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MUSCO is company whose strength lies in alloy steel manufacturing and stamping
business but this company is silently metamorphosing into auto component business. The
bright future of Auto ancillary industry will provide a platform for MUSCO to develop as
emerging player in this industry.

(Rs Crores)

2005 2006 2007(P) 2008 (E)
Sales 586.99 738.97 861.81 1016.93
PAT 48.05 59.41 47.59 84.08
EPS (Rs) 14.45 19.05 10.04 17.74

The company is doubling its alloy steel capacity to 240,000 TPA by FY08 through the capex
programme that includes replacement of old electric arc furnace and installation of new
rolling capacity. Initially, the new facilities would solely cater to M&M tractor division and later
to other players in the region.

As more than 80% of the company’s revenue comes from auto component industry which,
with its technical expertise and increased flexibility, is all set to become global hub for
manufacture of auto components.

It has commissioned a new Furnace Which has a higher capacity and would result in
significant savings in power/fuel costs. The ongoing expansion also takes into account
technology up-gradation and setting up certain infrastructure facilities, improvement of lay-
out that optimizes process flow for achieving greater efficiencies.

The company's client list consists of top OEMs in the country and abroad. These include
BHEL, Crompton Greaves, Siemens, Timken, SKF bearings, Tisco, NHB bearings,
Cummins, Fair field Inc. (USA), Comprador Inoxidable (USA), PT Perkasa (Indonesia),
S.1.Studs (UAE), Precision Forging (Saudi Arabia).

We believe that the valuation that the company is currently getting is only that of an alloy steel
manufacturer. However upon the fact that the company already has a thriving stamping business
and the criticality of the role MUSCO is likely to play in M&M’s auto component business, we
believe MUSCO can be given a valuation of an auto-ancillary company which gets PE multiples
in double digits. In our opinion the MUSCO deserves premium valuations over pure alloy steel
manufacturers.

At Rs.90, the stock is trading at 6.7 trailing P/E. The company’s EPS in FYO7 stood at 10.23.
MUSCO expects to earn a net profit of Rs.84 crore, backed by top line of Rs.1016 crore. This
results in P/E of 7xof FY 08 earnings.
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MUSCO

Overview
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Company Background

Incorporated in Dec.'62, Mahindra Ugine Steel (MUSCO) commenced business in May '63. It was
promoted by Mahindra & Mahindra with 49% stake, along with Ugine Aciers, France and International
Finance Corporation, Washington. MUSCO is the only steel company with the 1ISO 9002 accreditation for
all its operations. It is also the only steel company in India which is approved by large, reputed
multinational corporations, such as General Motors and Ford Motors, US, Mercedes Benz and BMW,
Germany and Mitsubishi Motors, Japan, with all specifying the use of MUSCO's steel for critical
components sourced by them from India.

It was promoted by Late Mr. Harish Mahindra, who was a visionary and the driving force behind Mahindra
Ugine Steel Co. Ltd. He was graduated from Harvard University, USA with a degree of Bachelor of
Science and took his Master's degree from the Fletcher School of Law and Diplomacy, USA. He was first
appointed as Managing Director of the Company for a period of 5 years with effect from 1st July 1976 and
continued to recruit of team which has vision and experience to move company in desired direction. Other
team member comprises of:

Mr. Keshub Mahindra, The Chairman - a Wharton MBA with rich management experience is on
the board of several reputed industries and organizations like Tata Steel, Tata Chemicals,
Bombay Dyeing, Infrastructure Leasing & Financial Services Ltd., Housing Development Finance
Corporation Ltd., and United World Colleges International Ltd.

Mr. Anand Mahindra, the vice Chairman & Managing Di rector, a Harvard MBA with rich
experience is on board of several companies. He is the Chairman of Kotak Mahindra Finance
Limited (One of the largest finance companies in India having a tie up with Goldman Sachs of
USA), Chairman of Mahindra British Telecom Ltd., a Director of Ford India Ltd

MUSCO has so far been perceived as an alloy steel manufacturer but the company is silently
metamorphosing into a player having significant stakes in auto component business. Though the
company’s fortunes have so far never been linked with that of its holding company M&M, which we believe
is set to change in the years to come. The company operates in two businesses:

A. Alloy steel

The company manufactures tools, alloy and special steels. It has
modernized and expanded its capacity to 1,05, 000 tpa. The products of
the company are either in rolled, forged, or pealed condition; and
supplied as blooms, slabs, RCS, rounds, squares, hexagonals,
octagonals or flats. Its products are used mainly by the automobile and
general engineering industries for crankshafts, axles, connecting rods,
gears, ball and roller bearings, shells, valves, turbine blades, etc.

B. Stamping Business

Stamping is a division of Mahindra Ugine Steel Co. Ltd which by and
large caters the work given by M & M Auto Component Sector - MSAT.
The operations associated with stamping are blanking, piercing,
forming, and drawing. In stamping division, operations are done with
dedicated tooling known as hard tooling. This type of tooling is used to
make high volume parts of one configuration of part design.
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All these operations can be done either at a single die station or
multiple die stations — performing a progression of operations, known
as a progressive die. MUSCO operates in stamping business through
three factories which are strategically located in outskirts of
metropolitans. one at Kanhe about 1.5 Km off Mumbai-Pune Highway, a
major automobile manufacturing center in the country, second at Nashik
catering to all auto products of M & M & the joint venture with
RENAULT of France, & the third unit is for commercial production, from
the modern state-of-art new plant along with paint shop in Rudrapur
(Uttaranchal State) for many new products of customers in

North India

Stamping division which is equipped with the most modern heavy presses -18 imported from Germany, 1
from Italy & 3 indigenous with peripheral equipments. The plant is capable of manufacturing wide range of
extra deep drawn components with Double Action, Single Action & Extra Deep Draw operations for a
variety of automobiles manufacturers like: TATA, MAHINDRA & MAHINDRA, ASHOK LEYAND, KINETIC,
SCOOTERS INDIA, RENAULT etc. & have now successfully bagged export orders from ITEC USA.

The client list of MUSCO consists of esteemed player of various industries.

Power Plant Equipments Bearing Industry

Bharat Heavy Electrical Limited, - Timken

Compton Greaves, Siemens, SKF Bearings

Power Corporation Limited - Tata Iron & Steel Company,
MARC - FAG Bearings

Engineering Goods Roll Manufacturers

Cummins Shah Forged Rolls
Ferromatic Milacron Dee Tee Ind
Otis Elevator Technocraft

Bharat Forge

Auto, Tractor & Earthmovers

Supreme Rolls and Shears.

Mass Transportation

M&M Wheel and Axle Plant
Volvo ICF
Caterpillar Indian Railways
Bharat Forge DLW
Fasteners Tube Making
Sundaram Fasteners ISMT
Precision Fasteners (Unbrako) Maharashtra
Laxmi Precision Screws Seamless
Mohindra Fasteners - Sandvik
Defence

Exports

Fairfield Inc. (USA),

Ordinance Factory

Comprador Inoxidable (USA), - Jabalpur
PT Perkasa (Indonesia), - Ambazari,
Precision Forging (Saudi Arabia) Gun Carriage Factory,
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Industry Outlook

The Company is engaged in manufacturing of different grades of tools, special steel alloy and also
pressed sheet metal components assemblies. So it is player in two sectors one us steel and other is
automotive industry.

Steel industry

In order to maintain and increase the share in the market, the Company has been looking for opportunities
in diverse affiliated segments and more value added products in the steel industry.

Steel industry, the base metal industry is enjoying a terrific growth worldwide over the past couple of
years. This growth could be credited to massive demand from China that took metal and mineral prices to
all time high. Accelerated consolidation, robust demand scenario, rising costs, together facilitated
improvement in global steel prices, which trickled down to the domestic markets as well. Steel prices have
recovered in the past 12 months after experiencing a drop during the months January 2006 and February
2006. This was in line with global trends, and going forward the volumes and capacity utilization levels are
expected to remain healthy.

Over the last few months it can be observed that the Steel prices have been consistently higher on Y-o-Y
basis. As per JPC Indian Steel for the months January 2007, February 2007, March 2007 and April 2007
the ruling Hot Roll coil prices stood at Rs 34075 per tonne, Rs 34325 per tonne, Rs 34500 per tonne and
Rs 35500 per tonne respectively which was 26%, 24%, 23% and 14% respectively higher when compared
with the corresponding months last year. For the months January 2007, February 2007,March 2007 and
April 2007 the ruling Cold Roll coil prices stood at Rs 36700 per tonne, Rs 37425 per tonne, Rs 38100 per
tonne and Rs 39575 per tonne respectively which was 14%, 20%, 15% and 8% respectively higher when
compared with the corresponding months last year. As per Industry sources the Steel prices are expected
to stay firm over the next couple of years on the back of healthy demand scenario from the user Industry.

With captive availability of quality resources, coupled with improved realizations and enriched
geographical and product mix, the frontline players like Tata Steel and SAIL are witnessing impressive
surge in revenues and profits. Secondary players are also aggressively acquiring iron ore / coal mines in
India / abroad, and are aggressively expanding their capacities to optimally capitalize on the upturn.
Overall, the short to medium term outlook of the industry remains positive.

Automotive industry

More than 80% of the company’s revenue comes from auto component industry which, with its technical
expertise and increased flexibility, is all set to become global hub for manufacture of auto components.
According to ACMA, Indian auto component industry is expected to post a CAGR of 17% over 2005-14 on
the back of strong growth envisaged in domestic auto industry (CAGR ~9%) and export market (CAGR
~349%). This means proportionate increase in demand for alloy steel products during the same period.
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Steel industry

On the Domestic front the Industry as a whole has reported a strong rise in production over the last few
months. According to Joint Plant Committee (JPC), India’s finished steel production grew by 10.9% to
49.391 million tonne in FY 2006-07. During this period, the production by main producers grew by 7.3% to
17.391 million tonne, but the secondary steel producers witnessed impressive 12.9% growth in production
to 32.00 million tonne. During this period, India’s apparent steel consumption is estimated to have
increased by 11.6% to 43.741 million tonne.

According to International Iron and Steel Institute (1ISI), the global crude steel production (of 67 countries)
grew by 8.6% to 110.9 million tonne. In the quarter ended March 2007, the world crude steel production
grew by much better 10.2% to 318.3 million tonne. In the first three months of the current Calendar year
2007, the Asia recorded impressive 16.3% spurt in production to 173.6 million tonne of crude steel
accounting for 54.5% of the world’s crude steel this year.

Automotive industry

Boom in auto component industry has utilized past overcapacities of alloy steelmakers in the past. Newly
achieved demand-supply equilibrium is expected to remain as domestic alloy steel manufacturers are
expanding cautiously this time to shift balance of bargaining power in their favour vis-a-vis user industries.
This means increase in steelmakers’ ability to pass on increased input costs thus protecting their margins
in future.

Steel industry

The engineering industry and the auto component business in particular are expected to grow at a CAGR
in excess of 15% per annum for the next five years. In order to service demand, Company is in process of
enhancing its capacity and production to 240,000 tonnes. The first phase of expansion has already been
completed with the installation of the oxygen lancing facilities, the second ladle furnace and the walking
beam furnace. The Scheme also takes into account technology up-gradation and setting up certain
infrastructure facilities, improvement of lay-out that optimizes process flow for achieving greater
efficiencies. The scheme is on schedule and will be ready in the second quarter of FY-08. The Company is
also in the process of exploring various forward and backward integration projects, which will take shape
as we go forward.

Automotive industry

The Company continues to remain optimistic about the growth of the stampings business which is closely
linked to the fortunes of the automotive industry. In order to capitalize on and de-risk itself from the
cyclicality of any one segment of the automotive industry, the stampings business has been broad basing
its customer base, which now ranges from tractors and two wheelers to cars and trucks. The improvement
in the financial performance of the Company has encouraged large customers to treat company
operations as partners in the development process-a confidence that will encourage further capital
investments in company.. The Company is also setting up a unit to manufacture 4,800 Metric Tonnes of
painted pressed sheet metal at Rudrapur, Uttaranchal at a cost of Rs. 50 crores to cater to the
requirement of the tractors division of M&M at the same location.
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MUSCO

Fundamental Analysis

A. Financial Analysis (3-5 years)

Past Growth

From the figure, it is can be seen that the top line and bottomline of the company has registered a
double digit growth of 15% in sales compounded annually while expenses has increased with meager
8%.The overall impact on balance sheet has portrayed a positive picture as top line has surged from
negative territory to positive of 65 crores in 2006.
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Sales Analysis

Revenue Analysis of Business Domain

This company operates in two business domain which comprise of Alloy Steel and Stamping. The
segmental performance of these businesses can be assessed within the purview of revenue
generation in total income of the company. It can be observe that steel business is acting as major
revenue source by contributing nearly 90-94% for last three years.

Segmental Revenue form Business Domain

2006 2005 2004
7%
14% % %
SG%@ 93%®<)7/ 93/<%<)
[ 1 Steel Division (Alloy) [ | Stamping Business

Cost Analysis

As company operates in steel and stamping business in which raw material comprises of more than
60-65% of total cost. In the pie chart given below we can see that in 2006, total expenditure has major
proportion of raw material.

Components of Company Cost Structure

Selling and
Administration
Other Expenses Miscellaneous

Manufacturing Do Expenses
Expenses 6%
2%

Employee Cost
5%

Raw M aterials
6%

Power & Fuel
Cost
B%
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Raw Material Segregation as % of Total Raw material  Cost

The company operates through the EAF (Electric Arc Furnace), which uses Steel scrap as an input
material (Unlike Iron Ore used in a last Furnace), it is prone to volatilities in the scrap prices. As a
matter of fact the, the steel scrap cost as a % of Total Material cost or this company is as high as
58%. Resultantly any escalation in the rises of steel scrap (which is imported in India) would further
erode the margins of the company.

Components of Raw Material
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However with a view to reduce its dependence on the volatile steel scrap prices, MUSCO plans to
substitute a certain extent of its scrap with Pig Iron / Sponge Iron. MUSCO is on the process of tying
up with a Sponge iron / Pig Iron producer who would supply these intermediate products at
predetermined prices. This would enable MUSCO to save around Rs 3000 per tonne in manufacturing
costs.

Comparison of Net Sales and Profit

Performance of the company is judged on the basis of top line and bottomline numbers. It can be seen
from the chart that net sales of MUSCO has increased manifold which in turn led to increase in
profitability of the company.
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Profitability

A PBIT margin of MUSCO has registered a robust CAGR of 86 % during a period of three year. As
cost of raw material on y-o-y basis was low on account of lower processing fees and higher
concentration of owned material while NPM margin has improved from negative 6.08 crores to 8.81
crores which has been a jump of 32% in margin. Moreover, the surge in net profit has lead to increase
in Return on capital employed.
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Leverage

Debt-equity ratio determine the capability of company to repay its debt out of own fund. Its can be
seen that D/E ratio has declined from 1.4 to 0.68 which means company is reducing its obligation by

considering more equity which will enhance the operating profits of the company.

Debt-Equity Ratio

2003 2004 2005 2006

‘ —=@==Debt-Equity Ratio

Liquidity
This ratio reveal story of how working capital of the company is being utilized. If assessment is

made on previous trend it can be seen that current ratio has been increasing on the basis of
increase in business of the Company.
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Debt Service Capability

MUSCO industries is maintaining high cover ratio which highlight that company is in better position to
service its debts.
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Operational Efficiency

MUSCO portray a mixed picture in terms of operational efficiency. Inventory turnover and fixed Asset
turnover showing an uptrend Debt turnover ratio is declining over period of three Years.
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Musco, which produces stampings for the automotive industry, will acquire a stamping company in the UK
shortly. It will be Musco’s maiden overseas venture as the company until now was largely focused on its
Indian operations. In addition, Company is also considering the introduction of robotic hands for a part of
the operations in order to increase the productivity. This way it will be possible to rationalize Labour.

Strengths
This company is engaged in the manufacturing of alloy and special steel which will caters to the
demand of automotive, engineering, bearings and other industries. All these segments are witnessing
significant growth.
The Company services an impressive list of customers including Bharat Forge, SKF, Cummins,
Timken and TISCO which bears testimony to its leadership.

Weakness
The rising cost of steel division and inefficiency in reducing operational cost can lead to decline in
profitability of the company.

Opportunities
The growing opportunities in Auto Sector will in turn provide more business opportunities.

Threats
The capacity buildup by competitors may pose a threat. However, this Company is geared up to meet
the competition.
It may face competition from the import of high quality steel products.
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The major risks of the Company can be classified in the following four categories:

Raw materials availability

The year FY 06 continued to be volatile both in prices and availability of raw materials including
restrictions on imports of heavy melting scrap. The Company is gearing to ensure continuous availability of
raw materials and have built adequate expertise to procure them at the most competitive prices. The
Company has been constantly on the look-out for long term contracts towards this.

Imports
Import of high quality steel products particularly from China can pose a threat. The reduction of import duty
on alloy steel in the last Finance Act is deterrent.

Stampings Business

The business is distributed among large and small press shops and captive press shops of the vehicle
manufacturers. Traditionally business was done in-house. Growth in business and increasing demand for
quality stampings is making it necessary to out source this facility. Capabilities of the units in the
stampings business will ensure continuous business. The Company is in the process of refining the cost
control measures to sustain itself in the market.

Volatile Steel Scrap and Fuel prices remain a conce rn
Rising cost of essential raw material may pose a pressure on margins.
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Investment Rationale

Expansion of capacity to drive revenue growth

The company is doubling its alloy steel capacity to 240,000 TPA by FY08 through the capex
programme that includes replacement of old electric arc furnace and installation of new rolling
capacity. Paint and processing facilities at Rudrapur with installed capacity of 4,800 TPA are expected
to be operational by May 2007. Initially, the new facilities would solely cater to M&M tractor division
and later to other players in the region.

Stamping capacity to be enhanced to 38000 MT p a

Installed Capacity of its Stamping division would increase from 31000 MT (FY07) to 38000 MT (in
FY08). The total capex for Stamping division would be Rs 45-50 cr. The stamping division’s capacity
at Kanhe would be further improved by the use of robotics (Capex of Rs 6 crore). MUSCO plans to
raise productivity by almost 200% at the plant with the use of robotics. This segment would continue to
thrive on demand arising out of the stamping requirement for M&M'’s existing and new launches in CV
and Passenger car vehicles segment.

Increase in demand of alloy steel will drive in pro  duction

MUSCO'’s current sales to M&M are less than 20,000 tonnes Apart from the potentially huge auto
component business; M&M’s own ventures are expected to generate a substantial demand for alloy
steel. This would be the direct result of the requirement for alloy steel for the tripartite M&M — Renault
— Nissan venture (initial vehicle production of 300,000 Cars in FY08 which would be further enhanced
to 500,000 cars in FY09.) Moreover the production of Commercial Vehicles through the tie up with
ITEC (International Truck and Engine Corporation) for a production capacity of 50,000 vehicles would
mean another 35000 tonnes of demand for alloy steel. Apart from these new ventures, M&M'’s existing
products (MUV’s) ,Tractors, 3 Wheelers and LCV’s) would also require a large amount of alloy steel. It
is estimated that the aggregate amount of alloy steel needed by M&M group (Existing Products + JV's
with Renault + JV with ITEC + New Forging units) in 2008 and beyond would be around 300,000
Tonnes.

New Furnace commissioned

This furnace has a higher capacity and would result in significant savings in power/fuel costs. The first
phase of its expansion plan had already been completed with the installation of the oxygen lancing
facilities, the second ladle furnace and the walking beam furnace. The ongoing expansion also takes
into account technology up-gradation and setting up certain infrastructure facilities, improvement of
lay-out that optimizes process flow for achieving greater efficiencies.

Alloy steel to benefit from emerging auto component industry

More than 80% of the company’s revenue comes from auto component industry which, with its
technical expertise and increased flexibility, is all set to become global hub for manufacture of auto
components.
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Disclaimer

This report is for informational purposes only and contains information, opinion, material obtained from reliable
sources. Efforts have been made to avoid errors and omissions and are not to be construed as an advice or an offer to
act on views expressed therein or related financial instruments. The authors shall not be responsible and/or liable to
anyone for any direct or consequential use of the contents thereof. Reproduction of the contents of this report in any
form or by any means without prior written permission of the publisher is prohibited.

The investments discussed or recommended in this report may not be suitable for all investors. Investors must make
their own investment decisions based on their specific investment objectives and financial position and using such
independent advice, as they believe necessary. While acting upon any information or analysis mentioned in this report,
investors may please note that neither RR nor any person connected with any associated companies of RR accepts
any liability arising from the use of this information and views mentioned in this document. The author, directors and
other employees of RR and its affiliates may hold long or short positions in the above-mentioned companies from time
to time.

All disputes shall be subject to the exclusive jurisdiction of Delhi courts only.
Website: http://www.rrfinance.com/research.aspx
Emalil Id: research@rrfcl.com
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