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Profitability recovering briskly, set to improve further

Indian automotive tyre companies, on an average, witnessed 10% increase in
gross profit/lkg (GP) QoQ in Q3FY23 to long term mean plus one standard
deviation levels of ~Rs84/kg. This was the first quarter post a gap of four quarters
in which there was a combination of blended price hikes and reduction in raw
material basket (RMB) costing. We believe Q4FY23 would be another quarter with
trickling effects of Q3 price hikes combining with ~5% decline in RMB/kg cost,
pushing GP/kg by ~Rs5-6 up, thus, adding ~200bps to GM. With this, we expect
manufacturers in the space to go back to their long-term average EBITDAM levels.
We believe disciplined pricing by APTY has helped it go back to desirable
EBITDAM levels, fastest amongst peers. We believe with replacement market
being subdued across FY23, OEM based revenue mix has been higher than
normal by ~500bps at ~35%, giving scope for EBITDAM to improve through mix
reversal. We are building ~14.5% and ~11.5% as mean EBITDAM for APTY
standalone and CEAT over FY24-25E. Controlled capex, steady profitability,
recovering RoCE and consistency in FCF generation make us prefer APTY in this
space as our top pick. We maintain BUY on Apollo Tyres (APTY) with DCF-based
TP of Rs400, implying 13x FY25E EPS and maintain REDUCE on CEAT with DCF-
based TP of Rs1,377, implying 12x FY25E EPS.

» Raw material basket correction aiding recovery in profitability: Indian tyre
industry’s profitability got impacted severely in H2FY22 and H1FY23 on account of
elevated RMB costing. This was led by Brent crude oil trading at an average of
US$97/bbl in this period vs mean of US$62/bbl in the preceding four quarters. This
resulted in crude derivative prices shooting up subsequently other than natural
rubber prices also remaining elevated above Rs170/kg (currently sub-Rs150/kg).
Thus, mean GP/kg of players declined down to long term mean level of Rs72 from
FY21 levels of Rs86. Post reduction in RMB costing in the last couple of quarters,
GP/kg of the space has recovered to Rs85/kg and is expected to inch up further by
Rs5-6/kg in Q4FY23, led by continued reduction in RMB costing and lag effect of
price hikes.

» Weakness in replacement demand across segments also hurt efficient pricing
power for the industry: With replacement demand across key segments along with
higher margin exports remaining subdued in FY23, pricing power got impacted
amidst elevated RMB costs. Thus, despite passing on cost inflation to OEM
segment, inadequate price hikes in ~70% replacement segment across categories
additionally impacted gross margin. With gradual revival in replacement demand and
growth in PV/CV OEMs normalising down from FY23 highs, we believe replacement
mix improvement would also help profitability improve.

» Period of limited capex and strong profitability: We believe the best period for a
tyre maker is when elevated profitability coincides with need for lower capex.
Industry growth would remain within the narrow band of ~6-8% CAGR in the longer
run driven by OEM/replacement volume growth. Both APTY and CEAT have
dropped the plans of doing further capex on TBR and would sail through FY24-25E
by doing ~25% capex lower than average of past four years. Thus, limited capex
spends and gross profit/kg at 1-standrard deviation above long term mean levels, we
believe, would bode well for FCF generation and RoCE improvement in FY24-25E.

> Prefer APTY: We continue to prefer APTY led by visibility of improving RoCE and
debt reduction in FY23-25E through strong profitability execution both in India and
EU along with operating at capex/sales of ~4-5%. We see APTY’s pre-tax RoCE
moving to ~15% by FY25E vs ~9% in FY23E and gross debt down at Rs10bn from
current Rs46bn by FY25E. Also, APTY is trading at an attractive ~11x FY25E EPS,
giving it scope for rerating led by improving fundamentals.

Please refer to important disclosures at the end of this report
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Table 1: Indian automotive tyre business stock performance in FY23-YTD

Stocks Price as on Absolute return Price Target Upside/
1-April-22 23-Feb-23 (%) Rating (Rs) (Downside)
Apollo Tyres 196 328 68% BUY 400 22%
CEAT 950 1,488 58% REDUCE 1,377 (7%)
MRF 66,360 89,938 36% N.A. N.A. N.A.
JK Tyres 120 154 29% N.A. N.A. N.A.
TVS Srichakra 1,655 2,866 73% N.A. N.A. N.A.
Goodyear 905 1,038 15% N.A. N.A. N.A.
Source: Bloomberg, I-Sec research
Table 2: Valuation summary
PE (x) EV/EBITDA (x) EV/Sales (x)
FY23E FY24E FY25E FY23E FY24E FY25E FY23E FY24E FY25E
Apollo Tyres 22.2 12.9 10.9 7.7 6.2 5.7 1 0.9 0.86
CEAT 63.6 17.7 125 8.5 5.7 5.1 0.6 0.6 0.6
MRF 52.8 26.74 21.72 17.03 11.62 10.24 1.65 1.52 1.43
JK Tyres 11.88 7.62 6.06 6.91 5.58 5.03 0.61 0.56 0.52
P/B (x) ROE (%) RoCE (%)
FY23E FY24E FY25E FY23E FY24E FY25E FY23E FY24E FY25E
Apollo Tyres 1.7 15 1.4 7.4 11.6 12.4 9.4 14.1 15.7
CEAT 1.8 1.6 1.5 2.8 9.6 12.3 4.4 8.1 9.6
MRF 2.53 231 2.09 4.9 9.73 10.24 N.M. N.M. N.M.
JK Tyres 1.22 1.07 0.94 10.55 14.58 16.03 N.M. N.M. N.M.

Source: Company data, I-Sec research

Chart 1: APTY is the sole company witnessing
consensus earnings upgrade since April 2022

Chart 2: APTY is the best performer in the space in

FY23 (till date)
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Table 3: Key input commodity prices stabilising since Q2, benefit started coming in from Q3
Mar-21 Jun-21 Sep-21 Dec-21 Mar-22 Jun-22 Sep-22 Dec-22

Kerala Natural Rubber (Rs/kg) 61 69 73 80 97 112 98 89
Brent crude ($/bbl) 158 169 173 177 167 174 163 146
Carbon Black (Rs/kg) 75 90 90 100 105 105 105 130
Synthetic rubber (Rs/kg) 135 155 155 175 175 175 175 185
Apollo Tyres RM/kg (Rs) 133 142 150 161 165 174 181 181

Source: Bloomberg, I-Sec research
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Gross profit/kg recovering post remaining subdued for four
quarters; set to inch up further in Q4FY23 itself

With price hikes in replacement market happening with a lag amidst brisk rise in raw
material basket (RMB) cost, gross profittkg (GP) for domestic auto tyres space
declined from highs of Rs85-90/kg in Q2FY21 to long term mean level of Rs70/kg in
Q1FY23. With key input commodity prices being on falling trajectory in the past couple
of quarters as against gradual price hikes continuing, GP/kg for the space has gone
back to 1-SD above long term mean levels, as per our analysis. With trickling effect of
price hikes taken in mid-Q3 set to get reflected in Q4 results, and incremental 5%
decline in RMB cost, we expect GP/kg to improve by another Rs5-7 QoQ in Q4FY23.
This would take the sectoral GP/kg back to its highs and help EBITDAM improve by
another ~200bps from current levels and settle across FY24, assuming RMB remains
within a range of +-5%. With limited volatility in terms of volume growth, industry
margin largely moves with gross margin amidst limited impact of operating leverage.

Chart 3: Indian automotive tyre business gross profit/kg trend; recovering from
long term mean levels in Q3 and set to inch up further in Q4
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Chart 3: Raw material costs declining, finally, post  Chart 4: EBITDA margin in turn inching up with
remaining elevated in past four quarters GM, with no major change in operating leverage
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specific report for that company.”

This report may be distributed in Singapore by ICICI Securities, Inc. (Singapore branch). Any recipients of this report in Singapore should contact ICICI Securities,
Inc. (Singapore branch) in respect of any matters arising from, or in connection with, this report. The contact details of ICICI Securities, Inc. (Singapore branch) are
as follows: Address: 10 Collyer Quay, #40-92 Ocean Financial Tower, Singapore - 049315, Tel: +65 6232 2451 and email: navneet_babbar@icicisecuritiesinc.com,
Rishi_agrawal@icicisecuritiesinc.com.

"In case of eligible investors based in Japan, charges for brokerage services on execution of transactions do not in substance constitute charge for research reports
and no charges are levied for providing research reports to such investors."

New I-Sec investment ratings (all ratings based on absolute return; All ratings and target price refers to 12-month performance horizon, unless mentioned otherwise)
BUY: >15% return; ADD: 5% to 15% return; HOLD: Negative 5% to Positive 5% return; REDUCE: Negative 5% to Negative 15% return; SELL: < negative 15% return

ANALYST CERTIFICATION

I/We, Basudeb Banerjee, MBA (Finance); author and the name subscribed to this report, hereby certify that all of the views expressed in this research report
accurately reflect our views about the subject issuer(s) or securities. We also certify that no part of our compensation was, is, or will be directly or indirectly related to
the specific recommendation(s) or view(s) in this report. Analysts are not registered as research analysts by FINRA and are not associated persons of the ICICI
Securities Inc. It is also confirmed that above mentioned Analysts of this report have not received any compensation from the companies mentioned in the report in
the preceding twelve months and do not serve as an officer, director or employee of the companies mentioned in the report.

Terms & conditions and other disclosures:

ICICI Securities Limited (ICICI Securities) is a full-service, integrated investment banking and is, inter alia, engaged in the business of stock brokering and distribution
of financial products.

ICICI Securities is Sebi registered stock broker, merchant banker, investment adviser, portfolio manager and Research Analyst. ICICI Securities is registered with
Insurance Regulatory Development Authority of India Limited (IRDAI) as a composite corporate agent and with PFRDA as a Point of Presence. ICICI Securities
Limited Research Analyst SEBI Registration Number — INHO00000990. ICICI Securities Limited SEBI Registration is INZ000183631 for stock broker. ICICI Securities
is a subsidiary of ICICI Bank which is India’s largest private sector bank and has its various subsidiaries engaged in businesses of housing finance, asset
management, life insurance, general insurance, venture capital fund management, etc. (“associates”), the details in respect of which are available on
www.icicibank.com.

ICICI Securities is one of the leading merchant bankers/ underwriters of securities and participate in virtually all securities trading markets in India. We and our
associates might have investment banking and other business relationship with a significant percentage of companies covered by our Investment Research
Department. ICICI Securities and its analysts, persons reporting to analysts and their relatives are generally prohibited from maintaining a financial interest in the
securities or derivatives of any companies that the analysts cover.

Recommendation in reports based on technical and derivative analysis centre on studying charts of a stock's price movement, outstanding positions, trading volume
etc as opposed to focusing on a company's fundamentals and, as such, may not match with the recommendation in fundamental reports. Investors may visit
icicidirect.com to view the Fundamental and Technical Research Reports.

Our proprietary trading and investment businesses may make investment decisions that are inconsistent with the recommendations expressed herein.

ICICI Securities Limited has two independent equity research groups: Institutional Research and Retail Research. This report has been prepared by the Institutional Research.
The views and opinions expressed in this document may or may not match or may be contrary with the views, estimates, rating, and target price of the Retail Research.

The information and opinions in this report have been prepared by ICICI Securities and are subject to change without any notice. The report and information contained
herein is strictly confidential and meant solely for the selected recipient and may not be altered in any way, transmitted to, copied or distributed, in part or in whole, to
any other person or to the media or reproduced in any form, without prior written consent of ICICI Securities. While we would endeavour to update the information
herein on a reasonable basis, ICICI Securities is under no obligation to update or keep the information current. Also, there may be regulatory, compliance or other
reasons that may prevent ICICI Securities from doing so. Non-rated securities indicate that rating on a particular security has been suspended temporarily and such
suspension is in compliance with applicable regulations and/or ICICI Securities policies, in circumstances where ICICI Securities might be acting in an advisory
capacity to this company, or in certain other circumstances.

This report is based on information obtained from public sources and sources believed to be reliable, but no independent verification has been made nor is its
accuracy or completeness guaranteed. This report and information herein is solely for informational purpose and shall not be used or considered as an offer document
or solicitation of offer to buy or sell or subscribe for securities or other financial instruments. Though disseminated to all the customers simultaneously, not all
customers may receive this report at the same time. ICICI Securities will not treat recipients as customers by virtue of their receiving this report. Nothing in this report
constitutes investment, legal, accounting and tax advice or a representation that any investment or strategy is suitable or appropriate to your specific circumstances.
The securities discussed and opinions expressed in this report may not be suitable for all investors, who must make their own investment decisions, based on their
own investment objectives, financial positions and needs of specific recipient. This may not be taken in substitution for the exercise of independent judgment by any
recipient. The recipient should independently evaluate the investment risks. The value and return on investment may vary because of changes in interest rates,
foreign exchange rates or any other reason. ICICI Securities accepts no liabilities whatsoever for any loss or damage of any kind arising out of the use of this report.
Past performance is not necessarily a guide to future performance. Investors are advised to see Risk Disclosure Document to understand the risks associated before
investing in the securities markets. Actual results may differ materially from those set forth in projections. Forward-looking statements are not predictions and may be
subject to change without notice.

ICICI Securities or its associates might have managed or co-managed public offering of securities for the subject company or might have been mandated by the
subject company for any other assignment in the past twelve months.

ICICI Securities or its associates might have received any compensation from the companies mentioned in the report during the period preceding twelve months from
the date of this report for services in respect of managing or co-managing public offerings, corporate finance, investment banking or merchant banking, brokerage
services or other advisory service in a merger or specific transaction.

ICICI Securities or its associates might have received any compensation for products or services other than investment banking or merchant banking or brokerage
services from the companies mentioned in the report in the past twelve months.

ICICI Securities encourages independence in research report preparation and strives to minimize conflict in preparation of research report. ICICI Securities or its
associates or its analysts did not receive any compensation or other benefits from the companies mentioned in the report or third party in connection with preparation
of the research report. Accordingly, neither ICICI Securities nor Research Analysts and their relatives have any material conflict of interest at the time of publication of
this report.

Compensation of our Research Analysts is not based on any specific merchant banking, investment banking or brokerage service transactions.

ICICI Securities or its subsidiaries collectively or Research Analysts or their relatives do not own 1% or more of the equity securities of the Company mentioned in the
report as of the last day of the month preceding the publication of the research report.

Since associates of ICICI Securities and ICICI Securities as a entity are engaged in various financial service businesses, they might have financial interests or actual/
beneficial ownership of one percent or more or other material conflict of interest in various companies including the subject company/companies mentioned in this report.
ICICI Securities may have issued other reports that are inconsistent with and reach different conclusion from the information presented in this report.

Neither the Research Analysts nor ICICI Securities have been engaged in market making activity for the companies mentioned in the report.

We submit that no material disciplinary action has been taken on ICICI Securities by any Regulatory Authority impacting Equity Research Analysis activities.

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 ICICI Securities and affiliates to any
registration or licensing requirement within such jurisdiction. The securities described herein may or may not be eligible for sale in all jurisdictions or to certain
category of investors. Persons in whose possession this document may come are required to inform themselves of and to observe such restriction.

This report has not been prepared by ICICI Securities, Inc. However, ICICI Securities, Inc. has reviewed the report and, in so far as it includes current or historical
information, it is believed to be reliable, although its accuracy and completeness cannot be guaranteed.




