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  India Textiles & Apparel       
  

Time to reap the fruit 
   
 
 

 Positive sector outlook 
We are bullish on the Indian textile sector and are initiating coverage on five 
companies: Buy on Raymond and Welspun India, Neutral on Himatsingka Seide 
and Gokaldas Exports, and Sell on Arvind Mills. Our positive view on the sector is 
based on the following factors: 

(1) Export opportunity: India has emerged as one of the biggest beneficiaries of 
the 2005 dismantling of quotas and subsequent reinstatement of those quotas on 
China, and is gaining market share in several categories.  

(2) Boom in domestic branded retailing: Consumerism in the domestic market 
presents an opportunity for textile and apparel brands to establish themselves in 
the fast-growing Indian market. 

(3) Aggressive capex phase nearing an end, time to reap the fruit: 
Companies timed their expansion to tap the export opportunity as well as to avail 
themselves of the funding under TUFS (subsidized term loans) - due to expire in 
March 2007. The benefits of these expansions should start flowing in from FY07. 

(4) Overseas alliances to help move up the chain, gain global presence: 
Indian companies have formed alliances with their global counterparts, particularly
those with strong front-end capabilities, in a bid to access global markets and tap 
technological know-how, design skills and branding and retailing ability. 

Preferred pick Raymond; Buy Welspun, Sell Arvind 
Raymond is our preferred pick as we believe that the company is best positioned 
to capitalize on the unfolding opportunities in the sector given its (1) de-risked 
business model, (2) strong domestic business owing to its reputation as India’s 
best-known premium textile brand, (3) equally strong export orientation through 
global alliances, and (4) capacity expansion to tap the opportunities. Overall, we 
believe stock prices from current levels are likely to mirror the earnings growth. 
We recommend a Buy on Welspun in view of its earnings growth outlook. We 
have a negative near-term outlook for Arvind whose core business, denim, is 
facing a severe downturn. 
 
Table 1: Comparative valuations 
 Mkt Cap EPS CAGR  PER (x) EV/E (x) 
 (US$mn) FY06-09E RoE FY07E FY08E FY07E 
Raymond (XRAMF) 592 21% 12% 16 13 11 
Welspun (WPNIF) 147 47% 10% 12 8 8 
Himatsingka (HMKAF) 263 32% 11% 24 15 17 
Gokaldas (GKLDF) 234 21% 24% 14 12 11 
Arvind Mills (ARVZF) 305 3% 6% 29 16 8 
Source: Merrill Lynch estimates 
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Table 2: Recommendations and POs 

(Rs) Rating PO CMP 
Potential 

Upside 
Raymond (C-1-7) BUY 564 445 27% 
Welspun (C-1-9) BUY 129 87 49% 
Himatsingka (C-2-7) NEUTRAL  125  
Gokaldas (C-2-7) NEUTRAL  627  
Arvind Mills (C-3-7) SELL  67  
Source: Merrill Lynch estimates 
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Executive summary 
Raymond is our preferred sector pick 
We initiate coverage on five Indian textile companies – Raymond (Buy), Welspun 
India (Buy), Himatsingka Seide (Neutral), Gokaldas (Neutral) and Arvind Mills 
(Sell). 

Raymond is our preferred pick, with a one-year price objective (PO) of Rs564, as 
we believe that the company is best positioned to capitalize on the unfolding 
opportunities in exports as well as domestic branded retailing on account of the 
following factors: 

 De-risked business model with presence across the value chain and a multi-
fiber product mix 

 Raymond is India’s best-known premium textile brand and has a large and 
established domestic retailing business 

 A strong export orientation displayed through its global buyer relationships as 
well as through alliances with global textile players 

 Capacity expansion to tap the opportunities 

At our price objective, Raymond would be trading at 16.5x FY08E P/E, at a 
marginal premium to its current FY07E P/E multiple. This incorporates potential 
value unlocking from realty and a significant proportion of high-value branded 
retail business. 

Buy Welspun for strong earnings growth 
Welspun India is our second preference in the sector with a PO of Rs129. In our 
view, the company stands to benefit from a strong earnings growth outlook (43% 
CAGR over FY06-09E) which should underpin the stock price.  

Denim blues blur near term outlook – Sell Arvind 
We recommend a Sell on Arvind Mills stock primarily due to the weak near-term 
outlook for denim which accounts for 45% of its business. We expect the 
company’s FY07 earnings to fall by as much as 39% YoY due to the same 
reason. 

Neutral on Himatsingka, Gokaldas on rich valuations 
We have a Neutral rating on both Himatsingka and Gokaldas stocks where we 
find the valuations rich at current levels. Both companies have a strong earnings 
growth outlook but a lot of that growth, in our view, is already priced in, and hence 
the upside is limited. 

Positive sector outlook   
Our bullish view on the Indian textile sector is based on the following factors: 

(1) Export opportunity — India gains market share at 
China’s expense 
India, after China, emerged as the biggest beneficiary of the dismantling of export 
quotas to the US and the EU in early 2005. Reinstatement of those quotas on 
China in late 2005 has resulted in India gaining further market share in exports to 
the US, in key categories. Significantly, with the supply overhang from China over 
for the time being, realizations in the export market have bottomed. 

Table 3: India: Market share in US imports 

 
Jan-May 

2006 
Jan-May 

2005 
YoY chg 

(bp) 
Textiles & 
Apparel 7% 6% 95 
Apparel 6% 5% 103 
Terry towel 25% 19% 546 
Bed linen 18% 21% (352) 
Source: Merrill Lynch, Office of Textile & Apparel (OTEXA) 
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(2) Boom in domestic branded retailing 
We expect organized retail in India to grow at a 26% CAGR over the next five 
years. Within organized retail, the textile and clothing segment is the largest 
accounting for more than 40%. This segment grew at a 41% CAGR over FY02-
05. We expect the growth in textile and clothing, particularly branded apparel and 
furnishings, to continue over the next few years due to a burgeoning middle class, 
emergence of a high proportion of well-educated younger working class with 
global aspirations and lifestyle, increasing mall space and shift in consumption 
pattern toward readymade apparel. 

(3) Aggressive capex nearing an end, time to reap the fruit 
We believe the peak capex phase in the textile sector is nearing its end. 
Companies have timed their expansion to take advantage of the post-quota 
export opportunity as well as to avail themselves of the funding under the 
Technology Upgradation Fund Scheme (TUFS), which is due to expire in March 
2007. Given this, most of the capex in the sector (especially for large companies), 
has been incurred or is in the last leg of completion, in our view. The benefits of 
these expansions should start flowing in from FY07 as the new capacities 
stabilize and utilization levels rise. 

(4) Overseas alliances to help move up the value chain, 
gain global presence  
Indian textile companies have entered into a number of alliances/JVs or have 
acquired overseas companies over the past year or so. Most of these overseas 
companies are either global retailers and/or brands with strong distribution 
capabilities. The strategic rationale for these acquisitions and JVs is to acquire 
international branding and retailing capabilities, gain access to the US and EU 
markets, transfer of technology and know-how, and acquire international design 
capabilities as well as product development skills. 

Industry segments 
Home textiles — India has the advantage 
The trend over the last few years has been a shift in manufacturing base from the 
West to low-cost countries such as India, Pakistan and China. India has a 
competitive advantage over China in this space, in our view. Large capacities 
have come on stream in India in this segment over the past year – those by 
Welspun, Abhishek and Alok Industries. That said, realizations have more or less 
remained stable. The new capacities are already running at high utilization levels. 
We expect more capacity to come on stream over the next few months, which we 
believe should be easily absorbed. 

Apparel — Rigid labor laws restrain investments 
India’s inflexible labor laws have been a hindrance to investments in this 
segment. Unlike in home textiles, garment capacities are highly fragmented with 
the largest player Gokaldas accounting for just 2.5% of exports. We believe 
leading Indian textile companies have been slow to ramp up their apparel 
capacities, despite strong order flows from overseas buyers who are trying to 
diversify out of China. Not surprisingly then, realizations for India in this segment 
have improved in the aftermath of the dismantling of export quotas. 

Table 4: Key overseas alliances  
Indian company Overseas entity 
Raymond UCO NV, Belgium 
Raymond Gruppo Zambaiti, Italy 
Raymond Lanificio Fedora, Italy 
Welspun India Christy, UK 
GHCL Rosebys, UK 
GHCL Dan River, US 
Spentex Industries Tashkent, Uzbekistan 
Alok Industries Teviz, Portugal 
Arvind Mills VF Corp 
Source: Merrill Lynch 
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Denim — Domestic oversupply cause prolonged slump 
Total denim capacity in India has nearly doubled over the past 12-15 months, 
resulting in a prolonged slump in the domestic market. Most new entrants are 
incapable of producing export-quality denim and have resorted to dumping their 
produce in the domestic market resulting in ~15% drop in prices within a few 
months. According to Arvind Mills, India’s leading denim player, it will take time 
before the demand-supply balance is restored in the domestic market. 

Worsted suiting — Rich product mix drives realization gain 
Booming consumerism in the domestic market is supporting demand for high 
value products and thus improving average realizations. Two large players, 
Raymond and S Kumar’s (Reid & Taylor), dominate this segment with Raymond 
having about 60% market share. 

Fiber outlook — Modest rise in prices  
We expect global cotton production in the 2006-07 season to rise marginally while 
in India it is expected to be up 9% YoY over last year’s high levels. However, 
strong demand from Asian countries is likely to result in some drawdown in end 
stock. We have factored in a 4-5% p.a. rise in cotton prices in both FY07 and 
FY08. Wool prices have rebounded from 2H FY06 slump and are likely to remain 
stable at current levels. YTD wool prices are up by about 6% over FY06 average. 
Polyester prices are also up marginally YTD, after they shot up in the last couple 
of months owing to high oil prices. 

Pick up in earnings growth momentum 
We expect Indian textile companies in Merrill Lynch’s coverage universe to 
deliver average earnings growth at a 27% CAGR over FY06-09. Most companies, 
with the exception of Arvind Mills which is being adversely affected by poor denim 
outlook, have a strong earnings growth outlook. The drivers are: (1) growth in 
sales volumes due to exports and strong domestic demand, (2) improvement in 
realizations due to richer product mix, and (3) stable to rising margins, despite the 
modest rise in fiber prices due to cost rationalization initiatives. 

Cash flows, ROEs to improve  
With the peak capex phase coming to an end, the free cash flows which were 
negative in FY06 will likely turn positive in FY07-08E, in our view. Further, we 
expect to see improvement in return ratios as the new capacities stabilize and 
utilizations rise to optimal levels. 

 

Chart 1: Denim realizations for Arvind 
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Source: Merrill Lynch, Arvind Mills 

Table 5: Cotton balance sheet 

 
2006E-07E  
(mn bales) 

Change 2006E-
07E (YoY) 

Region Production 
End 

stock Production 
End 

stock 
World 116 48 1% -8% 
India 21 10 9% 5% 
Source: Merrill Lynch, USDA 

Table 6: ROE across companies 
 FY06 FY09E 
Raymond 12% 15% 
Welspun 10% 17% 
Himatsingka  11% 16% 
Gokaldas 24% 20% 
Arvind Mills 6% 10% 
Source: Merrill Lynch estimates 
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Valuations — Raymond preferred pick 
We initiate coverage on five Indian textile companies – Raymond (Buy), Welspun 
India (Buy), Himatsingka Seide (Neutral), Gokaldas (Neutral) and Arvind Mills 
(Sell). Each of the companies, with the exception of Arvind Mills, has a strong 
earnings growth outlook. Our pecking order is as it appears in Table 7. 
 

Table 7: Comparative valuation table  

 
Bloomberg 

ticker CMP 
Market 

Cap 

Change in 
mkt price in 
past 3 mths Rec 

PO / 
Fair 

value 

Potential 
upside 

over 
CMP 

EBIDTA 
margin 

EPS 
CAGR RoE PER (x) PEG EV/E 

  (Rs) (US$mn)   (Rs)  FY06 
FY06-
09E FY06 FY06 FY07E FY08E FY07E FY07E 

Raymond RW IN 445 592 -26% BUY 564 27% 14% 21% 12% 19 16 13 0.7 11 
Welspun WLSI IN 87 147 -28% BUY 129 49% 19% 47% 10% 18 12 8 0.3 8 
Himatsingka HSS IN 125 263 -8% NEUTRAL 141 13% 33% 32% 11% 25 24 15 0.7 17 
Gokaldas GEXP IN 627 234 -16% NEUTRAL 703 12% 10% 21% 24% 18 14 12 0.7 11 
Arvind Mills ARVND IN 67 306 -50% SELL   20% 3% 6% 17 29 16 9.0 8 
Average  
(ex Arvind)           20 16.5 12 0.6 11 
Source: Merrill Lynch estimates 

What we like and what we don’t 
We like companies that are well positioned to capitalize on the unfolding 
opportunities in the sector. We believe they should meet the following criteria: 

 Large companies with integrated business models, diversified product 
portfolios and presence across the value chain, i.e., from fiber to retailing. 

 Large investments made in building new capacities. 

 Focus on the premium end of the market (and hence more pricing power) 
rather than the commodity segment. 

 Established relationships with global buyers. 

 Stable domestic business and strong brand franchise. 

We believe Raymond meets all of the above mentioned criteria. As India’s leading 
textile company, it possesses a strong and stable domestic brand franchise, as 
well as an equally strong export focus with global alliances and established client 
relationships. Raymond, in our view, is best positioned to capitalize on the 
opportunities opening up on both the export and domestic fronts. Hence we 
recommend Raymond as our preferred pick in the sector. 

India has a competitive advantage in home textiles, in our view, and hence we 
like companies in this space. Welspun is India’s leading home textile player 
having invested heavily in building capacities. Also, Welspun has the strongest 
earnings growth outlook among our universe and looks the least expensive. While 
some of this discount is justified, as a large part of its business currently comes 
from the mid-segment (and hence lower pricing power), we find the stock offers 
the maximum upside based on our price objective. 

The other large company in this space is Himatsingka. Its unique business model 
allows it to gain the maximum pricing power and profitability among our universe 
of companies. However, this is reflected to some extent in the valuations and 
hence we are initiating coverage with a Neutral rating on the stock. 
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Gokaldas gives exposure to the apparel export boom. It also has the highest 
return on capital ratios in our universe as it focuses on the less capital-intensive 
apparel manufacturing business. However, in our view, Gokaldas should trade at 
a discount to companies like Raymond and Himatsingka due to the latter’s 
superior business models. 

We recommend a Sell on Arvind Mills primarily due to the weak near-term outlook 
for denim which accounts for 45% of its business. Arvind has by far the largest 
denim capacity in India, forcing it to cater to all market segments. Currently the 
commodity denim segment is witnessing a severe downturn due to overcapacity 
in the domestic market. We believe it will take several quarters before the 
recovery in denim becomes visible and this issue would serve as an overhang on 
Arvind’s stock price performance. 

Multiple valuation methodologies 
We have used multiple valuation methodologies for the five companies. While we 
concede the best way to value textile companies is on the basis of target P/E, we 
have decided to also use sum-of-the-parts valuation for companies having 
multiple businesses. Further, we have used DCF valuation to support our price 
objectives. Lastly, we have verified our price objectives through PEG ratios. 

Stock prices likely to mirror earnings growth 
We do not foresee any near-term triggers for a major rerating of textile stocks 
from current levels. However, select companies such as Raymond and Welspun 
might rerate over a longer period as the share of high ROE-generating 
businesses in their total business rises. 

For Raymond, we expect the share of apparel (both exports and domestic 
retailing) to rise from 20% currently to 27% in FY09, which should improve its 
ROE from 12% to 15.3% over the same period. Similarly, we estimate the share 
of branded business for Welspun might rise from negligible currently to about 
20% by FY09. 

For Himatsingka, however, a derating seems likely in light of its foray into the bed 
linen business, a far more competitive space than its current premium silk fabric 
business. Still, we believe the company would command a premium valuation 
over its peers, thanks to its focus on premium end products which would give it 
superior pricing power and profitability. 

Overall, while deriving our price objective / fair values for the companies, we have 
not assumed any major rerating for any of them. 

Regional comparatives — a mixed bag 
We have compared Indian textile companies with regional peers in China and 
Pakistan. While on an overall basis we note that the Indian companies are trading 
at a significant premium to their regional peers, a closer look suggests that some 
of this premium is justified. 

 Positive macro-environment: The macro-environment in India is more 
positive than in China, with the reinstatement of quotas on China limiting the 
growth of its companies to modest levels. Further, any Chinese currency 
appreciation should have a negative impact on these companies. India, on 
the other hand, emerged as the second-largest beneficiary of quota 
dismantling with export growth in the aftermath second only to China. With 
quotas now re-imposed on China, India will be the biggest gainer. 
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 Post-quota impact: Two of the five Chinese companies in our peer group 
have shown a significant decline in profits following the quota dismantling, 
while another has shown only modest growth. We believe this could be due 
to pricing pressure/higher costs arising from quota-related uncertainties.  

 Richer product mix = Higher margins, return ratios: On an overall basis, 
Indian companies have a richer product mix, as reflected in their higher 
EBIDTA margins. However, the ROE is only marginally better for Indian 
companies and the key reason could be lower financial leverage for our 
universe of Indian companies. 

 Stronger earnings growth outlook: Earnings growth outlook for Indian 
companies is superior to that of Chinese companies, as seen from both the 
pre-quota and post-quota years. 

 On a like-to-like basis, only Arvind and Gokaldas look expensive: If we 
compare companies with similar business models, the premium does not 
exist for many Indian companies. For instance, the closest comparable to 
Raymond would be Glorious Sun, both being in branding and retailing. Both 
are trading at similar multiples, despite Raymond having a superior growth 
outlook. Welspun, despite having the strongest earnings growth outlook, is 
trading at nearly the same level as other regional peers. However, Gokaldas 
is trading at a significant premium to its closest comparable, Luen Thai. 
Similarly Arvind Mills is trading at a huge premium to Weiqiao Textiles. 

 
Table 8: Regional peer group valuation comparison 

        EPS    
PER 
(x)  

Company 
Bloomberg 
code 

ML 
Ticker 

Accounting 
year ending Business 

Local 
CMP 

Market Cap 
(US$mn) 

EBIDTA 
margin 

Pre-quota 
year 

Post-
quota 
year 

1 yr 
fwd 

2 yr 
fwd 

EPS 
CAGR 
(post 

quotas) 
EPS CAGR 
(2 yr fwd) 

1 yr 
fwd 

2 yr 
fwd 

RoE 
(%) 

India                 

Raymond RW IN XRAMF March 

Worsted fabric, 
denim, branding & 
retailing 445 592 14% 18.0 23.3 27.9 34.1 24% 21% 15.9 13.0 12% 

Welspun 
India WLSI IN WPNIF March 

Terry towel, bed 
linen 87 147 19% 5.3 4.9 7.2 10.8 27% 48% 12.1 8.1 10% 

Gokaldas GEXP IN HMKAF March Garments 627 234 10% 28.3 35.5 43.3 52.1 23% 21% 14.5 12.0 24% 
Himatsingka HSS IN GKLDF March Silk fabric 125 263 33% 5.8 5.0 5.2 8.5 13% 31% 23.9 14.6 11% 

Arvind Mills ARVND IN ARVZF March 
Denim, shirting 
fabric, garments 67 306 20% 5.4 3.9 2.3 4.1 -8% 3% 29.4 16.4 6% 

Pakistan                 

Nishat Mills NML PA NHTXF June 
Yarn, fabric, bed 
linen, garments 83 200 18% 10.4 10.4 12.1 15.0 13% 20% 6.8 5.5 12% 

China                 

Weiqiao 2698 HK NR December 

Cotton textiles - 
yarn, grey fabric 
and denim 9.00 479 13% 0.97 1.35 1.26 1.47 15% 4% 7.1 6.1 15% 

Fountain set 420 HK NR August 

Integrated knit 
fabric & garment 
manufacturing 2.25 230 4% 0.23 0.20 0.37 0.37 17% 35% 6.0 6.1 6% 

Luen Thai 311 HK NR December Garments 1.20 153 4% 0.30 0.10 0.24 0.28 -2% 67% 5.1 4.3 7% 

Glorious 
Sun 393 HK NR December 

Garments, 
branding & 
retailing 3.85 522 8% 0.22 0.24 0.26 0.30 11% 12% 14.6 12.7 15% 

Source: Merrill Lynch estimates, Bloomberg for Not Rated Stocks 
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Positive sector outlook 
Our bullish view on the Indian textile sector is based on the following factors: 

 Export opportunity: On the back of the dismantling of quotas and 
subsequent reinstatement on China. 

 Domestic branded retailing: A boom in textile and apparel brands. 

 Aggressive capex phase nearing an end: The benefits should start flowing 
in from FY07. 

 Overseas alliances: To help move up the value chain, gain global presence. 

#1 Export opportunity 
China, India biggest beneficiaries of quota dismantling 
The Agreement on Textiles and Clothing (ATC), signed between the World Trade 
Organization (WTO) members in the early 1990s, provided for quotas or 
quantitative limits on the import of select textile/apparel products in a bid to 
protect the domestic industry. This was phased out by 1 January 2005. China, 
India and a few other low-cost Asian countries, which had a significant advantage 
in labor cost over the US and the EU and were constrained by quotas, emerged 
as the key beneficiaries of the dismantling of quotas. Export growth from these 
countries picked up significantly. 

China, with large-scale capacities and the lowest labor cost, expectedly emerged 
as the biggest beneficiary with overall textile exports to the US growing 54% YoY 
in 2005, the first year of quota dismantling. Chinese apparel exports to the US 
grew by 70% YoY. China’s market share in US imports, as a result, increased 
from 17.5% in 2004 to 25% in 2005. India was the second-largest beneficiary with 
textile exports to the US growing by 27% YoY and an 80bp gain in market share 
to 5.2% in 2005. As a late signatory to the WTO, there was a provision for 
extending quotas on China till 2008, which was exercised at end-2005 by both the 
US and EU on key categories. 
 
Reinstatement of quotas on China — India gains at China’s 
expense 
As a result of the quotas being reinstated on China at end-2005, we expect the 
YoY growth in 2006 in key categories of Chinese exports to the US to be in single 
digits (even negative for some categories) and a modest 13-17% over 2007-08 
(Table 9). Hence, for India, the threat from China seems to be largely over, at 
least till 2008, which is the last year of the limits. This is substantiated by the fact 
that while Chinese overall textile exports to the US have remained flat for the first 
five months of 2006, apparel exports (where most of the limits apply) have 
declined sharply by 8.1% YoY. India’s textile exports to the US have, on the other 
hand, grown by 17% YoY while apparel exports have risen 19.5% YoY. 

As a result, while China has lost 154bp market share in US apparel imports, India 
has gained 103bp. In terry towels too, where the limits on China apply, India 
impressed with a 546bp gain in market share. In bed linen, however, it is Pakistan 
which has been the biggest gainer with a 90% YoY increase in exports to the US. 
Indian bed linen exports, while having grown by 17% YoY, saw its market share 
dip by 352bp. We believe this might just be a blip (as was the case with terry 
towels in mid-2005) and India should regain its share once the new capacities 

China, followed by India, which were 
constrained by quotas and have 
significant cost advantages, emerged as 
the key beneficiaries of the dismantling 
of quotas in early 2005 

Table 9: Likely change in China's exports to US 
 Change (YoY) 
Category 2006E 2007E 2008E 
Knit shirts  1% 13% 15% 
Non-knit shirts 9% 13% 15% 
Cot. trousers 7% 13% 15% 
Wool trousers  6% 13% 16% 
Woolen suits  -16% 13% 16% 
Underwear  4% 13% 15% 
Knit fabric -12% 15% 17% 
Terry towel  18% 13% 16% 
Source: Merrill Lynch, OTEXA, Emerging Textiles 
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commissioned by both Alok and Welspun stabilize. In our view, Indian textile 
exporters have a three-year window of opportunity (2006-08) wherein they can 
sharpen their competitiveness and establish themselves in the global arena. 

Table 10: US imports: India's performance vis-à-vis China and Pakistan across key categories 
  China Pakistan India 
US imports (US$mn) Jan-May 06 Jan-May 05 YoY chg (%) Jan-May 06 Jan-May 05 YoY chg (%) Jan-May 06 Jan-May 05 YoY chg (%) 
Textiles & Apparel 8,238 8,162 0.9 1,256 1,082 16.0 2,303 1,961 17.4 
Apparel 5,051 5,495 (8.1) 472 445 6.0 1,550 1,296 19.5 
Terry towel 105 95 10.8 85 64 33.6 132 97 35.4 
Bed linen 139 107 30.0 150 79 89.6 87 74 17.4 
Market shares (%)   YoY chg (bp)   YoY chg (bp)   YoY chg (bp) 
Textiles & Apparel 24% 24% 3 4% 3% 48 7% 6% 95 
Apparel 20% 21% (154) 2% 2% 12 6% 5% 103 
Terry towel 20% 19% 94 16% 13% 336 25% 19% 546 
Bed linen 28% 31% (235) 30% 23% 784 18% 21% (352) 
Source: Merrill Lynch, OTEXA 

 
India’s overall apparel, cotton textile exports increase 
As with its exports to the US, India’s overall textile exports jumped in the first year 
following the dismantling of the quotas. As per the latest data available on the 
Ministry of Textiles website, India’s overall textile exports rose by 21% YoY during 
April-December 2005 to Rs531bn. Exports of apparel, which were constrained by 
the quotas till January 2005, increased 31% YoY. Apparel exports constitute 
close to half of India’s total textile exports. Expectedly, cotton textiles (yarn, fabric 
and made-ups) were the next big contributors with 11% YoY growth for the same 
period. India has the natural advantage in cotton textiles as it is the world’s 
third-largest cotton producer and a net exporter, unlike its competitors China and 
Pakistan. We expect the export growth to continue at the current pace over the 
next few years due to the shift in manufacturing base from the US and EU to low-
cost countries such as India. 
 
Table 11: India's textile exports  
(Rs bn) FY03 FY04 FY05 April-Dec 04 April-Dec 05 YoY chg 
Textiles 246 257 249 191 201 5.3% 
Cotton 162 156 144 111 123 10.7% 
Silk 15 17 18 13 14 5.1% 
MMF 66 81 84 64 61 -4.6% 
Apparel 275 286 271 199 260 30.7% 
Others 79 77 66 50 70 39.2% 
Total textile exports 601 620 586 440 531 20.7% 
Source: Merrill Lynch, Foreign Trade Statistics of India, DGCIS 

 
Realizations in export market have bottomed 
The jump in cheap Chinese exports in the wake of quota dismantling resulted in a 
drop in average realizations in the export market in 2005, especially in the first 7-
8 months. With the quota-related uncertainty now over, prices in the export 
market have firmed up as is evident from the US apparel and terry towel import 
price trends (Charts 2-3). Further, now that the supply overhang from China is 
depleted, we expect prices to stabilize. Significantly, the cost advantage of the 
Chinese manufacturers has been partially lost due to the quota costs which are 
being enforced.  
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#2 Domestic branded retailing  
Organized retail in India is expected to grow at a 26% CAGR over the next 5 
years (as per estimates by Images Retail and Cris Infac). The share of organized 
retail in total retail is therefore expected to increase from 3.5% currently to 8% by 
2010. To put things in perspective, over the past six years organized retail in India 
has grown at a CAGR of 38% with its share in total retail rising from 0.7% in 1999 
to 3.5% currently (Table 12).  

Within organized retail, the textile and clothing segment is the largest accounting 
for more than 40% of market share (Chart 4). The total size of the Indian textile 
and apparel market is estimated to be Rs716bn, of which only Rs141bn worth of 
market (about 20%) is in the organized segment. The organized textile and 
clothing segment grew at a 41% CAGR over FY02-05. Home décor and 
furnishings has grown at the highest pace at a 71% CAGR and now accounts for 
more than 7% of the organized retail pie. 

We expect the growth in textiles and clothing, particularly branded apparel and 
furnishings, to continue over the next few years due to: 

 A burgeoning middle-class and rising disposable incomes (Table 13), 

 Emergence of a high proportion of well-educated younger working class 
(median age of 24 years compared with China at 30 and the US at 36) with 
global aspirations and lifestyles built on the back of enhanced media 
penetration , 

 Emergence of mall culture and increasing mall space, 

Chart 2: US apparel import prices 
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 Chart 3: US terry towel import prices 
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Table 12: Growth in organized retail 
(Rs tn) 

CY05 
CAGR 
CY99-05 CY10E 

CAGR 
CY05-
10E  

Total retail 10.0 6% 13.7 7% 
Organized retail 0.4 38% 1.1 26% 
% share 4%  8%  
Source: Merrill Lynch, Images Retail, CRIS Infac 

Chart 4: India’s organized retail: Breakup by segment 
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 Chart 5: Domestic textile & apparel market: Breakup by segment 
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 Shift in consumption pattern, driven by the above factors, from buying fabric 
and getting it stitched to directly buying readymade apparel, thus driving 
growth in branded apparel retailing, and  

 Increasing role of interior designers and architects in home furnishings, as 
well as increased availability and accessibility of a myriad of high-end 
furnishing products, thus driving consumption for branded furnishings. 

 
Table 13: Distribution of households based on income levels 

Classification  Income class (Rs '000) No. of households ('000) CAGR (%) 
    FY02 FY06E FY10E   
Deprived <90 135,378 132,250 114,394 -3.6 
Aspirers 90-200 41,262 53,276 75,304 9 
Seekers 200-500 9,034 13,813 22,268 12.7 
Strivers 500-1000 1,712 3,212 6,173 17.7 
Near rich 1000-2000 546 1,122 2,373 20.6 
Clear rich 2000-5000 201 454 1,037 22.9 
Sheer rich 5000-10000 40 103 255 25.4 
Super rich >10000 20 53 141 27.7 
Total   188,193 204,283 221,945 2.1 
Source: NCAER 

 
Expanding retail footprint 
Most large textile companies in India, realizing the growth potential in domestic 
retailing, have drawn up aggressive retail strategies to expand their footprint in 
the domestic market. These include Welspun and Himatsingka which were 
traditionally export-focused, plus Raymond which has been the pioneer in 
domestic textile retailing. Raymond has a network of stores called The Raymond 
Shop, which sell worsted suiting fabric and apparel brands such as Park Avenue, 
Parx, Manzoni and ColorPlus. Besides expanding The Raymond Shop network, 
the company will ramp up its exclusive Park Avenue and ColorPlus stores which 
will be opened in upcoming malls in India. While Raymond has been profitable in 
this business for years, with its brand ColorPlus being the most profitable apparel 
brand, Himatsingka’s premium-end furnishing retail chain, Atmosphere, has 
earned net profit in only the second full year of operations. Welspun’s home 
furnishing stores, Spaces Home & Beyond and Home Mart, have also been doing 
well with sales of approximately Rs400mn in FY06 and near breakeven levels of 
profits. In addition, Arvind Mills has a portfolio of international (licensed / JV) 
apparel brands at the premium end and home-grown brands at the mid-segment, 
sold through a network of exclusive stores as well as multi-brand outlets and 
shop-in-shops. 
 

Table 14: Retail business snapshot of companies in Merrill Lynch's textile universe 

Company 
Product 
category Brands 

Total no. of 
exclusive stores Owned Franchised 

Total 
sq ft 

Retail sales 
(Rs mn) 

Sales/sq ft 
(Rs) 

Planned 
additions (FY07E) 

Raymond 
Worsted suiting, 
Apparel 

Raymond, Park Avenue, Parx, Manzoni, 
ColorPlus, Zapp 395 52 343 

 
950,000 4,850 5,105 ~75 

Welspun Home furnishings Spaces 46 23 23 
 

70,000 400 5,714 11+ 

Himatsingka Home furnishings Atmosphere 11 11 0 
 

28,500 163 5,737 
A store each in Dubai 
and Delhi 

Arvind Mills Apparel 
Tommy Hilfiger, Arrow, Lee, Wrangler, 
Flying Machine, Excalibur, Newport 211 NA NA  NA 3,360 NA NA 

Source: Merrill Lynch, Companies 
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#3 Aggressive capex nearing an end 
Textile companies in India have undertaken aggressive capacity expansion over 
the past 1-2 years to take advantage of export as well as domestic opportunities. 
This has been further spurred by favorable government policies, especially TUFS. 
We believe that the peak capex phase for the sector is nearing the end, with most 
large companies having already expanded capacities or announcing their plans 
and tying up finance. 

Favorable government policies spur large investments 
Technology Upgradation Fund Scheme 
The government has implemented a number of initiatives to boost investments in 
the textile sector. The flagship scheme is TUFS, which aims to help Indian textile 
companies to raise funds at costs comparable with foreign companies in order to 
make them globally competitive. Indian companies can raise debt under this 
scheme at an effective interest rate of 3-4% (net of 5% reimbursement by the 
government) for the purpose of investing in plant and machinery for expansion or 
modernization. Most of the expansion, which has taken place or is ongoing in the 
sector, has been financed through debt raised under this scheme. The budgetary 
allocation for TUFS was increased to Rs5.35bn for FY07 from Rs4.35bn in FY06. 

Special Economic Zones 
These are free trade zones set up to facilitate investment for export-oriented 
production. The Special Economic Zones (SEZs) are governed by liberal laws, 
especially with regard to taxes and duties and labor issues. Moreover, companies 
set up in the SEZs get to benefit from shared infrastructure and save on 
bureaucratic hurdles. The salient features of the SEZs are outlined below: 

 100% income tax holiday for the first five years, 50% for the next five years 
and 50% of tax on profits reinvested in the SEZ for a further five years. 

 Duty-free imports of construction material, capital goods and raw materials; 
no import licenses required. Indian-made capital goods and raw materials are 
also available duty-free. 

 Exemption from all local taxes such as service tax, sales tax and entry tax. 

 Liberal labor laws. 

Many of the new capacities coming up in the sector are being set up in SEZs. 
Stringent labor laws, which have been one of the key deterrents to investment 
especially in the labor-intensive apparel manufacturing segment, are no longer a 
hurdle in the SEZs. Not surprising then, Himatsingka, Gokaldas and Arvind Mills, 
among many other companies, are coming up with new capacities in these free 
trade zones. The government has so far created 150 SEZs in the country, but 
very few are operational at the moment. As more SEZs come up, we expect 
investment to pick up, especially at the apparel manufacturing end. 

Pace of capacity additions picked up in FY06 
The pace of capacity additions in the textile industry picked up significantly as 
indicated by the number of capacity expansion plans announced by the Indian 
textile majors over FY06. These expansions span the textile value chain from 
spinning to made-ups and garmenting, as well as in branding and retailing (Table 
15). 
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Table 15: Capex announced by textile majors from FY06 
Company Segments Capex (Rs mn) Completion schedule 
Raymond Worsted fabric, denim, high value cotton shirting      4,500  FY06-07 
Welspun India Terry towel, bed linen, decorative bedding      6,500  FY07 end 
Arvind Mills Denim, jeans      2,000  FY06 end 
Alok Industries Bed linen, terry towel, woven fabric, knits, garments, spinning     15,500  FY07-08 
Rajasthan Spinning Denim, spinning, CPP      9,000  FY08-09 
S Kumars nationwide Expansion/modernization across the chain      3,550  FY07-08 
Himatsingka Bed linen      4,000  FY07-08 
Aarvee Denim Denim       1,100  FY07-08 
Vardhman textiles Spinning, weaving and sewing thread     12,000  FY06-08 
Total      58,150   
Source: Company data, Merrill Lynch 

 

That capacity additions picked up significantly in the past 12-15 months is verified 
by the rising trend in loans sanctioned under TUFS. As at end-May 2006, the total 
amount of loans sanctioned was Rs186.35bn for a project cost of Rs420.65bn. 
Based on press reports, the amount allocated to the scheme for FY07 in the 
Union Budget was exhausted in the first quarter. This led the government to issue 
a circular halting the approval of new loans, though disbursal of prior approved 
loans continued. The circular was subsequently withdrawn, but from industry 
indications, sanctioning of new loans under TUFS is likely to slow from here. 

Chart 6: Loans sanctioned under TUFS 
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Source: Merrill Lynch, Ministry of Textiles 

Peak capex phase over, time to reap the fruit 
We believe the peak capex phase in the textile sector is nearing its end. 
Companies timed their expansion to take advantage of the post-quota export 
opportunity as well as to avail themselves of the funding under TUFS which is 
due to expire in March 2007. Against this backdrop, we believe most of the capex 
in the sector (especially for most large companies) has already been incurred or 
is in the last leg of completion. The benefits of these expansions should start to 
flow in from FY07 as the new capacities stabilize and utilization levels rise. 

Companies timed their expansion to take 
advantage of the post-quota export 
opportunity and funding under TUFS which 
is due to expire in March’07. We believe 
most of the capex has been incurred or is 
in the last leg of completion. 
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#4 Overseas alliances 
Indian textile companies have entered into a number of alliances/JVs or have 
acquired overseas companies over the past year or so. Most of these overseas 
companies are either global retailers and/or brands with strong distribution 
capabilities. The strategic rationale for these acquisitions and JVs is outlined 
below. 

 Branding and retailing capabilities: While India has the advantage of a 
cost competitive manufacturing base, its companies lack global branding and 
retailing capabilities. Tying up with overseas companies will help them to 
move up the value chain and focus on the more lucrative branding and 
retailing business. Very recently, Welspun India acquired the UK’s leading 
towel brand Christy, which also runs its own chain of stores. This acquisition 
is a milestone for Welspun which has hopes of building its international 
branding and retailing capabilities. 

 Market access: Overseas alliances would give Indian companies direct 
access to the US/EU markets where their overseas partners have a 
distribution channel in place. A case in point is Raymond’s JV with UCO NV 
for denim, which will give the former access to high-end customers in the US 
and EU markets where UCO has a strong distribution network. 

 Technology transfer: Transfer of technology and know-how for 
manufacturing the premium end products would become a possibility. 
Raymond through its JV with Gruppo Zambaiti has entered into a new line of 
business – high-value cotton shirting fabric. While Raymond will provide the 
low-cost manufacturing base in India, its overseas JV partner will supply the 
technological know-how. 

 Designing capability: This would help Indian companies to acquire 
international design capabilities and product development skills. This is true 
for all the three JVs entered into by Raymond in the recent past.  

In addition to the companies cited in Table 16, others such as Himatsingka Seide 
are on the look-out for opportunities overseas. We believe this inorganic route is 
the quickest and best way for Indian textile companies to move up the value chain 
into branding and retailing now that they have set up world-scale and cost-
competitive manufacturing facilities. 
 

Table 16: Summary of key alliances by Indian textile companies in the recent past 
Indian company Overseas entity About the entity Nature of alliance 
Raymond UCO NV, Belgium Market leader in high-end denim in Europe JV (50:50) 
 Gruppo Zambaiti, Italy One of the top three Italian high fashion cotton textile groups JV (50:50) 
 Lanificio Fedora, Italy Largest producer of carded woolen fabrics in the world JV (50:50) 
Welspun India Christy, UK UK's largest towel brand Acquisition (85% stake) 
GHCL Rosebys, UK UK's largest home textile retail chain Acquisition (100% stake) 
 Dan River, US Leading home textile player in the US  Acquisition (90% stake) 
Spentex Industries Tashkent To'ytepa Tekstil, Uzbekistan Largest yarn manufacturing facility in Central Asia Acquisition (51% stake) 
Alok Industries Teviz, Portugal Manufacturer of high-end yarn-dyed shirting fabric JV (MoU signed) 
Arvind Mills VF Corp One of the world's leading apparel companies JV (40% stake by Arvind) 
Source: Company data, Merrill Lynch 
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Industry analysis by segment 
The following is an analysis of the key segments of the industry, especially as 
relevant to our universe of companies. 

 Home textiles – terry towel and bed linen: Trends indicate a shift in 
manufacturing base from the West to low-cost countries such as India, 
Pakistan and China. India has the competitive advantage over China in this 
space, in our view.  

 Apparel: Inflexible labor laws have been a big hindrance to investments in 
this segment. The total supply, in our view, falls short of the underlying 
demand, especially from exports. 

 Denim: Oversupply in the domestic market has caused a prolonged slump. 
Realizations in the export market are, however, on the road to recovery. 

 Worsted suiting: Booming consumerism in the domestic market is boosting 
demand for high-value products and improving average realizations. Two 
large players, Raymond and S Kumar’s (Reid & Taylor), dominate this space. 

Home textiles — India has the advantage 
Large capacity expansions by key players… 
Key home textile players in India have set up large capacities, or are in the 
process of doing so, to cater to the export market. In terry towel, Welspun more 
than doubled its capacity from 11,500tpa to 24,000tpa. It is in the process of 
expanding capacity further to 31,000tpa. Abhishek more than tripled its terry towel 
capacity to 30,000tpa a few months ago. The combined capacities of Welspun 
and Abhishek would make up close to half of India’s total terry towel capacity. In 
bed linen, Alok and Welspun commissioned their new capacities a few months 
back. With 60mn meters pa of capacity, Alok is now India’s largest bed linen 
player. 
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…yet, Indian realizations rise 
Despite large capacities being commissioned by Welspun and Abhishek, India’s 
terry towel realizations for exports to the US rose by 2% YoY in 2005 and have 
remained stable in the first five months of 2006. On the other hand, the average 
US import prices for terry towels saw a decline of 6.6% in 2005. 

New capacities should be absorbed easily 
We believe that the new capacities coming up in the home textile space will be 
absorbed easily. Our reasons are as follows: 

 The capacities in India are only a fraction of that in the US. The total 
combined capacity of the top two terry towel players in India, which makes up 
about 50% of total capacity, will only just equal to that of West Point Stevens, 
the largest player in the US. 

 New capacities which came on stream over FY06 are running at high 
utilization levels. Welspun’s terry towel capacity, which more than doubled to 
24,000tpa at end-FY05, is operating at over 80% utilization rate in FY06. 
Similarly, its bed linen capacity, which was commissioned in the second half 
of FY06, is running at over 60% utilization level. 

 Trends indicate a shift in production base to India, Pakistan and China from 
the West. India, which has a competitive advantage in this space, should find 
its additional capacities being absorbed easily. 

Shift in production base to India, Pakistan and China 
The global cotton made-up trade is expected to increase at a 10% CAGR to 
US$22.7bn by 2010, according to a McKinsey study. This will be driven by a shift 
in manufacturing base from the developed economies such as the US and EU to 
low-cost locations such as China, India and Pakistan. 

Analyzing the trends in the US terry towel market, we note that imports to the US 
have risen at a 20% CAGR over 2001-05, whereas domestic production has 
declined at a CAGR of 14%. Moreover, the share of low-cost producers such as 
India, China and Pakistan in US imports has risen from 43% in 2001 to 52% in 
2005 following the dismantling of the quotas. We believe their share would go up 
further as new capacities come on stream and a higher share of production is 
outsourced to these countries. 

Similar trends are seen in the US bed linen market, with imports increasing at a 
29% CAGR and the share of India, Pakistan and China rising from 36% in 2001 
to 73% in 2005, while domestic production declined at a 14% CAGR. 

 
Table 17: Terry towel capacity expansions by key players 
(tpa) FY05 FY06 FY07E FY08E 
Welspun 11,500 24,000 31,000 31,000 
Abhishek 8,500 30,000 30,000 30,000 
Alok  - - - 6,700 
Total 20,000 54,000 61,000 67,700 
Source: Merrill Lynch estimates 

 

 Table 18: Bed linen capacity expansions by key players 
(mn meters pa) FY05 FY06 FY07E FY08E 
Alok 38 60 60 60 
Welspun - 35 55 55 
Himatsingka - - 10 20 
Total 38 95 125 135 
Source: Merrill Lynch estimates 

 

Chart 7: India’s terry towel realization trend for 
exports to US 
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Chart 8: US bed linen import trend 
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India’s competitiveness in home textiles superior to China 
Within the home textile space, we believe India can compete well with China due 
to the following reasons: 

 India already has a significant market share in home textiles. It is not a late 
starter in this segment, as in the case of apparel, and has experience in 
terms of understanding the global market as well as established relationships 
with global home textile players. 

 India is the world’s third-largest producer of cotton, the key ingredient in 
home textiles. It is a net exporter of cotton, unlike China which is a net 
importer. Consequently, Indian cotton prices generally tend to lag that of 
China. 

 India outstrips China as far as designing skills are concerned. This is a key 
competitive advantage for India, especially at the higher end of the home 
textile segment. 

 The home textile segment is less labor-intensive than apparel. Hence, 
inflexible labor laws in India are unlikely to affect this segment adversely. 

 Following their expansions, the total capacities of Welspun, Abhishek, Alok 
and Himatsingka are now of global scale, unlike in apparel where the 
capacities are highly fragmented and not comparable with China. 

 In home textiles, the major capex comprises plant and machinery, which can 
be financed under TUFS at very low interest rates. In the case of apparel, a 
large part of the funding requirement is in the form of working capital, which 
does not come under the purview of TUFS. 

Apparel — Investments constrained by rigid 
labor laws 
Export opportunity the largest in apparel 
The size of export opportunity in apparel is the largest across all textile 
categories. 

 Apparel comprises the biggest chunk of the global textile trade, accounting 
for 75% of total US textile imports in 2005. 
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 India has only 6% market share in US apparel imports compared to close to 
20% for home textiles. China has over 20% market share across all 
segments (Table 10). We see room for India to grow its market share in 
apparel. 

 Reinstatement of quotas on China has been mostly in the apparel category. 

Highly fragmented apparel capacities, unlike home textiles 
Apparel capacities in India have tended to be smaller in size as it is difficult to 
manage a large labor force at a single location, given the country’s inflexible labor 
laws. Gokaldas, the largest apparel exporter from India, has 42 factories in 
different locations but its FY06 sales of Rs8.7bn accounted for only about 2.5% of 
India’s apparel exports. This is in stark contrast to home textiles, where the top 
player makes up close to a quarter of the country’s total capacity. 

Slow ramp-up of capacities 
We believe leading Indian textile companies have been slow to ramp up their 
apparel capacities. While Gokaldas has increased its apparel capacities at about 
20% pa, Arvind Mills, Alok Industries and Raymond were slower as new 
capacities typically take longer than expected to reach the desired efficiency 
levels. Further, none of the large companies have undertaken a major expansion 
of their apparel capacity despite strong order flows. The key reason they cited 
was the inflexible labor laws.  

 
 
Table 19: Apparel capacity ramp-up by key players 
(mn pcs pa) FY05 FY06 FY07E FY08E 
Gokaldas 21 25 30 36 
Arvind Mills 8 12 12 19 
Raymond 2 6 6 9 
Alok Industries 1 1 8 15 
Bombay Rayon 1 12 19 31 
Total 33 56 74 109 
Source: Merrill Lynch estimates 

 
Apparel accounted for only 8% of TUFS loans 
An analysis of TUFS loans shows that only 8% of the total loans sanctioned were 
for apparel manufacturing, the key area for export growth. Spinning has attracted 
the largest chunk of the investment, at 33%, as spinning is more capital-intensive 
with an asset turnover ratio of about 1x. In apparel, asset turnover can be 2-5x 
depending on the product mix. Still, this alone fails to explain the low share of 
apparel investment. There has been a reluctance by the textile companies at 
large to invest in apparel, despite strong order-flow from international buyers, 
because of the stringent labor laws in the country. 

Chart 9: Loans sanctioned under TUFS by 
sector 
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Apparel realizations improve post quotas 
The slow ramp-up in apparel capacities has helped support the realizations which 
have improved after the dismantling of the quotas, contrary to popular belief. 
India’s average realizations in apparel exports to the US improved by 3.8% YoY 
in 2005. In the first five months of 2006, realizations rose further by about 3.7% 
YoY. In China, on the other hand, apparel realizations fell by 15% in 2005 before 
bouncing back slightly in recent months. In our view, the reasons are as follows: 

 India dominates the middle and higher ends of the segment (with higher 
value-add and design content), while China and Pakistan focus on the mass 
commodity end. This is also reflected in the higher export realizations for 
India vis-à-vis China and Pakistan. The pressure on realizations has been 
witnessed more at the mass commodity end of the market. 

 Indian textile exporters have been moving up the value chain with 
progressively richer product mix resulting in higher average realizations. 

 Last but not least, capacities in India fall short of the demand from the global 
retailers, which want to diversify their supply base out of China. 

 
Chart 10: Indian apparel realizations for exports 
to US 
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Denim — Domestic oversupply causes 
prolonged slump 
New capacities incapable of producing high-end denim 
The denim segment has seen a spate of capacities being added in the past 12-15 
months. This has resulted in a near-doubling of India’s total denim capacity from 
approximately 250mn meters pa in FY05. Most of the new capacities are capable 
of producing commodity denim (again due to under-investment in processing – 
comprising only 11% of the total investment). Further the new entrants do not 
have the global buyer relationships and marketing networks in place. The upshot: 
these new entrants have been dumping their produce in the domestic market. 
This has created an oversupply which, as per the industry, will take time to digest. 
Meanwhile, large denim capacities have come on stream elsewhere in Asia, 
again mostly at the commodity end. This coincided with the cyclical drop in denim 
global demand in 2005, resulting in a drop in realizations in the export market as 
well. 

Table 20: Denim capacities of key players 
(mn meters pa) FY05 FY06 FY07E FY08E 
Arvind Mills 90 120 120 120 
Raymond 20 30 40 40 
Aarvee Denim 20 47 59 71 
Suryalakshmi 25 30 40 40 
Malwa Industries 15 20 20 30 
Century 11 11 21 21 
Rajasthan Spinning - - - 20 
Total 181 258 300 342 
Source: Merrill Lynch estimates 

 
Realizations recover in global markets, under pressure at 
home 
While the demand-supply imbalance in the international market is on the road to 
recovery, as reflected in the improvement in denim realizations illustrated in Chart 
11, the oversupply situation in the domestic market is creating unprecedented 
pressure on realizations. For Arvind Mills, which sells close to 60% of its produce 
in the domestic market, realizations have fallen by 15% from the peak (Chart 12). 

 

Chart 11: Denim price trend: US imports 
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 Chart 12: Denim price trend: Arvind Mills 

90

95

100

105

110

Q1
FY

04

Q3
FY

04

Q1
FY

05

Q3
FY

05

Q1
FY

06

Q3
FY

06

(R
s/

m
tr)

Source: Merrill Lynch, Company 

 



   Ind ia  Tex t i les  & Appare l   
 11 September  2006     

 22 

Demand outlook remains strong, product mix to get richer 
We expect the demand growth in the domestic market to remain strong, in the 
high double-digits, and the product mix to get richer with increased consumption 
of high-end denim. This would be due to booming consumerism, a higher 
proportion of younger working population, changing lifestyles, urbanization and a 
cultural shift in clothing habits in favor of denim wear. Further, growth in branded 
retailing, the rising number of malls and increasing disposable incomes should 
support growth of premium-end denim wear, in our view. Analyzing the Indian 
jeans wear market, we find similar trends. 
 
Table 21: The Indian jeans market 

 
Volume 

('000) CAGR (%) 
Value 

(Rs mn) CAGR (%) 
Realization 

(Rs/pcs) CAGR (%) 
 CY04 CY02-04 CY04 CY02-04 CY04 CY02-04 
Super premium 60 73.2 200 100.0 3,333 15.5 
Premium 1,900 25.8 2,800 24.7 1,474 -0.9 
Middle  8,100 15.2 6,100 15.2 753 -0.1 
Economy 16,600 9.7 6,650 10.0 401 0.3 
Low 16,400 1.9 3,300 2.4 201 0.5 
Total 43,060 8.0 19,050 12.3 442 4.0 
Source: Merrill Lynch, Images Retail Yearbook 2005 

 

Worsted suiting — Richer product mix  
The size of the Indian suiting market is estimated at Rs87bn out of which branded 
worsted suiting is worth Rs15bn. Branded worsted suiting market is dominated by 
two players – Raymond with close to 60% market share and S Kumar’s (Brand - 
Reid & Taylor) with about 15%. 

Both companies have been expanding capacities to tap the growing demand for 
branded suiting in the domestic market (Table 22). As in the case of high-end 
denim wear, demand for branded suiting has been due to rising disposable 
incomes, a higher proportion of younger workers, changing lifestyles and 
globalization. This has also resulted in an improvement in average realizations as 
the consumption pattern shifts toward higher-end suiting fabric. 

Chart 13: Worsted suiting realization trend for Raymond 
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Table 22: Worsted suiting capacities of key 
players 
 FY05 FY06 FY07E FY08E 
Raymond 25.0 25.0 28.0 31.0 
S Kumars 4.8 6.0 7.2 8.4 
Total 29.8 31.0 35.2 39.4 
Source: Merrill Lynch, estimates Companies 
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Fiber outlook — Modest rise in prices 
Domestic cotton crop production in the just concluded 2005-06 season remained 
at a par with last season which witnessed record production. Despite this, 
domestic prices are 5-10% higher for most cotton varieties in line with global 
prices due to strong demand especially from Asia (in particular, India and 
Pakistan; China’s demand was lower than expected). Most of the cotton textile 
firms have covered their cotton requirement for the rest of the year and we expect 
prices for most firms to be higher by about 5% in FY07 over FY06. This is not 
much considering that cotton prices tend to fluctuate in a much wider band (Chart 
14). 

World cotton production in the just started new season (2006-07) is projected to 
increase marginally, according to the US Department of Agriculture (USDA). 
However, strong demand, especially from Asia, is likely to result in overall 
demand exceeding production and therefore a drawdown in inventories from the 
last two seasons’ record levels. Supplies from India are expected to increase the 
most given increased usage of BT cotton (genetically modified variety) which 
should see yields improving significantly. We believe that there might be some 
downward revision in crop estimates for the current season, especially from India, 
where the impact of the floods on the cotton crop can only be gauged once the 
water recedes. Nevertheless, even after taking that into account, a surge in cotton 
prices in the current season looks highly unlikely. We have factored in a 5% YoY 
increase in cotton prices in FY08 for companies in our coverage universe. 
 
Table 23: Cotton balance sheet 

 
2004-05 

(mn bales) 
2005-06E 

(mn bales) 
2006E-07E 
(mn bales) 

Change 2006E-07E 
(YoY) 

Region Production 
End 

stock Production 
End 

stock Production 
End 

stock Production 
End 

stock 
World 120 54 114 52 116 48 1% -8% 
USA 23 6 24 6 20 5 -14% -20% 
India 19 9 19 9 21 10 9% 5% 
China 29 13 26 13 28 11 5% -15% 
Pakistan 11 4 10 3 11 3 7% -7% 
Note: Cotton season lasts from August-July 
Source: Merrill Lynch, USDA 

 

Wool prices, which were soft during the second half of FY06, have bounced back 
in the past few months. Strong demand, backed by a favorable change in fashion 
trends and tight supplies from key wool supplier Australia, has resulted in the rally 
in wool prices. Still, for April-August 2006, prices were up only about 1.5% YoY 
and about 6% over the FY06 average. We note that wool prices historically have 
remained relatively stable and we expect them to remain firm from here. 

Polyester prices, which had stabilized in the second half of FY06, rose to record 
levels in the last couple of months due to the cost-push from record-high crude oil 
prices. For April-August 2006, prices were up 3% over the FY06 average. 

Chart 14: Cotton price trend 
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Chart 15: Wool* price trend  
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Profit growth momentum to pick up 
We expect textile companies in the Merrill Lynch coverage universe to deliver 
earnings growth at a 27% CAGR over FY06-09. Most companies will likely 
witness earnings CAGR in the twenties, except for Arvind Mills which is adversely 
affected by the poor denim outlook.  

 New capacities: Contributions from new capacities commissioned over the 
course of the past year are expected to stabilize in the current fiscal year. 
Moreover, new capacities coming on stream in FY07 will likely start 
contributing significantly from FY08. 

 Export growth: Exports of home textiles (terry towel, bed linens), apparel 
and value-added fabric are likely to be growth drivers for all companies in the 
Merrill Lynch textile universe. 

 Strong domestic demand: Demand in the domestic market remains strong 
across all categories and should enhance the growth of companies that have 
a domestic presence (in the Merrill Lynch universe, Raymond and Arvind). 

 Richer product mix: Product mix is likely to become richer both in domestic 
sales (thanks to rising income levels) and exports (thanks to overseas 
alliances which give access to high-end customers). 

 Stable to rising margins: We expect EBIDTA margins for most companies 
to show a 100-200bp improvement over the projected period on product mix 
improvements and cost-saving initiatives (e.g., shift to lower cost power and 
labor rationalization). Further, a modest rise in fiber prices is unlikely to 
cause a dent in margins.  

 Interest and depreciation costs will however rise: Depreciation is likely to 
be significantly higher for companies due to the commissioning of new 
capacities. Interest cost, while rising in the current fiscal year due to higher 
debt levels to finance the capex, should fall from FY08 as debt levels come 
down. Rising interest rates, while having an impact on the cost of working 
capital borrowings, should not impact the cost of term loans where the 
interest rate is fixed for the next few years. 

 Tax savings: Many of the new capacities are coming up in the SEZs where 
they will have income tax holidays for 15 years, as well as other duty 
exemptions. The tax rate for these companies will likely remain significantly 
lower than the marginal tax rate. 

ROEs, cash flows set to improve 
With the peak capex phase over, the free cash flows which were negative in 
FY06 should turn positive in FY07-08E, in our view. This would result in 
improvement in return ratios as the new capacities stabilize and utilizations rise. 

For most companies in our coverage universe, we estimate the debt-to-equity 
ratio to peak over FY06-07E and to decline from FY08, in line with the capex 
cycle and the free cash flow generation.  
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Key risks and sensitivity analysis 
The key risks to sector earnings, in our view, are:  

 Fiber prices: Fiber prices, especially cotton, are determined to a large extent 
by extraneous factors such as weather conditions.  

 Forex fluctuation: Exports being a key component of sales of textile 
companies, rupee appreciation is disadvantageous for them and vice-versa.  

 Competition from other low-cost countries: Competition from China and 
other low-cost countries might affect both the volumes and realizations. 

 Changing fashion trends: Any change in fashion trend away from a 
company’s key product could lead to lower volumes. 

 Execution risk: Project delays might lead to deferment of sales and profits. 
In addition, cost overruns could adversely affect capex and cash flows. 

We have analyzed the sensitivity of the companies’ earnings to key variables, 
namely, forex, cotton prices, sales volumes and realizations. The findings are 
summarized in Table 24 below. We note that: 

 Welspun’s earnings are most sensitive to forex fluctuation as the company 
exports almost its entire production while procuring the bulk of its raw 
material domestically. Hence, it does not get the advantage of a natural 
hedge from raw material imports enjoyed by other predominantly export-
oriented companies such as Himatsingka and Gokaldas. To tackle this, 
Welspun has adopted the policy of hedging its entire export sales. 

 Arvind Mills’ earnings are most sensitive to cotton price fluctuation. Gokaldas 
consumes fabric as the key raw material and is thus not materially affected 
by fluctuation in fiber costs. Himatsingka’s key raw material is silk whose 
prices remain relatively stable compared to other fibers. Raymond is at the 
maximum advantage as it uses multiple fibers – cotton, polyester and wool. 
Hence, the impact of price fluctuation on their earnings is muted.  

 The impact of changes in sales volumes is higher for Arvind and Welspun 
whose fixed costs are higher than others. 

 
Table 24: Earnings sensitivity to key variables 
  Impact on FY07E EPS of 1% increase in…  

 
EPS 
(FY07E) 

Rupee 
depreciation 

Cotton 
prices Volumes Realizations Comment 

Raymond            27.9  2% -1% 1% 5% 
Low sensitivity to cotton prices as it consumes multiple fibers and cotton comprises ~30% of the raw 
material cost only. 

Welspun              7.2  8% -4% 3% 8% 
High sensitivity to forex as more than 90% of the turnover is exports while imports are mostly procured 
domestically. 

Gokaldas            43.3  6% NM 1% 12% 

High sensitivity to forex as more than 90% of the turnover is exports. The impact is moderated to some 
extent by raw material imports with 75% of them being imported. The raw material consists of fabric 
whose costs are relatively inelastic to changes in cotton prices. 

Himatsingka              5.2  1% NM 1% 2% 

Relatively lower sensitivity to volumes and realization changes due to higher value addition. Key raw 
material silk is imported and hence provides a natural hedge against exports which comprise 90% of 
sales. 

Arvind Mills              2.3  2% -7% 4% 4% 
High sensitivity to cotton prices. Cotton is the key raw material used and cotton cost comprises ~35% 
of the turnover. Change in volumes and realizations pertain to denim business only. 

Source: Merrill Lynch estimates 
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Price Objective Basis & Risk 
 
Raymond Ltd. 
Our PO of Rs564/share is based on a blended average of (1) valuation based 
on a target P/E multiple of 16x for FY08E, (2) sum-of-the-parts valuation, and 
(3) DCF valuation.  

Risks stem from fluctuation in key raw material prices, changing fashion trends 
impacting company’s sales volumes and realizations, exchange rate fluctuation 
risk and project execution risk. 

Welspun India Ltd. 
 Our PO of Rs129/share is based on a target PE of 12x for FY08E, which is close 
to the stock’s current one-year forward PE.  

Risks stem from the fluctuation in key raw material prices, impact on sales 
volumes and realizations due to competition, exchange rate fluctuation risk and 
project execution risk. 
   
Analyst Certification 
I, Manish Sarawagi, hereby certify that the views expressed in this research 
report accurately reflect my personal views about the subject securities and 
issuers.  I also certify that no part of my compensation was, is, or will be, directly 
or indirectly, related to the specific recommendations or view expressed in this 
research report. 

 
  
Special Disclosures 
In accordance with the SEBI (Foreign Institutional Investors) Regulations and with 
guidelines issued by the Securities and Exchange Board of India (SEBI), foreign 
investors (individuals as well as institutional) that wish to transact the common 
stock of Indian companies must have applied to, and have been approved by 
SEBI and the Reserve Bank of India (RBI). Each investor who transacts common 
stock of Indian companies will be required to certify approval as a foreign 
institutional investor or as a sub-account of a foreign institutional investor by SEBI 
and RBI. Certain other entities are also entitled to transact common stock of 
Indian companies under the Indian laws relating to investment by foreigners. 
Merrill Lynch reserves the right to refuse copy of research on common stock of 
Indian companies to a person not resident in India.  American Depositary 
Receipts (ADR) representing such common stock are not subject to these Indian 
law restrictions and may be transacted by investors in accordance with the 
applicable laws of the relevant jurisdiction. Global Depository Receipts (GDR) and 
the Global Depository Shares of Indian companies, Indian limited liability 
corporations, have not been registered under the U.S. Securities Act of 1933, as 
amended, and may only be transacted by persons in the United States who are 
Qualified Institutional Buyers (QIBs) within the meaning of Rule 144A under the 
Securities Act. Accordingly, no copy of any research report on Indian companies' 
GDRs will be made available to persons who are not QIBs. 
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Important Disclosures   
 
Investment Rating Distribution: Textiles/Apparel Group (as of 30 Jun 2006) 
Coverage Universe Count Percent  Inv. Banking Relationships* Count Percent 
Buy 4 26.67%  Buy 1 25.00% 
Neutral 11 73.33%  Neutral 3 27.27% 
Sell 0 0.00%  Sell 0 0.00%  
Investment Rating Distribution: Global Group (as of 30 Jun 2006) 
Coverage Universe Count Percent  Inv. Banking Relationships* Count Percent 
Buy 1264 44.12%  Buy 430 34.02% 
Neutral 1398 48.80%  Neutral 404 28.90% 
Sell 203 7.09%  Sell 45 22.17% 
* Companies in respect of which MLPF&S or an affiliate has received compensation for investment banking services within the past 12 months.  

FUNDAMENTAL EQUITY OPINION KEY: Opinions include a Volatility Risk Rating, an Investment Rating and an Income Rating.  VOLATILITY RISK 
RATINGS, indicators of potential price fluctuation, are: A - Low, B - Medium, and C - High. INVESTMENT RATINGS, indicators of expected total return 
(price appreciation plus yield) within the 12-month period from the date of the initial rating, are: 1 - Buy (10% or more for Low and Medium Volatility Risk 
Securities - 20% or more for High Volatility Risk securities); 2 - Neutral (0-10% for Low and Medium Volatility Risk securities - 0-20% for High Volatility 
Risk securities); 3 - Sell (negative return); and 6 - No Rating. INCOME RATINGS, indicators of potential cash dividends, are: 7 - same/higher (dividend 
considered to be secure); 8 - same/lower (dividend not considered to be secure); and 9 - pays no cash dividend.  
 

In the US, retail sales and/or distribution of this report may be made only in states where these securities are exempt from registration or have been qualified for 
sale: Arvind Mills, Gokaldas, Himatsingka Seid, Raymond Ltd., Welspun India. 

MLPF&S or an affiliate expects to receive or intends to seek compensation for investment banking services from this company within the next three months: 
Raymond Ltd.. 

The country in which this company is organized has certain laws or regulations that limit or restrict ownership of the company's shares by nationals of other 
countries: Arvind Mills, Gokaldas, Himatsingka Seid, Raymond Ltd., Welspun India. 

The analyst(s) responsible for covering the securities in this report receive compensation based upon, among other factors, the overall profitability of Merrill 
Lynch, including profits derived from investment banking revenues.   
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Other Important Disclosures 
 

UK readers:  MLPF&S or an affiliate is a liquidity provider for the securities discussed in this report. 
 

Information relating to Non-U.S. affiliates of Merrill Lynch, Pierce, Fenner & Smith Incorporated (MLPF&S): 
MLPF&S distributes research reports of the following non-US affiliates in the US (short name: legal name): Merrill Lynch (France): Merrill Lynch Capital Markets 

(France) SAS; Merrill Lynch Dublin (Frankfurt Branch): Merrill Lynch CMB Ltd, Dublin, Frankfurt Branch; Merrill Lynch (South Africa): Merrill Lynch South Africa (Pty) 
Ltd; Merrill Lynch (Milan): Merrill Lynch Capital Markets Bank Limited;  MLPF&S (UK): Merrill Lynch, Pierce, Fenner & Smith Limited; Merrill Lynch (Australia): Merrill 
Lynch Equities (Australia) Limited; Merrill Lynch (Hong Kong): Merrill Lynch (Asia Pacific) Limited; Merrill Lynch (Singapore): Merrill Lynch (Singapore) Pte Ltd; 
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Merrill Lynch International Incorporated (Seoul Branch); Merrill Lynch (Taiwan): Merrill Lynch Taiwan Limited; DSP Merrill Lynch (India): DSP Merrill Lynch Limited; 
PT Merrill Lynch (Indonesia): PT Merrill Lynch Indonesia; Merrill Lynch (KL) Sdn. Bhd.: Merrill Lynch (Malaysia); Merrill Lynch (Israel): Merrill Lynch Israel Limited; 
Merrill Lynch (Russia): Merrill Lynch CIS Limited, Moscow.  

This research report has been prepared and issued by MLPF&S and/or one or more of its non-U.S. affiliates. MLPF&S is the distributor of this research report in 
the U.S. and accepts full responsibility for research reports of its non-U.S. affiliates distributed in the U.S. Any U.S. person receiving this research report and wishing 
to effect any transaction in any security discussed in the report should do so through MLPF&S and not such foreign affiliates. 

This research report has been approved for publication in the United Kingdom by Merrill Lynch, Pierce, Fenner & Smith Limited, which is authorized and 
regulated by the Financial Services Authority; has been considered and distributed in Japan by Merrill Lynch Japan Securities Co, Ltd, a registered securities dealer 
under the Securities and Exchange Law in Japan; is distributed in Hong Kong by Merrill Lynch (Asia Pacific) Limited, which is regulated by the Hong Kong SFC; is 
issued and distributed in Taiwan by Merrill Lynch (Taiwan) Ltd or Merrill Lynch, Pierce, Fenner & Smith Limited (Taiwan Branch); is issued and distributed in 
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Lynch International Bank Limited and Merrill Lynch (Singapore) Pte Ltd. are regulated by the Monetary Authority of Singapore. Merrill Lynch Equities (Australia) 
Limited, (ABN 65 006 276 795), AFS License 235132, provides this report in Australia. No approval is required for publication or distribution of this report in Brazil. 

Merrill Lynch Dublin is regulated by BaFin. 
Copyright, User Agreement and other general information related to this report: 
Copyright 2006 Merrill Lynch, Pierce, Fenner & Smith Incorporated. All rights reserved. This research report is prepared for the use of Merrill Lynch clients and 
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