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EQUITY MARKETS

Change, %

India 12-Sep 1-day 1-mo 3-mo

Sensex 14,001  (2.3)    (4.9)    (7.8)    

Nifty 4,228    (1.4)    (4.6)    (6.4)    

Global/Regional indices

Dow Jones 11,422  (0.1)    (2.0)    (7.2)    

FTSE 5,417    1.8     (0.7)    (6.7)    

Nikkie 12,215  0.9     (6.2)    (12.6)  

Hang Seng 19,353  (0.2)    (8.5)    (14.3)  

KOSPI 1,478    2.4     (6.0)    (15.4)  

Value traded - India

Moving avg, Rs bn

12-Sep 1-mo 3-mo

Cash (NSE+BSE) 174.7    168.6 176.2 

Derivatives (NSE) 574.9    524.6 523    

Deri. open interest 867.8    782 822    

Forex/money market

Change, basis points

12-Sep 1-day 1-mo 3-mo

Rs/US$ 45.5       (21) 254     252     

6mo fwd prem, % 0.7         (25)      71       24       

Net investment (US$mn)

11-Sep MTD CYTD

FIIs (350)       -     (7,299)

MFs 23          -     2,501  

Top movers -3mo basis

Change, %

Best performers 12-Sep 1-day 1-mo 3-mo

BANK OF BARODA 310        0.3      21.4    33.5    

BHARAT PETROLEU 345        (0.8)     8.9      29.4    

BAJAJ AUTO LIMITE 632        2.5      11.8    25.0    

HINDUSTAN PETROL 233        (2.6)     4.5      24.7    

OIL & NATURAL GAS 1,023     (1.2)     (4.0)     21.6    

Worst performers

HOUSING DEVELOP 274        (5.0)     (18.3)   (38.1)   

ABAN OFFSHORE LIM 2,306     (0.6)     (3.9)     (38.1)   

TATA STEEL LIMITE 524        (0.5)     (15.1)   (37.7)   

STERLITE INDUSTRIE 487        (3.1)     (21.6)   (36.9)   

INDIABULLS REAL ES 254        (5.8)     (16.6)   (32.2)   

News Roundup

Corporate

Bharti Airtel Ltd is diversifying into the information technology business - it
plans to offer software applications to small and medium businesses and
enterprises. (BL)

At Singur, the weekend ended on a positive note after Tata Motors made
placatory noises expressing hope that the government’s proposed package
would be received well by those whose land was acquired without their consent,
and who had therefore earlier refused compensation. (Media)

Sahara India Investment Corporation Ltd, part of the Subrata Roy-promoted
Sahara group, has voluntarily exited the non-banking financial business to restrict
its operations to real estate. (FE)

The country’s largest private equity fund, ICICI Venture, is teaming up with the
US-based PE fund Providence to put in a joint bid for acquiring BPO firm
Firstsource Solutions. (ET)

Alarmed at the possibility of a cooking gas shortage during the impending
festive season, the government is unlikely to allow Reliance Industries to
export liquefied natural gas from its greenfield refinery at the Jamnagar SEZ,
expected to be commissioned by the year-end I. Instead, the government has
asked RIL to supply the LPG domestically to meet a shortfall of around 5
MMTPA. (ET)

Source: ET = Economic Times, BS = Business Standard, FE = Financial Express, BL = Business Line.
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July industrial growth raises hope that cyclical slowdown may not be
deep

Mridul Saggar : mridul.saggar@kotak.com, +91-22-6634-1245

• July IIP growth at 7.1% surpasses street expectations

• Core infrastructure industries continue to face supply-side issues

• Capital goods grow 21.9% on favorable base effects, decline 0.4% mom

• We expect industry to record below 7% growth in FY2009E

July IIP growth at 7.1% was above our expectations and that of the street by over 1
ppt (see Exhibit 1). Growth improved upon 5.5% (revised from 5.4%) in June and an
average of 5.2% in 1QFY09. Higher-than-expected growth in July and an upward
revision in March and June 2008 IIP data raises hope that the current cyclical
slowdown may not turn out to be deep. However, growth in July 2008 was lower than
8.3% in July 2007. On a 4mMA basis, IIP growth improved to 5.7% in July 2008 from
4.9% in June 2008, but remains considerably below the 10% plus growth seen during
July 2006 to June 2007. In our view, industrial growth still remains below potential
growth rate and a case for stimulus exists if inflation concerns recede.

High capital goods growth of 21.9% a result of base effects

Capital goods recorded a growth of 21.9%—the highest in eight months, raising hopes
that an investment slowdown may be averted (see Exhibit 2). However, in our view,
this is misleading as the high growth was the result of July 2007’s low 12.3% in
relation to average growth of 18% in this segment during FY2008.

Capital good have recorded an average growth of 11.3% during April-July 2008, down
from 17.3% during April-July 2007 in spite of the favorable base effects in July. In our
view, the growth in intermediate goods and consumer non-durables was also
disappointing during the month.

Growth improves marginally across sectors but slowdown woes remain

In our assessment, industrial slowdown woes remain. Though growth has improved
marginally across mining, manufacturing and electricity, we are unable to say that
industrial recovery has begun. On a 4mMA basis, IIP growth improved to 5.7% in July
2008 from 4.9% in June 2008 (see Exhibit 3). This is the first time in 10 months that
growth has improved on a moving average basis, but actual growth still remain below
the potential growth rate.

Recently, the new RBI Governor had acknowledged growth concerns. See Economy
note dated September 10, 2008, New RBI Governor may be open to change in
monetary policy stance.

Supply-side issues still constraining core infrastructure industries

Though the growth in six core infrastructure industries improved to 4.3% in July 2008
from 3.4% in June (see Exhibit 4), we believe supply-side issues constraining growth in
infrastructure industries persist. Electricity generation improved a bit to 4.5% in July,
but problems persist in input supplies for hydel, nuclear and thermal production. We
expect electricity output to drop next month. Crude output levels remain affected in
the face of price rigidities and cement industry is also facing supply-side issues. With
the investment climate deteriorating, industrial growth could remain low in the near
term.

We stay with our call that industrial growth may fall below 7% in FY2009E, but July IIP
numbers raise our hopes that the industrial slowdown may not be too deep.

Economy

Sector coverage view N/A
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Exhibit 1: July IIP improves moderately, but slowdown remains
Sectoral classification for IIP, March fiscal year-ends, 2007-2008 (%)

Mining (%) Manufacturing (%) Electricity (%) General (%)
2007 2008 2009 2007 2008 2009 2007 2008 2009 2007 2008 2009

Weights (%)
April 3.4       2.6        6.0        11.0      12.4      6.7        5.9        8.7        1.4        9.9        11.3      6.2        
May 2.9       3.8        5.1        13.3      11.3      4.2        5.0        9.4        2.0        11.7      10.6      4.1        
June 4.7       1.5        1.5        10.8      9.7        6.1        4.9        6.8        2.6        9.7        8.9        5.5        
July 5.1       3.2        5.0        14.3      8.8        7.5        8.9        7.5        4.5        13.2      8.3        7.1        
August (1.7)      14.7      11.9      10.7      4.1        9.2        10.3      10.9      
September 4.3       4.9        12.7      7.4        11.3      4.5        12.0      7.0        
October 5.9       5.1        3.8        13.8      9.7        4.2        4.5        12.2      
November 8.8       6.3        17.2      4.7        8.7        5.8        15.8      4.9        
December 6.1       5.0        14.5      8.6        9.1        3.8        13.4      8.0        
January 7.7       2.9        12.3      6.7        8.3        3.7        11.6      6.2        
February 7.5       7.9        12.0      9.6        3.3        9.8        11.0      9.5        
March 8.0       4.9        16.0      5.7        7.9        3.7        14.8      5.5        
April-March 5.4      5.1       12.5     9.0       7.3       6.3       11.5     8.5       
April-July 4.0      2.7       4.5       12.3     10.5     6.1       6.2       8.1       2.6       11.1     9.7       5.7       

Source: CSO, Government of India.

100.010.5 79.4 10.2

Exhibit 2: Capital goods growth jump in July due to base effects; but slowdown remains
Use-based classification for IIP, March fiscal year-ends, 2007-2008 (%)

2007 2008 2009 2007 2008 2009 2007 2008 2009 2007 2008 2009 2007 2008 2009 2007 2008 2009
Weights (%)
April 9.3 8.6 4.0     19.6 10.9 12.4 8.5 10.6 3.1 8.9 14.7 8.6 7.4 2.4 3.2 9.4 18.7 10.0
May 9.2 10.3 3.0     21.5 22.4 3.4 12.5 8.8 1.6 10.5 8.7 7.2 17.5 (0.7) 2.6 8.2 12.1 8.7
June 8.5 9.2 2.5     21.7 23.1 8.3 11.3 8.6 2.5 6.1 3.6 9.7 19.9 (3.6) 3.7 1.8 6.3 11.7
July 10.0 8.7 5.9     18.3 12.3 21.9 10.7 7.7 1.6 16.8 7.1 7.3 16.2 (2.7) 11.2 17.1 10.5 6.1
August 4.8 12.7 16.6 30.8 8.7 13.8 15.0 (0.0) 19.0 (6.2) 13.6 2.4
September 11.5 6.5 9.5 20.9 13.8 10.1 12.1 (0.2) 11.8 (7.3) 12.2 2.6
October 10.5 6.5 6.5 20.9 5.9 13.9 (2.8) 13.7 0.2 9.0 (4.1) 15.8
November 12.1 5.2 29.4 24.2 17.9 5.5 13.5 (2.9) 10.1 (5.5) 14.8 (2.0)
December 12.4 3.4 26.2 17.6 12.7 7.6 10.7 8.7 1.8 2.8 13.5 10.3
January 12.0 3.6 16.3 2.6 13.7 8.0 8.2 8.4 5.3 (0.5) 9.1 11.1
February 10.7 7.3 18.0 10.7 13.3 8.5 7.4 11.7 1.8 3.1 9.3 14.3
March 11.9 3.3 18.1 20.3 15.3 4.9 15.8 0.9 3.8 (2.0) 20.2 1.9
April-March 10.3 7.0 18.2 18.0 12.0 8.9 10.1 6.1 9.2 (1.1) 10.4 8.5
April-July 4.0  9.2     3.9     12.3 17.3   11.3   6.2  8.9     2.2       11.1 8.5     8.1     (1.2)   5.1     11.9     9.1     

Source: CSO, Government of India.

Consumer durables
Consumer non-

durables

5.37 23.30

Basic goods Capital goods

35.57 9.26 26.51 28.66

Intermediate goods Consumer goods
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Exhibit 3: IIP growth on MA basis improves in July 2008 for the first time in 10 months
yoy growth in IIP and its 4-month moving average), April 1995-July 2008, (%)

Source: CSO, Government of India.
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Exhibit 4: Core infrastructure industries facing supply-side issues
Sector-wise growth rates in production for six infrastructure industries (%)

yoy growth for the month April-July
Sector Weight Jul-07 May-08 Jun-08 Jul-08 2008 2009
Crude oil 4.17 0.9            3.2            (4.7)           (3.0)           (0.3)  (0.9)        
Petroleum refinery 2.00 4.7            0.1            5.6            11.8          11.0 5.4         
Coal 3.22 1.1            8.3            6.2            5.5            0.8   7.6         
Electricity 10.17 7.5            2.0            2.6            4.5            8.1   2.6         
Cement 1.99 9.4            3.8            3.8            8.8            7.7   6.5         
Finished steel 5.13 10.8          5.2            4.4            1.9            6.8   3.8         
Total 26.68 7.2            3.5            3.4            4.3            6.6   3.7        

Source: CSO, Government of India.
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Cairn India: Low absolute risk at current levels unless crude prices
decline sharply

Sanjeev Prasad : sanjeev.prasad@kotak.com, +91-22-6634-1229

Gundeep Singh : gundeep.singh@kotak.com, +91-22-6634-1286

• Stock price is discounting reasonable crude price (US$76/bbl) in perpetuity

• Raised earnings moderately to factor weaker rupee (+ve for earnings)

• Revised rating to REDUCE with 12-month DCF-based target price of Rs245

We believe that risks to Cairn's valuation have reduced meaningfully after the recent
sharp correction in the stock price and crude oil prices. However, movement in crude
prices will likely determine Cairn's stock performance. We see further downside to
crude oil prices in light of better supply-demand balance for CY2009E. We have made
changes to our earnings model to factor in the impact of a weaker rupee (+ve for
earnings and valuation). We have revised CY2008E-10E EPS to Rs3.9, Rs20.3 and
Rs65.2 from Rs3.9, Rs19.4 and Rs62.2. We have revised our rating to REDUCE from
SELL noting and raised our 12-month DCF-based target price to Rs245 (Rs230
previously) due to (1) revision in earnings and (2) roll-forward of DCF valuation. We
highlight that the stock price is now discounting crude price of US$76/bbl in perpetuity,
which seems reasonable. Key upside risks stem from higher-than-expected crude oil
price in perpetuity.

Risks to our fair value are lower now but declining crude price may act as
overhang on stock performance. We find Cairn’s valuation reasonable after the
recent correction in its stock price; however, declining crude price may also act as
overhang on the stock. We expect a better supply-demand balance for crude oil for
CY2009E, which may lead to lower yoy prices. We expect low growth in global
demand and strong growth in non-OPEC supply, OPEC NGLs and increase in OPEC
spare capacity to result in improved supply-demand balance for CY2009E (see
Exhibit 1).

Our reverse valuation exercise suggests that Cairn’s current stock price is discounting
US$76/bbl crude oil Dated Brent price in perpetuity based on (1) Rs41/US Dollar and
(2) current reserves of Rajasthan block. However, we do not assume any cess or royalty
on Cairn’s portion of crude oil and assume a small discount of US$5/bbl versus Dated
Brent price (the latter may be higher given the quality of Cairn’s crude).

Cairn’s stock price has high positive correlation with crude oil prices although the
valuation for Cairn does not vary significantly with higher crude oil prices. We believe
that a decline in crude prices may result in further correction in Cairn’s stock price; this
has been the case in the past two months. We would highlight that at US$75/bbl in
perpetuity from CY2013E, our current valuation for Cairn stock comes to Rs204
(12-month fair value is Rs244). However, the 12-month forward valuation rises to
Rs282 if we change our normalized crude price assumption (beyond CY2013E) to
US$100/bbl and declines to Rs207 on US$50/bbl as can be seen in Exhibit 3 due to the
nature of Cairn’s PSC (see Exhibit 4).

Shareholding, June 2008

% of Over/(under)
Pattern Portfolio weight

Promoters 64.8    -        -               

FIIs 10.5    0.8         (0.7)               

MFs 1.7      0.7         (0.8)               

UTI -     -        (1.5)               

LIC 2.0      0.7         (0.8)               

Energy

CAIR.BO, Rs222
Rating

Sector coverage view

Target Price (Rs) 245     

52W High -Low (Rs) 343 - 125

Market Cap (Rs bn) 414.5

Financials
December y/e 2007 2008E 2009E

Sales (Rs bn) 16.6 35.7 71.3

Net Profit (Rs bn) 1.9      7.3      38.4    

EPS (Rs) (0.1)     3.9      20.3    

EPS gth (108.2) -     430.2  

P/E (x) (1,862) 56.6    10.9    

EV/EBITDA (x) 51.8    23.1    7.6      

Div yield (%) -      -      -      

REDUCE

Cautious
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Key changes to and major assumptions behind earnings model

We discuss our key assumptions and the major changes to our earnings model below.
Exhibit 5 gives sensitivity of Cairn’s EPS to key variables (rupee-dollar rate and crude oil
price).

1. Exchange rate. We have revised our rupee-dollar exchange rates for CY2008E-10E
to Rs42/US Dollar, Rs42.8/US Dollar and Rs42.1/US Dollar versus Rs42/US Dollar,
Rs41.3/US Dollar and Rs40.3/US Dollar previously. We have revised our rupee-dollar
exchange rates for CY2012 and beyond to Rs41/US Dollar versus Rs39/US Dollar
previously.

2. Crude oil price assumptions. We retain our crude oil price (Dated Brent) forecast
for CY2008-10E at US$110/bbl, US$95/bbl and US$90/bbl, respectively. We also
retain our long-term crude price assumption of US$75/bbl (post CY2012E).

3. Royalty and cess. We currently assume that Cairn will not bear any royalty and
cess on the portion of crude oil (70%) produced by it from the Rajasthan block.
However, imposition of cess (Rs927/ton or Rs2,575/ton) will likely be a large
negative for Cairn’s earnings and valuation.

We expect crude prices to soften led by better supply-demand balance for CY2009E
Estimated global crude demand, supply and prices, Calendar year-ends

2004 2005 2006 2007 2008E 2009E 2010E 2011E 2012E 2013E
Demand (mb/d)

Total demand 82.5 84.0 85.1 86.1 86.8 87.6 89.1 90.6 92.3 94.0

Yoy growth 3.3 1.5 1.1 1.0 0.7 0.8 1.5 1.5 1.7 1.8

Supply (mb/d)
Non-OPEC 48.8 48.7 49.2 49.6 49.9 50.7 50.9 51.0 51.0 51.4

Yoy growth 0.6 (0.1) 0.5 0.4 0.3 0.8 0.2 0.1 0.0 0.4

OPEC
Crude 29.5 30.8 31.3 31.7 31.8 31.1 31.8 33.1 34.5 35.7

NGLs 4.2 4.5 4.6 4.8 5.1 5.8 6.4 6.5 6.8 6.9

Total OPEC 33.7 35.3 35.9 36.5 36.9 36.9 38.2 39.6 41.3 42.6
Total supply 83.4 84.7 85.5 86.1 86.8 87.6 89.1 90.6 92.3 94.0
Total stock change 1.0 0.7 0.8

OPEC crude capacity 34.4 35.3 36.4 37.4 37.3 37.6 37.9
Implied OPEC spare capacity 2.7 3.6 5.3 5.6 4.1 3.1 2.1

Demand growth (yoy, %) 4.2 1.8 1.3 1.2 0.8 0.9 1.7 1.7 1.8 1.9
Supply growth (yoy, %)

Non-OPEC 1.2 (0.2) 1.0 0.8 0.6 1.6 0.4 0.2 0.0 0.8
OPEC 8.4 4.6 1.9 1.5 1.2 (0.0) 3.5 3.8 4.2 3.3
Total 4.4 1.6 0.9 0.7 0.8 0.9 1.7 1.7 1.8 1.9

Dated Brent (US$/bbl) 38.3 54.4 65.8 72.7 110.0 95.0 90.0 90.0 90.0 75.0

Source: IEA, BP Statistical Review of World Energy, and various government and industry sources
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We value Cairn India stock at Rs245
EV and equity value of Cairn (US$ mn)

Now + 1-year + 2-years
RJ-ON-90/1 8,668    10,155      11,150      
CB-OS-2 133       87             59             
Ravva 485       407           343           
Upside potential (KG-DWN-98/2) 100       112           125           
Total 9,386   10,761      11,678      
Net debt 39         (247)          (161)          
Equity value 9,347   11,008      11,839      
Equity shares (mn) 1,891    1,891        1,891        
Equity value per share (Rs/share) 204      244           268           

Source: Kotak Institutional Equities estimates

Cairn's Rajasthan field's enterprise value has moderate leverage to crude prices but high leverage to regulations
Enterprise value sensitivity of Cairn to key variables (US$ bn)

 Sensitivity of current valuation Sensitivity of +1-year valuation

Enterprise value Equity value Change from base case Enterprise value Equity value Change from base case

(US$ bn) (Rs/share) (%) (US$ bn) (Rs/share) (%)
Average crude prices (2013 and beyond)
Dated Brent price (US$110/bbl) 10.8 251           23 12.5 297           21
Dated Brent price (US$100/bbl) 10.2 238           16 11.8 282           15
Dated Brent price (US$90/bbl) 9.6 224           10 11.1 267           9
Dated Brent price (US$80/bbl) 9.0 211           3 10.5 252           3
Dated Brent price (US$75/bbl) 8.7 204          10.2 244          
Dated Brent price (US$60/bbl) 7.8 184           (10) 9.2 222           (9)
Dated Brent price (US$50/bbl) 7.2 171           (16) 8.5 207           (15)
Dated Brent price (US$40/bbl) 6.6 157           (23) 7.8 192           (22)

Cess, royalty
Royalty (Rs0/ton), Cess (Rs0/ton) 8.7 204          10.2 244          
Royalty (Rs0/ton), Cess (Rs927/ton) 8.3 195           (4) 9.7 234           (4)
Royalty (Rs0/ton), Cess (Rs2,575/ton) 7.5 179           (12) 8.9 216           (12)
Royalty (Rs481/ton), Cess (Rs927/ton) 6.0 146           (29) 7.3 179           (27)
Royalty (Rs481/ton), Cess (Rs2,575/ton) 5.4 132           (35) 6.6 164           (33)

Source: Kotak Institutional Equities estimates

Maximum share of government of profit petroleum at 50% for Rajasthan block
Details of share of profit petroleum between the government and Cairn for Cairn's key assets

Government share 
IM (%)
<1 20

>1, <1.5 20
>1.5, <2 30
<2, <2.5 40
>2.5, <3 50

>3 50

Note: 
(a) IM = Investment Multiple.

Source: Company data
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Cairn's earnings are highly leveraged to crude prices
Earnings sensitivity of Cairn to key variables

2009E 2010E 2011E
Downside Base case Upside Downside Base case Upside Downside Base case Upside

Average crude prices
Crude price (US$/bbl) 93.0 95.0 97.0 88.0 90.0 92.0 88.0 90.0 92.0
Net profits (Rs mn) 37,296 38,400 39,503 120,338 123,232 125,946 91,636 94,480 96,792
Earnings per share (Rs) 19.7 20.3 20.9 63.6 65.2 66.6 48.4 50.0 51.2
% upside/(downside) (2.9) 2.9 (2.3) 2.2 (3.0) 2.4

Exchange rate
Rs/US$ 41.8 42.8 43.8 41.1 42.1 43.1 40.1 41.1 42.1
Net profits (Rs mn) 37,283 38,400 39,517 120,243 123,232 126,041 91,737 94,480 96,690
Earnings per share (Rs) 19.7 20.3 20.9 63.6 65.2 66.6 48.5 50.0 51.1
% upside/(downside) (2.9) 2.9 (2.4) 2.3 (2.9) 2.3

Source: Kotak Institutional Equities estimates

Profit model, balance sheet, cash model of Cairn 2006-2013E, calendar year-ends (Rs mn)

2006 2007 2008E 2009E 2010E 2011E 2012E 2013N
Profit model (Rs mn)
Net sales 18,417 16,561 35,699 71,266 190,872 185,351 180,393 146,028
EBITDA 5,332 6,705 17,316 53,326 148,520 113,239 79,711 62,972
Other income 1,100 1,324 207 301 1,185 2,990 4,496 5,616
Interest (201) (27) (7) — — — — —
Depreciation (497) (4,589) (6,284) (6,893) (8,785) (8,287) (8,409) (8,390)
Pretax profits 5,734 3,413 11,231 46,733 140,920 107,942 75,798 60,199
Extraordinary items — (2,120) — — — — — —
Tax (1,580) (740) (3,832) (7,089) (16,589) (12,904) (9,331) (7,260)
Deferred taxation (22) (764) (74) (1,244) (1,099) (558) (131) 129
Net profits 4,132 (212) 7,325 38,400 123,232 94,480 66,336 53,067
Earnings per share (Rs) 2.3         (0.1)          3.9            20.3          65.2          50.0          35.1          28.1          

Balance sheet (Rs mn)
Total equity 292,804 294,358 327,029 365,429 422,276 461,435 488,929 510,924
Deferred tax liability 4,258 4,916 4,991 6,235 7,334 7,892 8,023 7,895
Total borrowings 5,122 3,124 — — — — — —
Currrent liabilities 39,716 8,372 2,597 2,532 6,210 10,703 15,014 12,365
Total liabilities and equity 341,900 310,771 334,617 374,196 435,820 480,030 511,967 531,184
Cash 61,348 1,504 10,353 6,874 61,042 110,285 147,328 174,451
Current assets 6,470 19,029 3,423 6,834 18,303 17,773 17,298 14,003
Total fixed assets 17,609 25,157 56,288 69,570 25,900 23,600 21,195 18,854
Net producing properties 2,354 4,390 3,862 30,228 69,883 67,680 65,454 63,184
Investments 4 7,129 7,129 7,129 7,129 7,129 7,129 7,129
Goodwill 254,115 253,193 253,193 253,193 253,193 253,193 253,193 253,193
Deferred expenditure — 370 370 370 370 370 370 370
Total assets 341,900 310,771 334,617 374,196 435,820 480,030 511,967 531,184

Free cash flow (Rs mn)
Operating cash flow, excl. working capital 2,990 6,387 10,560 44,087 129,781 98,884 68,930 54,262
Working capital changes 34,256 (908) 9,831 (3,475) (7,791) 5,023 4,787 646
Capital expenditure (5,619) (11,739) (33,970) (44,391) (2,622) (2,333) (2,329) (2,329)
Investments/Goodwill (252,717) (53,863) — — — — — —
Other income 1,100 1,298 207 301 1,185 2,990 4,496 5,616
Free cash flow (219,990) (58,824) (13,372) (3,479) 120,554 104,564 75,885 58,196

Key assumptions
Gross production ('000 boe/d) 91.0        78.4          81.3          115.0        245.6        240.2        231.7        224.2        
Net production ('000 boe/d) 25.1        21.5          25.7          52.6          147.0        145.7        141.9        139.0        
Dated Brent (US$/bbl) 65.3        70.3          110.0        95.0          90.0          90.0          90.0          75.0          
Discount of Rajasthan crude to Dated Brent (US$/bbl) 2.1          5.0            5.0            5.0            5.0            5.0            5.0            5.0            

Source: Kotak Institutional Equities estimates
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Hindustan Unilever: Detergents profitability to look up; emerging cost
comfort provides buffer for higher brand activation

Aman Batra : aman.batra@kotak.com, +91-22-6634-1231

Manoj Menon : manoj.menon@kotak.com, +91-22-6749-3391

• Oligopolistic trends seen in detergents; time to reap in profits

• HUL is planning to prototype a new formulation in soaps, about 15% of fatty
matter to be replaced with starch

• Emerging cost comfort provide buffer for higher brand activation, limited ability to
retain higher margins in soaps

• ITC's HPC launches on the fast track, tertiary sales on slow track

• Key risk—history of HUL's market share losses doesn't lend confidence to
sustainable growth

• We estimate 18% earnings growth in CY09E, ADD rating and target price of Rs280/
share

We see oligopolistic trends in detergents; the category is entering a sweet spot with
gross margins likely returning to over 25% (from the current 20-25%) in CY09E. Our
discussions with mid-sized detergent players and channel checks suggest uptrading
from the unorganized segment. The emerging cost comfort will likely see players
refocusing on product innovations; we expect increased focus on pre and post wash
categories and efforts to upgrade the consumer. HUL is planning to prototype a new
formulation in soaps, about 15% of fatty matter to be replaced with starch. A
complete success will likely result in an incremental 5% boost to annual profit growth
over the next 3-4 years. We remain cautious about the success of such ventures and
highlight an earlier experiment in 2003 with 'Alphos' technology resulted in a
significant dent to the brand equity of 'Breeze' soap. Our recent market visits and
discussions with industry players suggest that the consumer response to ITC's HPC
launches has likely fallen short of the company's expectations. We estimate CY09E
EPS to grow at 18% (14% previously) to Rs10.8 primarily driven by improvement in
detergents profitability. At 26XCY08E, the stock is trading at a 3-year and 5-year
average P/E. The stock has displayed excellent defensive characteristics and has
delivered a return of 14% and 22% over the past 3 and 6 months relative to the
Sensex. We upgrade to ADD (REDUCE earlier) and revise target price to Rs280/share
(Rs260/share previously). At our target price, the stock would trade at 26XCY09E.

Oligopolistic trends seen in detergents; time to reap profit

Our discussion with mid-sized detergent companies suggest uptrading from the
unorganized segment, resulting in high-growth for branded players. We believe that
players like HUL are well positioned to continue good growth in the category (over
15%). Smaller unorganized players have lost out in the past two years due to
(1) implementation of VAT (because of the ‘registered dealer’ requirement under VAT
regulations) (2) non-availability of key raw materials and (3) input inflation. We
highlight that the risk of marginal players re-emerging is real if input costs correct
significantly. However, the cost efficiency measures already implemented, moving
away from pack-sizes (for example ‘Wheel’ and other brands in the low-end have
moved away from 500 gm and 1 kg pack-size and retail at various pack-size points of
340 gm, 630 gm etc) will help companies manage margins to their advantage.

Shareholding, June 2008

% of Over/(under)
Pattern Portfolio weight

Promoters 52.1    -        -               

FIIs 14.4    1.0         (0.3)               

MFs 3.7      1.3         0.0                

UTI -     -        (1.3)               

LIC 7.3      2.3         1.0                

Consumer products

HLL.BO, Rs249
Rating

Sector coverage view

Target Price (Rs) 280     

52W High -Low (Rs) 256 - 169

Market Cap (Rs bn) 541.8

Financials
December y/e 2007 2008E 2009E

Sales (Rs bn) 137.2 162.9 187.0

Net Profit (Rs bn) 17.7    20.0    23.6    

EPS (Rs) 8.1      9.2      10.8    

EPS gth 15.4    12.9    17.9    

P/E (x) 31       27.1    23.0    

EV/EBITDA (x) 24.8    20.7    17.0    

Div yield (%) 4.3      3.5      4.1      

ADD

Attractive
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We believe that there are oligopolistic trends seen in detergents (in terms of product
pricing) and the category is in a sweet spot with gross margins likely returning to over
25% (from the current 20-25%) in CY09E. The bitter price battle between HUL and
P&G from 2004 coupled with a tough input cost scenario (caustic soda, soda ash,
linear alkyl benzene) had brought down the profitability of this category to ~15% gross
margin levels. We believe that with P&G gaining substantially in urban areas and in
distribution depth in rural, the tidings are favorable in this category for a sustained
margin improvement. Cost savings on some ingredients like perfumes, structural
changes to formulation (for example, decreasing bleach levels to the minimum
required for targeted efficacy) will help the industry improve the margin profile of the
category.

Expect more product innovations in detergents category

The emerging cost comfort will likely see players refocus on product innovations, brand
extensions and investments in building newer segments. The acute cost inflation of the
past three years resulted in companies channelizing the focus towards cost
management. Recent examples of renewed focus are the launch of ‘Rin Matic’ (first
ever mid-price detergent for semi-automatic washing machines) and the attempt to
upgrade the ‘Wheel’ consumer by launching ‘Wheel Gold’ at about a 10% price
premium to ‘Wheel Blue’. We expect increased focus on pre and post wash categories
and the effort to upgrade the consumer. Jyothy Laboratories’ launch of ‘Ujala Stiff n
Shine’ (fabric stiffener), Reckitt Benckiser’s ‘Vanish’ (stain remover) and HUL’s
‘Comfort’ (fabric softener with lasting perfume as the differentiator) are recent
examples.

HUL is planning to prototype a new formulation in soaps, about 15% of fatty
matter to be replaced with starch

Sources indicate that HUL is planning to prototype a new formulation in soaps where
~15% of fatty matter is to be replaced with starch. The company is setting up facilities
at key soap manufacturing locations for the formulation change. Currently, the TFM
(total fatty matter) in key soap brands of HUL (excluding Dove, Pears etc) range
between 60-80%. We believe that HUL’s new technology in soap making if successful
can likely lead to a dramatic reduction in soap making costs. Success will depend upon
consumer acceptance. We estimate that complete success with this move will likely
result in an incremental 5% boost to annual profit growth over the next 3-4 years. Our
estimates currently exclude any margin expansion due to success with such technology
initiatives. We remain cautious about success of such ventures and highlight that an
earlier experiment in 2003 with ‘Alphos’ technology significantly dented the brand
equity of ‘Breeze’ soap.

Emerging cost comfort provide buffer for higher brand activation, limited
ability to retain higher margins in soaps

Crude palm oil (key input for soaps) prices have corrected 20% in the past month and
are 45% below the peak touched in March 2008. We estimate CPO to account for
about 16% of HUL’s input costs; a 10% correction in price adds 70 bps to EBITDA and
4% to EPS. However, significant margin expansion in soaps is unlikely as, (1) industry
volumes growth of -1% in soaps, the chances of a price cut to stimulate demand is
high and (2) likely increase in advertisement and promotion to block ITC’s task of
building personal care brands. However, we note that the emerging cost comfort will
likely help HUL in effective portfolio management with gains from soaps category
likely to be channeled for higher brand activation spends in personal care. However,
the history of market shares losses for HUL in all key categories over a 1, 3 and 8 year
horizon suggests that there is competition with significant market share ambitions and
hence the ability for HUL to retain gains from cost comfort for a long period of time is
limited.



Kotak Institutional Equities Research 11

India Daily Summary - September 15, 2008

ITC’s HPC launches on the fast track, tertiary sales on slow track

We had highlighted in our ITC note dated July 31 that we are enthused by ITC’s
excellent activation in personal care. We continue to see evidence of excellent
activation at the point-of-purchase as well as aggressive media spends on personal
care launches. Our recent market visits and discussions with industry players suggest
that the consumer response to ITC’s HPC launches has likely missed company’s
expectations. We understand that while primary sales (company to distributor) and
secondary sales (distributor to wholesaler/retailer) has happened, tertiary sales (retailer
to consumer) are yet to pick up significantly. While it is early days to make meaningful
conclusions about the direction of ITC’s HPC launches, we believe that a revisit of
2004 HUL vs. P&G (when P&G cut detergent prices by 40% to gain market shares)
cannot be ruled out as ITC management remains committed to growing a sustainable
HPC business. However, we do not expect any such action by ITC in the near-term (in
CY2009) as the company is still in the process of newer category entries and brand
extensions.

We reiterate that while the task of ITC in gaining market shares from well entrenched
players like HUL will not be easy, the company’s strategy of building three brands with
differentiated identity for three positions—premium, masstige and popular—will likely
bear fruit in the medium term. ITC is building ‘Fiama Di Wills’ for premium, ‘Vivel’ for
masstige and ‘Superia’ for popular segments. We believe ITC is on the right path in
building brand equities and developing an emotional connect with consumers as it
takes on well-entrenched brands in the market place with solid legacies behind them.

Expect 18% earnings growth in CY09E, upgrade to ADD

We estimate EPS growth of 18% (14% previously) in CY09E, primarily driven by
improvement in detergent profitability. Aggressive price increases and implementation
of cost management measures has helped HUL manage margins when faced with a
tough input cost scenario. With cost pressures likely receding, HUL will enjoy a phase
of cost comfort providing ammunition for higher brand investments and accelerated
new category launches. The demand conditions for FMCG remain robust and we
expect the FMCG sales growth momentum (especially in rural areas) seen in CY2006-
08 to sustain during CY2009E as well. We estimate HUL to maintain the annual
payout at 90% and Rs10/share dividend for CY09E providing a 4% yield at the current
market price of Rs248. We have marginally increased our EPS estimates for CY2008E
and CY2009E to Rs9.2 (Rs9.1 previously) and Rs10.8 (Rs10.4 previously) to account for
expected higher profitability in detergents. At 26XCY08E, the stock is trading at the
last five year average P/E. The stock has displayed excellent defensive characteristics
and has delivered a return of 14% and 22% over the last 3 and 6 months relative to
Sensex. Upgrade to ADD rating (REDUCE earlier) and revise target price to Rs280/
share (Rs260/share previously). At our target price, the stock would trade at
26XCY09E.



12 Kotak Institutional Equities Research

India Daily Summary - September 15, 2008

Price increases, market consolidation and uptrading are driving higher growth in detergents
Value market growth rates (%)

Source: Market sources, Kotak Institutional Equities.
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Significant cost comfort emerging in soaps category, expect higher brand investments
Malaysian Crude palm oil price trends (January 2006 = Index 100)

Source: Bloomberg, Kotak Institutional Equities
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Cost comfort emerging in key inputs for detergents and personal products, will aid margin expansion
Key raw material price trends (Monthly average, January 2006 = Index 100)

Source: Bloomberg, Reliance Industries, Kotak Institutional Equities.
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History of consistent market share losses doesnot provide confidence in sustainable growth
Changes in value market shares (bps)

Timeline Period Soaps Detergents Toothpaste Shampoo Skin Tea

2000-2008 8-years (650) (320) (540) (1940) (260) (1320)

2005-2008 3-years (220) 150 (210) (70) (380) (560)
2006-2008 1-year (230) 400 (40) (180) (250) (30)

Source: Company, Kotak Institutional Equities.
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HUL, change in estimates, December fiscal year-ends (Rs mn)

New Old Change (%) New Old Change (%)
Net Sales 162,860 161,678 0.7 186,989 183,162 2.1
EBITDA 22,756 22,014 3.4 27,805 25,695 8.2
Net profit 19,981 19,728 1.3 23,554 22,533 4.5
EPS 9.2 9.1 1.2 10.8 10.4 4.5
Sales grow th (%) 18.7 17.9 14.8 13.3
EPS grow th (%) 14.5 13.8 17.9 14.2

Source: Kotak Institutional Equities estimates.

CY2008E CY2009E

HUL: Profit model, balance sheet, cash model 2005-2009E, December year-ends (Rs mn)

2005 2006 2007 2008E 2009E
Profit model (Rs mn)

Net sales 110,605 121,034 137,178 162,860 186,989

EBITDA 14,433 16,621 18,874 22,756 27,805

Other income 3,048 3,545 4,627 4,469 4,905

Interest (192) (107) (255) (225) (75)

Depreciation (1,245) (1,302) (1,384) (1,531) (1,813)

Extraordinary items 976 3,155 1,581 0 0

Pretax profits 16,045 18,757 21,862 25,470 30,823

Tax (2,530) (2,950) (3,782) (4,558) (6,077)

Deferred taxation (410) (268) (389) (931) (1,192)

Net profit 13,105 15,539 17,690 19,981 23,554

Earnings per share (Rs) 6.0 7.0 8.0 9.2 10.8

Balance sheet (Rs mn)

Total equity 23,056 27,235 14,392 15,473 16,747

Total borrowings 569 726 885 885 885

Currrent liabilities 41,183 45,231 51,110 56,369 64,001

Total liabilities and equity 64,809 73,191 66,387 72,727 81,633

Cash 3,550 4,169 2,009 822 2,658

Current assets 24,080 27,527 30,765 32,963 37,421

Total fixed assets 14,835 15,110 17,081 20,117 23,922

Investments 20,142 24,139 14,408 17,632 17,632

Deferred tax asset 2,201 2,245 2,124 1,193 1

Total assets 64,809 73,191 66,387 72,727 81,633

Free cash flow (Rs mn)

Operating cash flow, excl. working capital 15,908 20,209 20,860 22,550 26,703

Working capital 5,858 (471) 3,092 4,192 2,083

Capital expenditure (904) (1,576) (3,355) (4,567) (5,617)

Investments 2,452 (4,309) 9,294 (3,224) 0

Free cash flow 23,314 13,852 29,890 18,951 23,168

Key assumptions

Revenue Growth (%) 11.4 9.4 13.3 18.7 14.8

EBITDA Margin(%) 13.2 13.9 14.0 14.0 14.9

EPS Growth (%) 10.6 18.3 13.8 14.5 17.9

Source: Kotak Institutional Equities estimates.



Kotak Institutional Equities Research 15

India Daily Summary - September 15, 2008

Hero Honda: Dealer-level inventory rises in anticipation of a strong
festival season demand; raise target price to Rs790/share—maintain
REDUCE rating

Amit Agarwal : agarwal.amit@kotak.com, +91-22-6749-3390

• Festive season to see strong growth as pent-up demand expected to translate into
purchases

• Financing continues to be tight—interest rates have shot up; meanwhile cash sales
have increased substantially

• Our channel checks indicate that inventory levels with dealers are quite high for the
festival season

• We revise our volume growth assumptions post our meeting with the management;
revise our target price to Rs790/share—maintain REDUCE rating on the stock

We met the management of Hero Honda and have returned positive given the
management's expectation of a strong 2-wheeler demand in the festival season
ahead. We learn that rural sales have increased and the strong volume growth in the
past couple of months can be attributed to increased cash sales. Hero Honda is well
prepared to make the most of the festival season as it has been building inventory. We
have revised our volume growth assumptions for FY2009E to 9.5% given the
expectation of strong sales in the coming months. Our channel checks with financers
indicate that credit continues to be tight while finance rates have increased
substantially. Besides, Hero Honda has been building inventory with dealers ahead of
the festival season. We revise our target price to Rs790/share—maintain our REDUCE
rating on the stock.

Increased focus on rural sales and cash sales have resulted in strong sales

The management has indicated that the strong growth seen in the last couple of
months was on account of increased focus on rural areas. Besides, the proportion of
cash sales has increased. The management also indicated that a good harvest
increased sales in Northern India. We note that despite tightening credit conditions and
pull-back by financiers, Hero Honda’s volumes have grown 19% yoy on YTD basis.

Festive season to see strong growth as pent-up demand translates into
purchases

According to the management, the festival season ahead is likely to see strong
purchases as the pent-up demand translates into actual purchases—the strong growth
in Aug’ 08 volumes was a result of additional dispatches by Hero Honda so as to build
inventory as the dealers’ end. Our channel checks indicate that dealer inventory has
gone up on account of build-up for the impending festival season. The company
expects festival sales in FY2009E to be better than the previous year. Besides, the
implementation of the Pay Commission recommendations will also lead to an increase
in demand for motorcycles.

Channel checks indicate that dealer-level inventory has gone up

Our channel checks indicated that (a) dealer-level inventory has gone up from 20-
22days to close to 30 days, (b) retail finance rates have gone up to 24-25% plus
processing charges and (c) cash sales have increase to 70-75% for Hero Honda. We
believe that these are clear indicators of inventory build-up resulting in higher primary
sales while retail demand continues to be weak.

Shareholding, June 2008

% of Over/(under)
Pattern Portfolio weight

Promoters 55.0    -        -               

FIIs 24.3    0.5         0.1                

MFs 3.8      0.4         0.0                

UTI -     -        (0.4)               

LIC 5.8      0.6         0.2                

Automobiles

HROH.BO, Rs838
Rating

Sector coverage view

Target Price (Rs) 790     

52W High -Low (Rs) 890 - 550

Market Cap (Rs bn) 167.3

Financials
March y/e 2008 2009E 2010E

Sales (Rs bn) 103.3 120.6 133.6

Net Profit (Rs bn) 9.7      12.0    13.2    

EPS (Rs) 48.5    59.9    66.1    

EPS gth 12.8    23.5    10.4    

P/E (x) 17.3    14.0    12.7    

EV/EBITDA (x) 10.9    9.9      8.9      

Div yield (%) 2.3      2.4      2.4      

REDUCE

Cautious
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Revise volume estimates—we now estimate volumes to grow 9.5% and 7.5%
in FY2009E and FY2010E

Given the strong sales expected in the festival season ahead, we revise our volume
growth assumptions for Hero Honda. We now expect volumes to grow 9.5% and
7.5% in FY2009E and FY2010E respectively. Besides, sales would be aided by the
launch of new bikes—Hero Honda has indicated that it would be launching 12 new
models in the next 18 months. These new launches will be across all motorcycle
segments and will include new models as well as upgraded variants of existing models.
However, we expect sales to come off post the festival season.

Annual report review—working capital continues to be negative; operating
cash flow continues to be strong

Our analysis of the FY2008 annual report does not reveal any major surprise. We
highlight a few key points—(1) working capital continues to be negative—debtor days
decline marginally from 12.2 days to 10.4 days while inventory is down marginally as
well, (2) Hero Honda continues to have a strong balance sheet with net debt of Rs25.6
bn (up from Rs18.4 bn in FY2007) and (3) the company continues to generate strong
operating cash flows—operating cash flow has nearly doubled to Rs12 bn from Rs6.2
bn in the previous year.

The company has outlined a capex of Rs30 bn over the next two years primarily to
ramp up capacity at the Haridwar plant to 1.5 mn bikes from 0.5 mn bikes currently.
We revise our earnings estimates marginally following increased volume growth
assumption. We have increased our EPS estimate for FY2009E and FY2010E to Rs59.9
and Rs66.1, respectively (from Rs57 and Rs62.6 previously).

Raise target price to Rs790/share—maintain REDUCE rating as valuations
appear expensive

We have revised our target price to Rs790/share—we value Hero Honda at 7X
FY2010E EV/EBITDA. At current market price, Hero Honda is trading at an EV/EBITDA
of 7.5X FY2010E and at a P/E of 12.6X FY2010E earnings. We continue to maintain
our REDUCE rating on the stock.

Hero Honda, change in estimates, March fiscal year-ends, 2009E-2010E (Rs mn)

2009E 2010E 2009E 2010E 2009E 2010E
Net sales 120,648    133,628    116,751    129,141    3.3    3.5          
EBITDA 14,943      16,671      14,458      16,029      3.4    4.0          
PAT 11,956      13,202      11,375      12,505      5.1    5.6          
EPS (Rs/share) 59.9          66.1          57.0          62.6          5.1    5.6          

Sales volume (vehicles sold) 3,655,062 3,928,557 3,580,903 3,832,893 2.1    2.5          

Source: Kotak Institutional Equities estimates.

Revised estimates Old estimates % change
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Hero Honda, valuation details, FY2010E basis

EBITDA EV/EBITDA EV Value
(Rs mn) (X) (Rs mn) (Rs/share) Comments

FY2010E 16,671        7.0             116,694 584           Based on Hero Honda's historical average

Less: net debt (40,704)  (204)          FY2010E net debt

Market capitalisation 788          
Target price 790          

Source: Company, Kotak Institutional Equities estimates.

Hero Honda, Volume assumptions, March fiscal year-ends, 2006-10E (# vehicles)

Volumes (units) 2,006               2,007               2,008               2009E 2010E
Motorcycles
Domestic 2,893,070        3,147,219        3,144,101        3,458,511        3,727,677        
Exports 92,666             96,613             88,219             83,808             79,618             
Total motorcycles 2,985,736        3,243,832        3,232,320        3,542,319        3,807,295        
Scooters 15,015             92,921             104,822           112,742           121,263           
Total 2-wheelers 3,000,751        3,336,753        3,337,142        3,655,062        3,928,557        

Volume growth (%)
Motorcycles
Domestic 13.1                 8.8                   (0.1)                  10.0                 7.8                   
Exports 44.8                 4.3                   (8.7)                  (5.0)                  (5.0)                  
Total motorcycles 13.9                 8.6                   (0.4)                 9.6                   7.5                   
Scooters 518.9               12.8                 7.6                   7.6                   
Total 2-wheelers 14.5                 11.2                 0.0                   9.5                   7.5                   

Source: Company data, Kotak Institutional Equities estimates.
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Hero Honda, Profit model, balance sheet and cash flow model, March fiscal year-ends, 2006-2010E (Rs mn)

2006 2007 2008 2009E 2010E
Profit model (Rs mn)
Net sales 87,140         99,000           103,318         120,648         133,628         
EBITDA 13,645        11,730          13,494          14,943          16,671          
Other income 1,563           1,899             1,854             1,925             1,999             
Interest 61                230                358                377                397                
Depreciaiton (1,146)          (1,398)            (1,603)            (1,717)            (1,921)            
Profit before tax 14,122        12,461          14,103          15,528          17,145          
Current tax (4,230)          (3,788)            (4,412)            (3,629)            (4,023)            
Deferred tax (179)             (94)                 (12)                 57                  79                  
Net profit 9,713          8,579            9,679            11,956          13,202          
Earnings per share (Rs) 48.6            43.0              48.5              59.9              66.1              
Balance sheet (Rs mn)
Equity 20,093         24,701           29,862           37,146           45,675           
Deferred tax liability 1,188           1,282             1,254             1,196             1,117             
Total Borrowings 1,858           1,652             1,320             785                285                
Current liabilities 15,628         14,792           18,247           21,177           22,208           
Total liabilities 38,767        42,426          50,684          60,304          69,285          
Net fixed assets 9,936           13,555           15,487           16,270           16,849           
Investments 20,619         19,739           25,668           32,168           39,168           
Cash 1,587           358                1,311             1,672             1,821             
Other current assets 6,625           8,775             8,057             10,033           11,286           
Miscellaneous expenditure -              -                 161                161                161                
Total assets 38,767        42,426          50,684          60,304          69,285          
Free cash flow (Rs mn)
Operating cash flow excl. working capital 9,723           8,474             9,506             11,314           12,648           
Working capital changes (362)             (2,224)            2,612             954                (222)               
Capital expenditure (3,937)          (5,152)            (3,739)            (2,500)            (2,500)            
Free cash flow 5,424          1,099            8,379            9,768            9,926            
Ratios
Operating margin (%) 15.7             11.8               13.1               12.4               12.5               
PAT margin (%) 11.1             8.7                 9.4                 9.9                 9.9                 
Debt/equity (X) 0.1               0.1                 0.0                 0.0                 0.0                 
Net debt/equity (X) (1.0)              (0.7)                (0.8)                (0.9)                (0.9)                
Book Value (Rs/share) 106.6           130.1             155.0             191.2             233.5             
RoAE (%) 52.2             36.3               34.0               34.6               31.1               
RoACE (%) 47.1            33.2              31.5              32.8              30.0              

Source: Company, Kotak Institutional Equities estimates.



Kotak Institutional Equities Research 19

India Daily Summary - September 15, 2008

Tata Communications: Use potential positive development on land as
an opportunity to pare exposure

Kawaljeet Saluja : kawaljeet.saluja@kotak.com, +91-22-6634-1243

Rohit Chordia : rohit.chordia@kotak.com, +91-22-6634-1397

• Government may consider auction of TCOM's surplus land, a positive

• We value surplus land at Rs61.4 bn (Rs 216/ share); net realization for minority
shareholders will likely be Rs140

• No meaningful upside to our target price even in case of immediate auction

The Economic Times reported that the Government may complete the auction of
surplus land of Tata Communications (TCOM) by end-CY2008. We value TCOM's
surplus land at Rs61.4 bn or Rs216 / share. The net realization for minority shareholders
may be lower as an auction land sale may attract capital gains and potential dividend
distribution tax; investors may eventually realize 65% of the sales proceeds. We have
valued surplus land at Rs120 in our model; a 45% discount to the fair value. Our 12-
month fair value of Rs430 may increase by 6% if the land sale were to materialize
immediately, not material in our view. Maintain REDUCE rating.

Newspapers report progress on sale of land. According to newspapers, the
department of telecom (DoT) has asked the revenue department to submit its views on
auctioning the 773 acres lands in four cities by September 15. DoT is preparing a
cabinet note to get the clearance for the auction. The views of the revenue
department, if any, will be included in the cabinet note. Newspaper reports further
indicate that the sale of land may be completed by end-CY2008. We believe that the
auction method is the best way forward as it provides immediate funds to the
Government and the best solution for minority shareholders as compared to other
options suggested in the past including de-merger of surplus land into a separate
company.

We value surplus land at Rs61.4 bn but realization would depend on timing of
auction. VSNL has about 773 acres of surplus land, which we value at Rs60 bn at
today’s property prices. The bulk of our estimated valuation comes from VSNL’s real
estate in Delhi (70 acres in Greater Kailash and 58 acres in Chattarpur). We also clarify
that the Dighi property in Pune may turn out to be more valuable, being a large
contiguous piece of land of 524 acres, which may attract real estate developers to
develop townships. We treat this as raw land currently. Our real estate analyst, Puneet
Jain, suggests that an outright auction of the Delhi (Greater Kailash) plot may be
challenging noting the high ticket size (US$1 bn+) relative to the financial strength of
real estate players and limited scope of funding from banks.

… however, net realization for minority shareholders may be lower. We believe
that the net realizations for minority shareholders may be impacted by (1) capital
gains tax: sale of land may attract capital gains tax of 22%+ educational cess (on
sale proceeds minus indexed cost of purchase of land). We do not have details of cost
of purchase of land but assume that it would not be significant and (2) dividend
distribution tax: the sale proceeds adjusted for capital gains tax may be distributed
to shareholders in the form of dividends. This in turn may attract dividend distribution
tax of 17%. Effectively, minority shareholders may realize only 65% of sale proceeds
unless the Government comes up with better structure.

Current shareholders will benefit. We note that all shareholders of TCOM (barring
the major shareholders—the TATA group) will receive cash as and when the auction is
completed. The government will be the majority shareholder with 51% share; the
balance proceeds will belong to the current minority shareholders (about 29%) and the
shareholders who tendered their shares in the open offer (20%) to the TATA group.

Telecom

Sector coverage view

Price, Rs

Company Rating 12-Sep Target
Bharti  REDUCE 779     840     

Rcom  SELL 391     390     

MTNL  REDUCE 97       100     

VSNL  REDUCE 427     430     

Idea Cellular  REDUCE 83       100     

Cautious
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We estimate value of surplus land at Rs120/share of TCOM
Derivation of value of surplus land held by VSNL

Estimated value

Location (Rs/sq ft) (Rs mn)

Delhi—Greater Kailash 70    3,049        15,000    45,738    

Delhi—Chattarpur 58    2,526        3,000      7,579      

Pune—Dighi 524  22,826      300         6,848      

Kolkata—Halisahar 35    1,533        250         383         

Chennai—Padinallur 86    3,744        250         936         

Total 773 33,678      61,484   

Taxes payable (Rs mn) —

Net value recovered 61,484    

Net value per VSNL share (Rs/share) 216        

Value added to our target price—55% 119        

Source: VSNL open offer document, Kotak Institutional Equities estimates.

Acres (000 sq ft)
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Ratings and other definitions/identifiers

Rating system
Definitions of ratings

BUY. We expect this stock to outperform the BSE Sensex by 10% over the next 12 months.
ADD. We expect this stock to outperform the BSE Sensex by 0-10% over the next 12 months.
REDUCE: We expect this stock to underperform the BSE Sensex by 0-10% over the next 12 months.
SELL: We expect this stock to underperform the BSE Sensexby more than 10% over the next 12 months.

Our target price are also on 12-month horizon basis.

Other definitions
Coverage view. The coverage view represents each analyst’s overall fundamental outlook on the Sector. The coverage view will consist of one of the following designations:
Attractive (A), Neutral (N), Cautious (C).

Other ratings/identifiers
NR = Not Rated. The investment rating and target price, if any, have been suspended temporarily. Such suspension is in compliance with applicable regulation(s) and/or
Kotak Securities policies in circumstances when Kotak Securities or its affiliates is acting in an advisory capacity in a merger or strategic transaction involving this company
and in certain other circumstances.
CS = Coverage Suspended. Kotak Securities has suspended coverage of this company.
NC = Not Covered. Kotak Securities does not cover this company.
RS = Rating Suspended. Kotak Securities Research has suspended the investment rating and price target, if any, for this stock, because there is not a sufficient fundamental
basis for determining an investment rating or target. The previous investment rating and price target, if any, are no longer in effect for this stock and should not be relied
upon.
NA = Not Available or Not Applicable. The information is not available for display or is not applicable.
NM = Not Meaningful. The information is not meaningful and is therefore excluded.

to the specific recommendations or views expressed in this report: Mridul Saggar, Sanjeev Prasad, Aman Batra, Amit Agarwal, Kawaljeet 
Saluja."

"Each of the analysts named below hereby certifies that, with respect to each subject company and its securities for which the analyst is 
responsible in this report, (1) all of the views expressed in this report accurately reflect his or her personal views about the subject 
companies and securities, and (2) no part of his or her compensation was, is, or will be, directly or indirectly, related 

Kotak Institutional Equities Research coverage universe
Distribution of ratings/investment banking relationships

Source: Kotak Institutional Equities. As of June 30, 2008

Percentage of companies covered by Kotak Institutional 
Equities, within the specified category.

Percentage of companies within each category for which 
Kotak Institutional Equities and or its affiliates  has provided 
investment banking services within the previous 12 months.

* The above categories are defined as follows: Buy = OP; 
Hold = IL; Sell = U. Buy, Hold and Sell are not defined 
Kotak Institutional Equities ratings and should not be 
constructed as investment opinions. Rather, these ratings 
are used illustratively to comply with applicable regulations. 
As of 30/06/2008 Kotak Institutional Equities Investment 
Research had investment ratings on 143 equity 
securities.
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Copyright 2008 Kotak Institutional Equities (Kotak Securities Limited). All rights reserved.

Kotak Securities Limited and its affiliates are a full-service, integrated investment banking, investment management, brokerage and financing group. We along with our affiliates
are leading underwriter of securities and participants in virtually all securities trading markets in India. We and our affiliates have investment banking and other business relation-
ships with a significant percentage of the companies covered by our Investment Research Department. Our research professionals provide important input into our investment
banking and other business selection processes. Investors should assume that Kotak Securities Limited and/or its affiliates are seeking or will seek investment banking or other
business from the company or companies that are the subject of this material and that the research professionals who were involved in preparing this material may participate in
the solicitation of such business. Our research professionals are paid in part based on the profitability of Kotak Securities Limited, which include earnings from investment banking
and other business. Kotak Securities Limited generally prohibits its analysts, persons reporting to analysts, and members of their households from maintaining a financial interest in
the securities or derivatives of any companies that the analysts cover. Additionally, Kotak Securities Limited generally prohibits its analysts and persons reporting to analysts from
serving as an officer, director, or advisory board member of any companies that the analysts cover. Our salespeople, traders, and other professionals may provide oral or written
market commentary or trading strategies to our clients that reflect opinions that are contrary to the opinions expressed herein, and our proprietary trading and investing businesses
may make investment decisions that are inconsistent with the recommendations expressed herein. In reviewing these materials, you should be aware that any or all of the
foregoing, among other things, may give rise to real or potential conflicts of interest. Additionally, other important information regarding our relationships with the company or
companies that are the subject of this material is provided herein.

This material should not be construed as an offer to sell or the solicitation of an offer to buy any security in any jurisdiction where such an offer or solicitation would be illegal. We
are not soliciting any action based on this material. It is for the general information of clients of Kotak Securities Limited. It does not constitute a personal recommendation or take
into account the particular investment objectives, financial situations, or needs of individual clients. Before acting on any advice or recommendation in this material, clients should
consider whether it is suitable for their particular circumstances and, if necessary, seek professional advice. The price and value of the investments referred to in this material and
the income from them may go down as well as up, and investors may realize losses on any investments. Past performance is not a guide for future performance, future returns are
not guaranteed and a loss of original capital may occur. Kotak Securities Limited does not provide tax advise to its clients, and all investors are strongly advised to consult with their
tax advisers regarding any potential investment.

Certain transactions -including those involving futures, options, and other derivatives as well as non-investment-grade securities - give rise to substantial risk and are not suitable
for all investors. The material is based on information that we consider reliable, but we do not represent that it is accurate or complete, and it should not be relied on as such.
Opinions expressed are our current opinions as of the date appearing on this material only. We endeavor to update on a reasonable basis the information discussed in this material,
but regulatory, compliance, or other reasons may prevent us from doing so. We and our affiliates, officers, directors, and employees, including persons involved in the preparation
or issuance of this material, may from time to time have “long” or “short” positions in, act as principal in, and buy or sell the securities or derivatives thereof of companies
mentioned herein. For the purpose of calculating whether Kotak Securities Limited and its affiliates holds beneficially owns or controls, including the right to vote for directors, 1%
of more of the equity shares of the subject issuer of a research report, the holdings does not include accounts managed by Kotak Mahindra Mutual Fund.Kotak Securities Limited
and its non US affiliates may, to the extent permissible under applicable laws, have acted on or used this research to the extent that it relates to non US issuers, prior to or
immediately following its publication. Foreign currency denominated securities are subject to fluctuations in exchange rates that could have an adverse effect on the value or price
of or income derived from the investment. In addition , investors in securities such as ADRs, the value of which are influenced by foreign currencies affectively assume currency risk.
In addition options involve risks and are not suitable for all investors. Please ensure that you have read and understood the current derivatives risk disclosure document before
entering into any derivative transactions.

This report has not been prepared by Kotak Mahindra Inc. (KMInc). However KMInc has reviewed the report and, in so far as it includes current or historical information, it is
believed to be reliable, although its accuracy and completeness cannot be guaranteed. Any reference to Kotak Securities Limited shall also be deemed to mean and include Kotak
Mahindra Inc.

Kotak Securities Ltd.
Bakhtawar, 1st floor, 229 Nariman Point, Mumbai 400 021, India. Tel: +91-22-6634-1100 Fax: +91-22-2288-6453

Corporate Office Overseas Offices
Kotak Securities Ltd. Kotak Mahindra (UK) Ltd. Kotak Mahindra Inc.

Bakhtawar, 1st Floor 6th Floor, Portsoken House 50 Main Street, Suite No.310
229, Nariman Point 155-157 The Minories Westchester Financial Centre
Mumbai 400 021, India London EC 3N 1 LS White Plains, New York 10606
Tel: +91-22-6634-1100 Tel: +44-20-7977-6900 / 6940 Tel: +1-914-997-6120


	India Daily
	Economy
	Cairn India
	Hindustan Unilever
	Hero Honda
	Tata Communications
	Valuation Summary
	Disclosures

