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Investor Update for the Year Ended 31st March, 2009

Overview

For the year ended 31.03.09, ZCCL’s consolidated turnover was Rs. 32,106 lakhs vs. Rs. 28,350 lakhs for the same period last year.  This is a growth of 13.25% YTD ’08.

The company’s EBDITA margin decreased on a consolidated basis to 13%, and to 11% on a standalone basis.  Consequently, the consolidated net profit decreased to Rs. 2,496 lakhs YTD ‘09, vs  Rs. 3,242 lakhs YTD ’08 and the standalone net profit was Rs. 1,513 lakhs  vs  Rs. 2,016 lakhs.  This was due to the adverse global and domestic factors that played a major role partly in Q3 and more so in Q4. The company could not adequately harvest the sustained Rupee depreciation, (which is reflected in other expenditure, as part of forex losses) keeping covered its exposures well in advance.  Commitments for rentals, marketing and personnel costs were made on the basis of growth rates achieved upto September (which were subdued to start with) remaining stable.  However, due to the rate of growth declining from mid-November to single digits, with Q4 being even worse, the EBIDTA/PAT were impacted. 

The company’s Debt Equity Ratio as on 31.03.09, stands at 0.21 on a standalone basis and 0.16 for consolidated.

Branded business for the industry in India has been severely hit by the steep fall in consumer demand, which has been particularly sharp in the second half of the year, with Q4 being worse than Q3.  Most brands in the segment where the company operates have been almost continuously marked down since May 2008, despite which their turnovers have shown only small increases, even though the number of units sold by them has risen sharply due to heavy discounting to both the trade and the consumer.

The company’s focus is to build on attracting premium customers, maintaining the price-value relationship of its products, growing its customer base and loyalty through design driven and marketing-led innovations.  The company’s policy of not discounting its products, is a testimonial to the strength of the “Zodiac”, ‘ZOD!” and “Z3” brands, which showed growth (despite the subdued sentiment upto September 2008 and the further decline in sentiment since mid-November, 2008, with Q4 being the lowest point.  While the consumer 
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demand situation (in the second half of 2008-09) has certainly shown a blip, there seem to be several factors indicating a turnaround in the second half of FY 2009-10.

Despite the depressed rate of growth in the second half of the year, the company sustained its brand building effort without compromise, primarily because we felt that this investment would stand us in good stead when the economy emerges from the current situation during 2009-10.  
The company’s design-driven international business remains handsomely profitable, both in terms of unit value realisation (by virtue of increased value addition/design content as well as a weaker Rupee) and our focus on cost has blunted, to a great extent, the impact of the challenging economic and business conditions globally.  This business keeps the company on its toes to consistently sharpen its competitiveness, besides continuing to keep the company at the cutting edge of menswear trends and fashion.

Industry Scenario

The year ended 31st March, 2009 has been most challenging in view of the financial sector meltdown and the consequent slowdown of the economic sector globally, which had an impact, albeit to a lesser extent, on India as well.  Clothing exports from India have grown a mere 4.6% in U.S. Dollar terms (India/USD 10 billion globally USD 373 billion).

Post September 2008, clothing exports from India have declined each month (excepting January 2009).  The provisional figures for the September-March period are USD 5.52 billion vs. USD 5.90 billion in the corresponding period last year, i.e. a decline of approximately 4.75%.  The trend in April 2009 has continued to show a decline (minus 9.71%)

What is of grave concern is that India’s share of global trade in clothing has been a mere 2.6%.  In January-March 2009, India’s export to the EU has stagnated, whereas Bangladesh, Sri Lanka and China have all grown in this market.  In case of the US, export from India has declined by 9%, whereas Bangladesh, Indonesia and Vietnam show significant growth.  Admittedly, all the competitor countries that have outperformed India have had tremendous and timely support from their respective Governments, which has distorted the 
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situation somewhat for our country.  The clothing industry needs to be encouraged by the Government to gain market share by leveraging its strengths, 

The Government did introduce 2 packages of Duty Concessions, and tax and interest rebates to combat recession, but it was too little, too late.

The Company’s strategy has been vindicated, with regard to its de-risking, cost and innovation focused strategy. This has cushioned it from the effects of the worldwide recession, as well as the slowdown (not recession) in India during the second half of the financial year.  The profit after tax for the year, albeit lower (standalone Rs. 1513 lakhs vs Rs. 2016 lakhs for the previous year), when looked at in the perspective of the Profit & Loss position of our competitors, both in India as well as globally, reiterates our position.

With the new, stable Government in place, there are hopes that they will partner the industry in re-gaining, and possibly increasing, market share by enhancement of Duty Drawback to adequately reimburse taxes including State levies, extension of the tenure of the Market Focus Scheme, exemption from payment of Service Tax, addressing the cost of funds issue by enhancement of the interest rate subvention to make funds available to the industry at international pricing, devising a WTO-compatible tax benefit, introduction of a product development fund to encourage innovation and fast track signing of bi-lateral/multi lateral agreements with the EU (and possibly the US) which is evolving, should yield rich rewards in achieving a sharp turnaround for India’s international trade in clothing and regaining lost market share, which would require a CAGR of 9% plus through to 2015, which is palpable if these steps are implemented.

The volatility in the forex markets, both in terms of the Rupee/Dollar, as well as in terms of cross-currency rates to the US Dollar is proving a major challenge, and skills need to be developed to minimise risk.   The possibility of a prolonged recession/economic malaise in the EU and the USA is something over which there is no control, nor is there any credible forecast of a timeframe for recovery.  The cost disabilities of Indian companies referred to earlier are the major single threat.  
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How quickly consumer demand in India revives and how soon quality rentals fall to realistic levels on a sustained basis, will determine the pace of recovery of business and growth within India in the branded clothing industry.

Revenue Analysis

1. Consolidated Turnover Rs. 32,106 lakhs YTD March 2009

Vs Rs. 28,350 lakhs YTD March 2008.  

2. Standalone Turnover Rs. 26,670 lakhs YTD March 2009
Vs  Rs. 22,823 lakhs  YTD March 2008.  

3. UAE Turnover AED 512 lakhs YTD March 2009

Vs AED 581 lakhs  YTD March 2008.  

(Major impact of AED/USD peg appreciation on GBP/Euro revenue

Analysis : YTD March 2009 Vs. YTD March 2008

· EBITDA     :
Standalone  
  10.97% - Down 30%

Consolidated
  12.94% - Down 27.60%

· PAT           :
Standalone         Rs. 1,513 lakhs - Down 25%             


       



Consolidated
  Rs. 2,496 lakhs - Down 23%

·  EPS
     :     Standalone     Rs. 18.04 Vs. Rs.24.09 (on expanded equity post ESOP)

  
            
           Consolidated   Rs. 29.76 Vs. Rs.38.76 (on expanded equity post ESOP)

1 new store was opened during Q4 ’09, taking the YTD store openings to 21 (22, if the Taj Mahal Hotel Shop, which re-opened end-December ’08, doubling in size is considered).  The company’s policy of ruthlessly closing down unprofitable stores continues, with 5 stores being closed during Q4 ’09, taking the total to 14 in 2008-09.  The company’s own stores have  maintained  like-to-like  growth  through  to  the  end  of  March  2009,  besides  the 
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generation of additional sales from new store openings.  As of March 2009, the company had 69 stores.  All these stores are company run, not franchised.

During YTD ’09, personnel costs, marketing spends and store rentals grew over the comparative period YTD ’08.  These are attributable to new store openings, increase in head count due to new store openings along with the service tax component on rentals and marketing costs. The company could not adequately harvest the sustained Rupee depreciation due to its forward covers before the Rupee depreciation.  

YTD ’09 Capex is Rs. 2700 lakhs, which has been generated from internal accruals.  The amount invested in Shop Deposits for the year ended March 2009 was Rs.813 lakhs as compared to Rs. 708 lakhs in March 2008.  The company has begun to build its liquidity, as a matter of prudence in view of the times. 

The company’s de-risking initiatives have considerably cushioned the company thus far against the volatility across the globe.

Accounting Standards

In order to recognise the impact of fluctuation in foreign currency rates arising out of instruments acquired to hedge highly probable forecast transactions in appropriate accounting periods, the company has, from this year, decided to apply the principles of recognition set out in the International Accounting Standards, which are also reflected in the Accounting Standard 30 - Financial Instruments–Recognition and Measurement.  The management is of the view that it would be more prudent to do so in view of the wide fluctuation witnessed recently.  As a result, the impact of unrealised loss (net) consequent to foreign currency fluctuations, in respect of effective hedging instruments represented by forward covers to hedge highly probable cash flows from future exports aggregating Rs. 610 lakhs, (mainly on account of “Plan Vanilla Hedge” ending on May 2012, i.e. a simple forward cover/hedge for under 10% of the average of the company’s exports for 3 years. This is technically classified as a derivative only because the tenure of the hedge is beyond one year) are carried as a  Hedging  Reserve  to  be  ultimately set off when  the  underlying 
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transaction arises, in the Profit & Loss Account, as against the practice of recognising the same in the Profit & Loss Account on valuation at the end of each period, if any.  

The company has no exotic derivative exposure.

Other foreign currency financial assets and liabilities that do not qualify for hedge accounting have been revalued/accounted as on 31.03.09 and the resultant net loss aggregating Rs. 1,478 lakhs has been recognised and debited to the Profit & Loss Account for the year ended March ‘09.   In Q4, such amount debited is Rs.359 lakhs, compared to Rs.519 lakhs in Q3.

With a view to protecting the downside, the company had hedged a major portion of its highly probable cash flows through to April/May ‘09, (all of which have been delivered), 
As a matter of good Corporate Governance, the promoters have confirmed that they have not pledged any part of their shareholding. 

Outlook

With the political uncertainty in the country having been eliminated and with the newly-constituted Government in place no longer having its hands tied behind its back, vis-à-vis reforms and stimulating the economy, the branded market in India holds great potential commencing the second half of the current year.  How quickly consumer demand revives and how soon quality rentals for stores fall to realistic levels on a sustained basis, will determine the pace of growth.  

The medium and long-term outlook continues to be optimistic, with the demographics substantiating that the target audience is growing exponentially and is poised for handsome growth, notwithstanding the short-term blip encountered in these challenging economic times.   

Although our customers in the international markets are considered “blue chip”, and have a flawless track record, in view of the prevalent global situation, we have insured our receivables (except under Letters of Credit/Documents against payment at sight),  with one of the three 
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major globally-reputed credit insurance companies as a measure of abundant caution.

The volatility in the forex markets is a challenge that needs extreme focus to reduce risk.  

The company has tremendous opportunity in terms of its design-driven international business, and much greater opportunity in respect of its branded business, as well as its retail business, by leveraging of its strengths in the relevant areas.    

Store rentals are being re-negotiated in the scenario of declining rentals, wherever our agreements with the landlords permit.  This would naturally impact the bottom line when the evolving situation is harvested.

International business, though extremely challenging, continues to be stable and profitable.  The company has taken several steps to sharpen its competitiveness during these challenging times, which should yield results when demand in the international markets stabilises.
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