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Indian Consumer
Unduly De-rated; Revisiting the Drawing Board

m Stellar 1Q, butignored — Markets have continued to ignore the significant pick-up
in the growth profile of Indian consumer companies — 1QFYO8 was a stellar  Princy Singh?
quarter, with all companies beating our (& Street) estimates handsomely (for HUL,  +91-22-6631-9871
Apr-Jun07 earnings grew fastest in last six years). Competition has become more princy.singh@citi.com
rational, allowing for pricing power; margins are improving despite cost pressures. Pragati Khadse!

+91-22-6631-9856
m Valuations have shrunk, focus on earnings quality — Sector absolute and relative pragati.khadse@citi.com

valuations are near historic lows, and while the sector de-rating was quick following .

L . ) Aditya Mathur!
irrational competition (P&G, HLL price war) and growth slowdown, the market has aditya.mathur@citi.com
been slow to reward a turn in fundamentals. Quality of earnings (pick-up in core ) '
businesses, corporate governance, ROE) seem to have been largely ignored.

m Free cash flow, dividend yield support — Sector offers average free cash yield of
5% and avg div yield of ~3%. Most companies offer free cash yield of 6%-8%.

m Outlook remains robust — We polled consumer company managements recently —
the growth outlook remains strong, the margins outlook is selectively improving,
more price hikes are not ruled out and earnings windfalls await in the event of
input commodity prices cool off.

m Top picks — 1) HUL: Earnings picking up, share buybacks support, attractive
valuations; 2) ITC: Cigarette volumes and margins look to surprise positively,
attractive valuations; 3) Tata Tea: Net cash of Rs200 per share (30% of market
cap), core business available at 9xFYO8 P/E; 4) United Spirits: 41% 3-year EPS
CAGR, potential positive earnings surprises.

Figure 1. Indian Consumer Top Picks Valuation Summary

RIC Mkt Cap  Price P/E (x) EV/EBITDA Div. YId. (%) RoE (%) RoCE
Target (x) (%)

Company Code Rating (USDM) (Rs) FYO8E FYQ9E FYOSE FYO8E FYOSE FYQ9E
Hindustan HLL.BO 1L 10,305 254 209 18.0 17.9 41% 80.7% 83.6%
Unilever

ITC ITC.BO 1L 14,015 195 195 163 12.4 22% 21.2% 24.7%
gnjt%d UNSP.BO 1L 3,086 1,463 314 223 19.7 0.0% 17.1% 10.7%

pirits
Tata Tea TTTE.BO 1L 954 1,045 11.8 8.3 4.2 2.3% 52.9% 8.1%

Source: Company Reports and Citigroup Investment Research estimates
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Fundamentals are improving.....

Sector sales growth over the last eight

. Figure 2. CIR Consumer Universe Sales Growth (% Figure 3. CIR Consumer Universe EBITDA Growth
quarters has remained over 15%.

. . YoY) (% YoY)
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Figure 4. CIR Consumer Universe PAT Growth (%  Figure 5. CIR Consumer Universe Ghange in EBIT
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...... but valuations have remained depressed
Sector valuations are near historic . . .
. Figure 6. Consumer Sector P/E Bands Figure 7. Consumer Sector P/E Relative to Sensex
lows, both on absolute basis and PIE (%)
relative to Sensex. While the market y
was quick to de-rate the sector (Rsm) )
following slow growth and irrational e 7
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Figure 8. Indian Consumer Sector Valuation Summary

Company RIC  Rating Mkt Cap Target P/E (x) EV/EBITDA (x) Dividend Yield (%)  RoE (%) RoCE (%)

Code (USDM) Price  FYO8E FYO09E FYO8E FYOOE FYO8E FYO8E FYOSE
Asian Paints ASPN.BO 1L 2,171.0 1,028 26.8 23.5 16.6 14.2 1.9% 41.5% 75.5%
Britannia Industries BRIT.BO 1L 925.7 1,825 20.3 15.2 15.7 11.1 1.1% 27.3% 42.3%
Colgate Palmolive (India)  COLG.BO 1L 1,222.8 482 19.7 17.2 18.2 15.2 3.1% 82.6% NC
Dabur India DABU.BO 1L 2,060.1 125 24.3 19.7 19.1 17.0 1.9% 711.7% 47.5%
Godrej Consumer GOCP.BO 1L 755.2 172 20.3 17.4 15.2 13.0 3.0% 107.5% 63.6%
GSK Consumer GLSM.BO 1L 610.9 770 14.7 13.6 8.7 1.5 3.8% 27.1% 22.4%
Hindustan Unilever HLL.BO 1L 10,305.0 254 20.9 18.0 17.9 15.2 4.1% 80.7% 83.6%
ITC ITC.BO 1L 14,015.2 195 19.5 16.3 12.4 10.0 2.2% 27.2% 24.7%
United Spirits UNSP.BO 1L 3,086.1 1,463 31.4 22.3 19.7 15.0 0.0% 17.1% 10.7%
Marico MRCO0.BO 1L 847.0 74 23.3 19.3 13.8 11.5 2.2% 65.4% 36.7%
Nestle India NEST.BO 1L 2,758.1 1,244 22.0 18.8 13.4 11.3 3.0% 102.2% 253.8%
Tata Tea TTTE.BO 1L 954.3 1,045 11.8 8.3 4.2 3.0 2.3% 52.9% 8.1%
Average 213 17.5 14.6 12.0 2.4% 58.6% 92.0%

Source: Company Reports and Citigroup Investment Research estimates

Free cash yield and dividend support

Indian Consumer sector offers strong

free cash and dividend yield support, Figure 9. Indian Consumer Stocks Dividend Yield  Figure 10. Indian Consumer Stocks Free Cash
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Management outlook remains robust
We recently polled managements of ] .
yP ) g Figure 11. Summary of Consumer Company Management Meetings / Polls
key consumer companies. Growth
outlook remains robust across the Company Recent Management Comments
: ; : Asian Paints Expect to grow over 15%. Margins may improve as some raw material prices have cooled
board, Whllelcomplanles selecltlvely off and operating leverage from international business
expect margins to improve going Dabur Expect sales growth of 18%-20% and stable to improving margins. Strong growth across
forward all key segments
GSK Consumer Sales growth to remain robust, 7%-8% volume growth and 4%-5% price hikes to 12%-

13% sales growth. Price hikes to mitigate raw material cost pressures, margins to
remain stable

Marico Sales growing close to 20%, underlying volume growth of 14%. Can take price hikes
easily, not just to pass on cost pressures but also to improve margins
Godrej Consumer Sales growth to remain strong — re-launch and re-positioning of high end hair color
brand revive to curb market share losses. Margins likely to expand going forward
HUL Sales growth momentum remains strong, company gaining market share in key segments.

Will mitigate raw material costs through further price hikes

Source: Company Reports
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Top Picks

Hindustan Unilever

Growth turning around: Sales and earnings growth momentum is picking up.
EBITDA profits in Apr-Jun07 quarter grew 23.5%, highest in the last six
years. After significant investment behind brands, HUL seems to be now in a
position to scale back its ad spend (already coming off a high base), which
should aid margins further.

Valuations seem attractive: Valuations have abated and the stock trades near
historical lows. Premium to Sensex has shrunk to only 25%, against historical
average of about 80%-100%.

Stock buyback support: Company has announced a share buyback from the
market up to Rs230 per share, which should provide downside support to the
stock. We have a price target of Rs254.

Figure 12. HLL P/E Bands Figure 13. HLL Stock Price Performance

(%) M 6M 12M
Absolute (0.6) (4.6) (14.9)
Rel. to Sensex (2.2) (4.7) (32.1)

Source: Bloomberg; CIR estimates Source: Powered by dataCentral

ITC

m Expect positive volume and margin surprises: ITC's cigarette volumes

surprised positively in 1QFYO8E, which we believe set an undertone for the
full year. We also expect cigarette EBIT margins to surprise positively, given
that cigarette price hikes are heavily loaded in favor of the mid segment
which is almost 65% of volumes.

Foods business break even to aid margins: Foods business losses are
declining and ITC management expect it to break even by end FYO8E. This
should be a major milestone for the company and would boost sentiment.

Valuations look attractive: Stock price has declined by almost 14% over last
four weeks following strong 1Q results, providing a good entry opportunity, in
our view. Stock is currently trading at P/E of 16.3xFYO9E. We have a price
target of Rs195.
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Figure 14. ITC P/E Bands Figure 15. ITC Stock Price Performance
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Source: Bloomberg; CIR estimates Source: Powered by dataCentral

Tata Tea
m Cash of Rs200 per share: Tata Tea will have net cash of about Rs200 per

share (net of debt) once money from its Glaceu stake sale to Coke flows in
around Oct-Nov 2007. This cash represents almost 30% of company’s market
cap. While Tata Tea may not retire debt, earnings growth should accelerate,
aided by yield on excess cash.

m Chances of a potential leveraged acquisition diminishing: With the current
global credit environment, we believe that chances of Tata Tea making a
potentially large leveraged acquisition in the international market have
diminished. This should improve sentiment and lift a potential overhang on
the stock.

m Attractively Valued: The stock looks attractively valued at a P/E of 8.3x FYO9E,
the lowest amongst our consumer universe and near its historic lows. We
have a price target of Rs1,045.

Figure 16. Tata Tea P/E Bands Figure 17. Tata Tea Stock Price Performance
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Source: Bloomberg; CIR estimates Source: Powered by dataCentral

United Spirits

m Solid earnings growth profile: United Spirits is amongst the best leveraged

I

stock to Indian consumption growth and young population profile. We expect
strong demand for branded liquor and improving margins to drive 41% EPS
CAGR over FYO7-FY10E.
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m Positive earnings surprises: UNSP has historically surprised positively on
earnings, and we believe that there are ample levers in place for the company
to further surprise positively. Key positive surprise is likely on earnings of
Whyte & Mackay (acquired recently) — management has guided at GBP50m
EBITDA for FYO8E, which we believe could be beaten materially given that
scotch prices have continued to increase post the acquisition.

m Potential treasury stock sale to prepay debt: Management has indicated that
they are likely to pre-pay debt raised for the Whyte & Mackay acquisition.
This could happen through a combination of sale of treasury stock and
raising funds through a potential listing of Whyte & Mackay. An earlier-than-
anticipated debt pay-down would boost earnings and the stock price. We
have a price target of Rs1,463.

Figure 18. United Spirits P/E Bands Figure 19. United Spirits Stock Price Performance
(Rs) (%) M 6M 12M
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We, Princy Singh and Pragati Khadse, research analysts and the authors of this report, hereby certify that all of the views expressed in this
research report accurately reflect our personal views about any and all of the subject issuer(s) or securities. We also certify that no part of
our compensation was, is, or will be directly or indirectly related to the specific recommendation(s) or view(s) in this report.

IMPORTANT DISCLOSURES

Citigroup Global Markets Inc. or its affiliates beneficially owns 1% or more of any class of common equity securities of Britannia Industries, Colgate Palmolive (India) and
United Spirits. This position reflects information available as of the prior business day.

Citigroup Global Markets Inc. or its affiliates has received compensation for investment banking services provided within the past 12 months from Asian Paints, Britannia
Industries, Colgate Palmolive (India), Dabur India, GlaxoSmithKline Consumer, Godrej Consumer Products, Hindustan Unilever, ITC, Marico, Nestle India and Tata Tea.

Citigroup Global Markets Inc. or its affiliates expects to receive or intends to seek, within the next three months, compensation for investment banking services from
Hindustan Unilever, Nestle India and Tata Tea.

Citigroup Global Markets Inc. or an affiliate received compensation for products and services other than investment banking services from Asian Paints, Britannia
Industries, Colgate Palmolive (India), Dabur India, GlaxoSmithKline Consumer, Godrej Consumer Products, Hindustan Unilever, ITC, Marico, Nestle India and Tata Tea in the
past 12 months.

Citigroup Global Markets Inc. currently has, or had within the past 12 months, the following company(ies) as investment banking client(s): Asian Paints, Britannia
Industries, Colgate Palmolive (India), Dabur India, GlaxoSmithKline Consumer, Godrej Consumer Products, Hindustan Unilever, ITC, Marico, Nestle India, Tata Tea and
United Spirits.

Citigroup Global Markets Inc. currently has, or had within the past 12 months, the following company(ies) as clients, and the services provided were
non-investment-banking, securities-related: Asian Paints, Britannia Industries, Dabur India, GlaxoSmithKline Consumer, Godrej Consumer Products, Hindustan Unilever,
ITC, Marico, Nestle India and Tata Tea.

Citigroup Global Markets Inc. currently has, or had within the past 12 months, the following company(ies) as clients, and the services provided were
non-investment-banking, non-securities-related: Asian Paints, Britannia Industries, Colgate Palmolive (India), Dabur India, GlaxoSmithKline Consumer, Godrej Consumer
Products, Hindustan Unilever, ITC, Marico, Nestle India and Tata Tea.

Citigroup Global Markets Inc. or an affiliate received compensation in the past 12 months from Marico and United Spirits.

Analysts' compensation is determined based upon activities and services intended to benefit the investor clients of Citigroup Global Markets Inc. and its affiliates ("the
Firm"). Like all Firm employees, analysts receive compensation that is impacted by overall firm profitability, which includes revenues from, among other business units, the
Private Client Division, Institutional Sales and Trading, and Investment Banking.

For important disclosures (including copies of historical disclosures) regarding the companies that are the subject of this Citigroup Investment Research product ("the
Product"), please contact Citigroup Investment Research, 388 Greenwich Street, 29th Floor, New York, NY, 10013, Attention: Legal/Compliance. In addition, the same
important disclosures, with the exception of the Valuation and Risk assessments and historical disclosures, are contained on the Firm's disclosure website at
www.citigroupgeo.com. Private Client Division clients should refer to www.smithbarney.com/research. Valuation and Risk assessments can be found in the text of the most
recent research note/report regarding the subject company. Historical disclosures (for up to the past three years) will be provided upon request.

Citigroup Investment Research Ratings Distribution

Data current as of 19 July 2007 Buy Hold Sell
Citigroup Investment Research Global Fundamental Coverage (3320) 47% 39% 14%
% of companies in each rating category that are investment banking clients 71% 70% 70%
India -- Asia Pacific (144) 64% 11% 25%
% of companies in each rating category that are investment banking clients 89% 94% 83%

Guide to Fundamental Research Investment Ratings:

Citigroup Investment Research's stock recommendations include a risk rating and an investment rating.

Risk ratings, which take into account both price volatility and fundamental criteria, are: Low (L), Medium (M), High (H), and Speculative (S).

Investment ratings are a function of Citigroup Investment Research's expectation of total return (forecast price appreciation and dividend yield within the next 12 months)
and risk rating.

For securities in emerging markets (Asia Pacific, Emerging Europe/Middle East/Africa, and Latin America), investment ratings are: Buy (1) (expected total return of 15% or
more for Low-Risk stocks, 20% or more for Medium-Risk stocks, 30% or more for High-Risk stocks, and 40% or more for Speculative stocks); Hold (2) (5%-15% for
Low-Risk stocks, 10%-20% for Medium-Risk stocks, 15%-30% for High-Risk stocks, and 20%-40% for Speculative stocks); and Sell (3) (5% or less for Low-Risk stocks,
10% or less for Medium-Risk stocks, 15% or less for High-Risk stocks, and 20% or less for Speculative stocks).

Investment ratings are determined by the ranges described above at the time of initiation of coverage, a change in investment and/or risk rating, or a change in target
price (subject to limited management discretion). At other times, the expected total returns may fall outside of these ranges because of market price movements and/or
other short-term volatility or trading patterns. Such interim deviations from specified ranges will be permitted but will become subject to review by Research Management.
Your decision to buy or sell a security should be based upon your personal investment objectives and should be made only after evaluating the stock's expected
performance and risk.

Guide to Corporate Bond Research Credit Opinions and Investment Ratings:

Citigroup Investment Research's corporate bond research issuer publications include a fundamental credit opinion of Improving, Stable or Deteriorating and a
complementary risk rating of Low (L), Medium (M), High (H) or Speculative (S) regarding the credit risk of the company featured in the report. The fundamental credit
opinion reflects the CIR analyst's opinion of the direction of credit fundamentals of the issuer without respect to securities market vagaries. The fundamental credit
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opinion is not geared to, but should be viewed in the context of debt ratings issued by major public debt ratings companies such as Moody's Investors Service, Standard
and Poor's, and Fitch Ratings. CBR risk ratings are approximately equivalent to the following matrix: Low Risk Triple A to Low Double A; Low to Medium Risk High Single
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