy Balance sheet/cash flows, differentiated product/service portfolio and
Good corporate governance.

Macro slowdown affecting near term growth profile, Untoward events such as
natural calamities resulting in near term uncertainty, Company specific events
such as factory shutdown, lack of positive triggers/events in near term, raw
material price movement turning unfavourable

Weakening growth trend led by led by external/internal factors, reshuffling of
key management personal, questionable corporate governance, high commodity
prices/weak realisation environment resulting in margin pressure and detoriating
balance sheet

Strong earnings growth expectation and improving return ratios but valuations
are trading at discount to industry leaders/historical average multiples, Expansion
in valuation multiple due to expected outperformance amongst its peers and
Industry up-cycle with conducive business environment.

Trading at par to historical valuations and having limited scope of expansion in
valuation multiples.

Trading at premium valuations but earnings outlook are weak; Emergence of
roadblocks such as corporate governance issue, adverse government policies
and bleak global macro environment etc warranting for lower than historical
valuation multiple.
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