21 January 2012
3QFY12 Results Update | Sector: Consumer

ITC

MoTiLAL OSWAL

BSE SENSEX S&P VX CMP: INR201 TP: INR230 Buy
16,739 5,049

Bloomberg ITCIN  Year MetSales PAT  EPS  EPS P/ P/BY RoE RoCE E¥/ EV/
Equity Shares (m) 77381 __End  (IHRM) (IMRM) (INR) Gr.(%) (X} (X} (%) (%) Sales EBITDA

52-Week Range (INR) 211149  U3/104 183324 40610 51 244 398 109 278 35 82 235

05/114 214,683 49,876 6.5 228 310 98 332 429 7.0 128

1,6,12 Rel. Perf. (%) 3/23/38
M.Cap. (INR b) 16010 USA12E 253534 e0gm 7.9 220 256 85 350 451 580 165
M.Cap. (USD b) 3pq UBSE 293008 7L267 5.2 172 219 70 347 456 50 135

ITC's 3QFY12 results were above estimates with Adj PAT growth of 22.5% at INR17b (est INR 16.4b) led by higher
other income. Total revenues increased 14.2% to INR 62.5b (est INR 64.7b), led by an impressive 24.5% sales
growth in FMCG and 17% increase in cigarettes. Cigarette volumes increased ~5%, while FMCG losses declined
36% YoY to INR468m. EBITDA grew 18% to INR23.8b (est INR24.2b); margin expanded 120bp to 38.1% (est 37.4%).
Other income increased to INR2.9b (up 48%, est INR1.9b) due to sale of investments in Agrotech Foods and VST
Inds shares (estimated profit of YINR680m). Adj PAT grew 22.5% to INR17b (est 16.4b) as lower FMCG losses and
higher other income boosted growth.

10th quarter of 20%+ earnings growth; Strong pricing power and robust growth model makes ITC
best placed; Maintain Buy

B |ITC has posted 10th consecutive quarter of 20%+ earnings growth.

m  We believe concerns over excise duty hikes are overplayed as ITC's cigarette business profits have grown at
15% CAGR since 2001 in spite of steep increase in duties in the past; we expect this trend to continue.

m Payout ratios are likely to settle at higher levels as compared to historical average of 45%, given limited capex
(~INR 10b annually) and INR 50b+ cash flow generation expected in FY12. Higher payouts will not only improve
return ratios but also make the stock more attractive.

B We marginally revise our estimates upwards to factor in higher profit on sale of investments and a lower tax
rate. We expect ITC to report 20% PAT CAGR over FY11-13 as the company's diversification strategy plays out
with all divisions contributing to growth.

B ITC remains our preferred Consumer pick due to high entry barriers and strong pricing power in cigarette
business. Buy with target price of INR230.

Ouarterly Performance INR Million
¥/E March Fril Fr12 Fril FY12E
10 20 30 a0 10 20 30 40E
Cigarette Yol Gr () -3.5 -0.5 25 -2.0 8.0 75 5.0 7.0 -2.0 7.0
Het Sales 48,473 51,756 54,728 59,600 58,602 60,852 62,478 71,661 214,683 253,594
Yo¥ Change (%) 155 191 195 159 209 17 6 142 2032 16 5 161
Total Exp 52,103 52,955 54,550 40,472 55,090 35662 36,667 48522 139944 163942
EBITDA 16,371 18,802 20,179 19,128 20,512 22190 23,811 23,139 74,739 9,652
Growth (%) 120 182 182 175 253 180 120 210 186 200
Margins (%) 38 363 369 321 350 365 381 223 348 35 4

Depreciation 1,597 1,640 1,681 1,642 1,685 1,701 1,739 2171 &,560 7276

Interest 5 106 111 140 165 142 157 267 674 750

Other Incame 985 1,245 1,926 1,022 1,435 1,808 2,851 1,536 5,162 7,454

PBT 15,701 18,300 20,313 18,368 200121 22,155 24,767 22,018 72,682 9,061
Tax 4,993 5,553 6,422 5,553 £,043 7,012 7,757 7421 22,809 28,232
Rate (%) 14 S19 316 302 300 316 313 337 31.4 217
Reported PAT 10,703 12,467 13,891 12,815 14,078 15143 17,010 14,597 49,873 60,328
Yo Change (%) Al 235 1.4 246 315 715 225 139 228 220

E: MOSL Estirnates
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m  ITC's 3QFY12 results were above estimates with Adj PAT growth of 22.5% at INR17b
(est INR 16.4b) led by higher other income. ITC has posted 10th consecutive quarter
of 20%+ earnings growth.

m Cigarette volume growth at ~5% was lower than expectations. Margins expanded
170bp YoY as price increases and mix improvement drove profitability despite
VAT increase in several states.

m  FMCG reported 36% decline in losses and margin improvement despite tough
input cost environment and increased pace of new launches; revenue traction
was strong at 25% led by healthy volume growth and healthy offtake across
categories.

m  We believe concerns over excise duty hikes are overplayed as ITC's cigarette
business profits have grown at 15% CAGR since 2001 in spite of steep increase in
duties in the past; we expect this trend to continue.

®  With limited capex requirements (*INR 10b annually) and INR 50b+ cash flow
generation expected in FY12, payout ratios are likely to settle at higher levels as
compared to historical average of 45%, which will not only improve return ratios
but also make the stock more attractive.

®  We marginally revise our estimates upwards to factor in higher profit on sale of
investments and a lower tax rate. We expect ITC to report 20% PAT CAGR over
FY11-13 as the company's diversification strategy plays out with all divisions
contributing to growth.

® ITC remains our preferred Consumer pick due to high entry barriers and strong
pricing power in cigarette business. Buy with target price of INR230.

Sales up 14.2% on robust growth in FMCG others; Other income boosts

PAT growth

m Total revenues increased 14.2% to INR 62.5b (est INR 64.7b), led by an impressive
24.5% sales growth in FMCG and 17% increase in cigarettes. Cigarette volumes
increased ~5%, while FMCG losses declined 36% YoY to INR468m. 3Q losses are
the lowest in the last 16 quarters.

m  EBITDA grew 18% to INR23.8b (est INR24.2b); margin expanded 120bp to 38.1%
(est 37.4%). Other income increased to INR2.9b (up 48%, est INR1.9b) due to sale
of investments in Agrotech Foods and VST Inds shares (estimated profit of
~INR680m). Adj PAT grew 22.5% to INR17b (est 16.4b) as lower FMCG losses and
higher other income boosted growth.
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Segmental Performance; Strong margin expansion in Cigarettes, Hotels and FMCG
FY11 FY12
1Q 2Q 3Q 4Q 1Q 2Q 3Q % gr.

Sales (INR m)

Cigarettes 24,836 25,501 27,726 27,673 28,736 29,681 32,328 16.6
FMCG - Others 10,014 10,556 11,021 13,125 11,978 13,407 13,707 24.4
Hotels 2,099 2,089 2,816 3,003 2,305 2,111 2,787 -1.0
Agri business 13,498 12,719 10,375 10,818 17,071 14,345 11,394 9.8
Paper and packaging 7,937 9,192 8,773 9,170 9,596 10,054 9,784 115
EBIT (INR m)

Cigarettes 13,050 14,582 15,330 14,706 15,767 17,289 18,442 20.3
FMCG - Others -893 -669 -736 -678 -763 -559 -468 -36.4
Hotels 385 399 886 996 513 434 1,017 14.8
Agri business 1,231 2,076 1,292 998 1,571 2,388 1,417 9.7

Paper and packaging 1,885 2,456 1,914 1,937 2,270 2,897 2,243 17.2
EBIT Margin (%)

Cigarettes 52.5 57.2 55.3 53.1 54.9 58.2 57.0 1.8
FMCG - Others -8.9 -6.3 -6.7 -5.2 -6.4 -4.2 -3.4 3.3
Hotels 18.3 19.1 31.5 33.2 223 20.6 36.5 5.0
Agri business 9.1 16.3 12.5 9.2 9.2 16.6 12.4 0.0
Paper and packaging 23.7 26.7 21.8 21.1 23.7 28.8 22.9 11

Source: Company/MOSL

3QFY12 sales mix 3QFY12 PBIT mix
Cigarettes I FMCG Others EHotels Cigarettes B FMCG Others M Hotels
Agri business Paperboard Agri business Paperboard

14% 10%

6%

4%

-2%

16% 46%

81%

20%

Source: Company/MOSL

Cigarette volumes up ~5%; price increases, improved product mix enable

170bp margin expansion

m  3QFY12 cigarette volumes increased ~5% YoY on a higher base (2.5% volume growth
due to increase in pipeline filling before pictorial warning guideline change;
highest volume growth quarter in FY11). However, secondary sales trend remains
healthy with strong growth in premium segment and new launches like Players,
Classic Citric Twist and Hero during the quarter.

m |TC's average price hike was 1-1.5% - Gold Flake Kings (by 10%), Scissors (by 11%)
and Benson & Hedges (by 4%). We expect ITC to undertake preemptive price
increases ahead of budget in anticipation of double digit increase in cigarette
excise duties, more so as FY12 saw no hikes.

m  Net sales grew 16.6% to INR 32.3b led by ~6% realization growth and ~5% volume
growth.
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Cigarette 3Q volume growth lower at 5% due to high base

ITC

m  EBITDA Margin expanded 170bp to 57% on the back of price increases and continued

mix improvement, despite VAT increase in a few states in 1HFY12 which were not
fully passed on to consumers.

We remain positive on volume growth in cigarettes over the long term. However,
a sharp, above mid-teens hike in excise duty remains a key risk to our FY13 volume
growth estimate (+6%).

Price hike, improved mix enable 170bp margin expansion
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FMCG: Impressive sales growth of 25%; Strong growth across product
segments; EBIT losses decline 36% YoY

FMCG sales increased 24.5% YoY to INR 13.7b and EBIT loss declined 36% to INR468m.
Incremental EBIT margins were higher at 10% indicating higher growth in packaged
foods and education and stationery segments.

Packaged Foods sales posted strong growth with volume growth and profitability
picking up. Growth was led by biscuits (Sunfeast launching new variants at the
premium end), atta (Aashirwad growing in volumes and realizations) and Bingo.
The company continues to invest in infrastructure to support the increased scale
being achieved in foods. We believe the premiumization strategy in biscuits is
driving margins for ITC's food products.

Personal care traction remains strong, with new launches in soaps, shampoos and
increased distribution led growth in skin care. Vivel Activ Fair fairness cream is
performing well across markets and the company is also satisfied with its launch
in the domestic talc market (Fiama Di Wills Face and Body Talc).

Lifestyle retail posted healthy growth; however signs of slackening consumer
demand are visible.

Pace of decline in losses has accelerated with the food division (65% of FMCG
sales) on a profitable growth path. We expect all FMCG segments excluding
personal care to be EBIT positive by the end of FY12.
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FMCG: 25% revenue growth; losses decline 36% YoY All-time high EBIT margins on incremental sales in FMCG
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Agri business: 10% sales growth; higher trading volumes and realizations in

wheat and leaf

m  Agri business reported 10% increase in sales to INR11.4b while EBIT grew 10% YoY
with margins contracting marginally by 10bp tp 12.4%.

m  Growth in the division has been led by higher volumes and realizations of leaf
tobacco and wheat.

m  The leaf tobacco threshing facility in Mysore has commenced trial production. We
expect this unit to accelerate sales growth and improve margins.

B Growth traction in agri business remains healthy; we believe the rupee
depreciation, though positive, is unlikely to provide proportionate gains.

Higher wheat and leaf volumes and realizations drive growth
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Hotels business: Sales growth flat; EBIT margins up 500bp YoY

Hotel revenues disappointed with sales declining 1% to INR2.8b. EBIT margins
improved 500bp to 36.5%, largely due to cost cutting measures.

Lower foreign tourist arrivals from Europe and USA due to a weak global economic
situation led to lower demand; increasing supply in the industry kept occupancies
and average room rates flat which led to a difficult quarter.

Construction of Chennai, Kolkatta and Gurgaon properties are progressing
satisfactorily.

We expect improvement in growth rates in Q4FY12 led by lower base; however
growth will continue to be moderate and recovery in the industry is only expected
to be gradual.

Impacted by slowdown in FTA; cost cutting enables margin expansion of 500bp
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Paper and paperboard: 9.8% sales growth mix driven; margins expand 110bp
in spite of higher input costs
m  Paper and paperboard sales increased 9.8% YoY to INR9.8b while EBIT increased

by 17.2% YoY to INR 2.2b.

Sales was muted due to lack of capacity and the growth was almost entirely mix
driven. In spite of higher fuel and fibre costs, improved mix and efficient backward
integration benefits led to 110bp margin expansion.

Commissioning of another paperboard line of 0.1m tons will boost sales growth
in FY13; however, margins are likely to be lower on account of higher depreciation
costs on the new machine. Lower pulp prices can also impact realizations in
commodity segments.
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ITC
Revenue growth mix led; margins continue to stay strong
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10th quarter of 20%+ earnings growth; Strong pricing power and robust
growth model makes ITC best placed; Maintain Buy

ITC has posted 10th consecutive quarter of 20%+ earnings growth.

We believe concerns over excise duty hikes are overplayed as ITC's cigarette
business profits have grown at 15% CAGR since 2001 in spite of steep increase in
duties in the past; we expect this trend to continue.

Payout ratios are likely to settle at higher levels as compared to historical average
of 45%, given limited capex (~INR 10b annually) and INR 50b+ cash flow generation
expected in FY12. Higher payouts will not only improve return ratios but also
make the stock more attractive.

We marginally revise our estimates upwards to factor in higher profit on sale of
investments and a lower tax rate. We expect ITC to report 20% PAT CAGR over
FY11-13 as the company's diversification strategy plays out with all divisions
contributing to growth.

ITC remains our preferred Consumer pick due to high entry barriers and strong
pricing power in cigarette business. Buy with target price of INR230.
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Sales growth and EBIT margins for various segments (INR m)
FYO08 FY09 FY10 FY11 FY12E FY13E

Net Sales
Cigarettes 66,350 77,807 93,212 105,737 124,777 142,493
FMCG 25,096 30,056 36,339 44,716 55,592 64,784
Hotels 10,121 9,355 8,507 10,008 10,760 12,181
Agri Business 38,684 38,460 38,621 47,480 55,712 65,943
Paperboards & Paper 21,579 26,471 31,078 35,072 39,728 45,443

161,830 182,148 207,757 243,013 286,569 330,845
Sales Growth
Cigarettes 12.6 17.3 19.8 134 18.0 14.2
FMCG 48.5 19.8 20.9 23.1 24.3 16.5
Hotels 11.7 -7.6 9.1 17.6 7.5 13.2
Agri Business 10.5 -0.6 0.4 22.9 17.3 18.4
Paperboards & Paper 12.9 22.7 17.4 12.9 13.3 14.4
EBIT
Cigarettes 36,340 41,838 49,381 57,668 69,251 79,796
FMCG -2,635 -4,835 -3,495 -2,976 -2,224 -1,425
Hotels 4,108 3,162 2,166 2,666 3,041 3,840
Agri Business 1,292 2,562 4,478 5,663 6,685 7,913
Paperboards & Paper 4,531 5,086 6,843 8,192 9,443 10,944
EBIT Margin (%)
Cigarettes 54.8 53.8 53.0 54.5 55.5 56.0
FMCG -10.5 -16.1 -9.6 -6.7 -4.0 -2.2
Hotels 40.6 33.8 25.5 26.6 28.3 31.5
Agri Business 3.3 6.7 11.6 11.9 12.0 12.0
Paperboards & Paper 21.0 19.2 22.0 234 23.8 24.1
EBIT Growth (%)
Cigarettes 14.6 15.1 18.0 16.8 20.1 15.2
FMCG 30.5 83.5 -27.7 -14.9 -25.3 -35.9
Hotels 17.1 -23.0 -31.5 23.0 14.1 26.3
Agri Business 4.6 98.3 74.8 26.5 18.1 18.4
Paperboards & Paper 8.7 12.2 34.5 19.7 15.3 15.9
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ITC: an investment profile

Company description

ITC is an associate of BAT (British American Tobacco)
controls more than 2/3rd of the cigarette market in India.
ITC has emerged as a diversified conglomerate with
leading presence in Paperboards, Hotels and Processed
foods. E-Choupal, the agri rural initiative of the company
has been widely appreciated for its foresight in
harnessing the potential in the rural market.

Key investment arguments

B Strong pricing power due to dominant market share
in the cigarettes.

B Paperboard businesses has achieved self sustenance
levels.

m Hotel business on a steady recovery

Key investment risks

B Increase in excise in the forthcoming budget could
be a risk factor for the volume growth assumption in
cigarette.

B Higher than expected losses in New FMCG business
will impact profitability.

Comparative valuations

ITC

Recent developments

m |TC has entered high growth instant noodles market
with Sunfeast Yippies brand.

m ITC has planned addition of 1,500 rooms in the
coming 3-4 years (addition of ~50% of existing
capacity).

B Strong mix improvement in Paper and Paperboard
due higher share of value added products.

Valuation and view

®  Our EPS estimates stand at Rs7.9 for FY12 and Rs9.2
for FY13.We estimate 20% PAT CAGR over FY11-13.

m The stock trades at 25.6x FY12E EPS and 21.9x FY13E
EPS. Maintain Buy with target price of INR 230.

Sector view

m We are positive on long term demand growth in
cigarette business due to rising affordability and
huge demand potential in small towns and rural
areas.

B Non Cigarette businesses like Hotels, paper can fund
their own growth; demand potential continues to
be strong.

EPS: MOSL forecast v/s consensus (INR)

ITC HUL Nestle MOSL Consensus Variation
P/E (x) FY12E 25.6 33.3 39.3 Forecast Forecast (%)
FY13E 21.9 28.7 33.2 FY12 7.9 7.8 0.9
EV/EBITDA (x) FY12E 16.5 24.8 25.8 FY13 9.2 9.2 -0.4
FY13E 138 21.2 21.2 Target price and recommendation
EV/Sales (x) FY12E 59 3.6 53 Current Target Upside Reco.
FY13E 5.0 3.2 43 Price (INR) Price (INR) (%)
P/BV (x) FY12E 8.3 255 31.7 201 230 14.2 Buy
FY13E 7.0 20.6 233
Stock performance (1 year)
—ITC Sensex - Rebased
220
. 195
Shareholding pattern (%)
Dec-11 Sep-11 Dec-10 170 @
Promoter 0.0 0.0 0.0 145
Domestic Inst 34.8 35.2 35.9
120
Foreign 48.1 47.2 46.3
Jan-11 Apr-11 Jul-11 Oct-11 Jan-12
Others 17.1 17.6 17.8
9
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Financials and Valuation

Incom e Staten ent (IMR Million) Ratios

Y/E March 2009 2010 2011 2012 2013  Y/E March 2009 2010 2011 2012 2013E
Het Sales 156,119 181,532 211,676 250,073 289,175  Basic (INR)

Operational Incon 1946 2392 3007 3521 3633 EPS 8.6 10.1 6.4 7.9 9.2
Total Revenue 158,065 183,923 214,683 253,594 293,008  Cash EPS 101 117 73 g8 102

Change (%) 115 16.4 167 181 155 BY/Share 18.2 154 206 243 287
Total Expenditure 107,341 120,619 139944 163942 187895  DPS 37 100 45 35 41

Pavaut % 499 1151 802 527 527
EBITDA 50,724 63,305 74739 89,652 105,113

Change (%) g9 2485 181 200 172  Valuation {x)

Margin (%) 25 349 353 359 363 PE 233 199 32 256 219
Depreciation 5494 6087 6560 7276 8041  CashF/E 245 298 276 229 196
Int and Fin. Charg 376 820 679 750 750 Ev/sales a7 a2 70 59 50
Other Inc. - Recurri 5403 3756 5182 7438 7717 EV/EBITDA 300 235 198 165 133
Profit before Taxes 48,257 60,153 72,682 89,061 104,039  F/BY 111 108 93 a3 70

Change (%) CE 24 7 aMnEa 75 168 Dividend Yield (%] 15 5.0 22 1.8 21

Margin (%) 308 331 3 36 D paooo
Tax 12550 20511 22809 27,787 32252 oo s s s ENEET
Deferred Tax 3071 968 3 #s s oo ms w: TR

Tax Rate (%) 324 325 314 317 E5
Profit after Taxes 32,636 40,610 49,876 00,828 71267 YWorking Capital Ratios

Change (%) 1.6 244 228 220 172 Debtor (Days) 16 15 15 15 16

Margin (%) 208 224 256 245 246 Asset Turnover (=) 11 12 13 1.5 1.5
Man-rec. (Exp)fince 1] 1] 1] 0 0 Leverage Ratio
Reported PAT 3263 40610 49876 60828 71267 0 ooF CT . . . - -
Balance Sheet {INR Million} 0 clovr Statement {IMR Million)
Y/E March_ 2009 2010 2011 2002F 2013 yp pghcn 2009 2010 2011 2012F  2013F
share Capital 5,774 3818 7738 V738 V73 Opfiossibefore T #8257 60153 72682 89061 104,030
Reserves 133576 136,626 151795 180897 214382 | loi'nocod sans s7es 5is2  7438 7717
Met Worth 137,351 140,643 159,533 188,335 222,080 .o oiovionand 5494 6087 6560 7276 G041
loans L& LOv o 8E2 8E2 882 heerest Paid 376 820 679 750 750
Deferred Liability 8672 7850 8019 7227 8327  pjroqrTaves Paid 15622 21480 22,812 28232 32,772
Capital Employed 147,798 149,571 168,543 196,553 229,399 | . ..o o5 6955 LI ETEE
Gross Block 105,587 119,579 127658 142658 157053  Diffindep 735 700 &07 o 0

Less: accumn. Depn 32,867 38,255 44208 51483 59524  CFfrom Operations 32,990 49,481 50,707 28501 47,915
Met Fixed Assets 72,719 81,424 83,451 91,175 98,135

Capital WP 12141 10,090 133534 10,000 10,000 Extraordinary ltem 0 0 0 1 2
Investments 25,878 G7260 GBS E54A7 E7OFI 02073 Incr Decrin FaA 16862 12041 11224 11666 15,000
Pur of lmvestment:  -9623 288901 -1722 12427 24100
Cur. Assets, L&A 81,597 81,279 10L840 109,176 123503 o ppr jnvest.  -15,894 -40,933  -9,502 -24,002 -39,008
I rventony 45997 45491 52675 62747 TLSIL
Account Receivabl 6,687 8581 9076 11647 13468
Cash and Bank Ba 10510 11263 22432 13134 14504 :ii??nugesgtares _zgg ?,2_;; 5’223 g g
Others 18,603 15945 17656 21648 23930
. Interest Income 3,403 3,756 5,182 7434 LY
Curr. Liab. and Prov. 47,036 80,391 85628 81770 94311 _
Interest Paid 376 820 679 750 750
AccountPaysbles 29237 30049 43821 47779 saear oA St UT e a7
Otherlisbiliies 3833 7859 7371 6617 7618 7% 075 e e R

Provisions 13966 38,183 34430 27374 32071
Met Current Assets 34,561 768 16,212 27406 29,191
Application of Funds 147,798 149,571 168,543 196,553 229,399
E: MOSL Estimates

CF from Fin. Activity -12,489 7,596 -30,035 -14221 -7,560

Incr of Cash 1,607 953  1L,170 -9,811 1,257
Add: OpeningBalz 5,703 10,310 11,263 22432 13134
Closing Balance 10,310 11,263 22,433 12,621 14,391
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NOTES
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