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Some global and national developments—and their likely impact on cigarette smoking / ITC 

 New set of graphic warnings on cigarette packs in US from September 2012. The US 
Department of Health and Human Services recently released new set of pictorial warnings that 
would be put on cigarette packs from September 2012. These pictures are harsher and would 
potentially cover upper half of the front and back of the cigarette pack as well as 20% of the 
space in cigarette advertisements.  

The pictorial warnings in India today are relatively benign and new set of graphics are slated to 
be issued from December 2011. While this could be perceived as incrementally negative, we are 
not worried as ~70% of cigarette sales in India still continue to be in single sticks (limited 
exposure of the pack to the smoker). 

 Proposal for plain packaging for cigarettes in Australia. Media reports suggest that 
Australia is likely to introduce plain packaging for cigarettes in 2012 (continuation of the 
implementation of WHO rules on tobacco regulation). While this is likely to be contested by 
tobacco companies, we believe that even if a diluted version of this gets implemented, it will set 
a precedent globally and put pressure on other governments (including India) to endorse it 
given the negative social connotations attached with cigarette smoking. 

 Request from Kerala Chief Minister to Prime Minister to ban tobacco usage. The recent 
request from the Kerala CM to ban tobacco usage nationally is incrementally worrying; however, 
in our view, implementation of the same is difficult given the significant contribution made by 
cigarettes towards excise collection (~8% of central excise collection and ~10% of Kerala State 
sales tax collection). If a state-level ban is issued (a la liquor ban in Gujarat), it would be 
significantly negative for ITC as Kerala contributes ~12% of its overall sales. However, we 
highlight that even an implementation of ban on public smoking has not been effective in most 
states. 
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Some topical issues surrounding ITC cigarettes. (1) Harsh set of graphic warnings on 
cigarette packs in US to be implemented w.e.f. September 2012, (2) Australia could set 
a precedent in stricter norms for cigarette packaging (proposal for plain packaging), (3) 
request from Kerala Chief Minister to Prime Minister to ban tobacco usage. We are not 
worried on the likely introduction of new pictorial warnings in India w.e.f. December 
2011 as ~70% of cigarette sales are in single sticks. Moreover, cigarette taxation is 
important for government finances (~8% of central excise collection). Earnings visibility, 
increasing RoEs and potential for increase in payout are positives. ADD. 

 

ITC
Stock data Forecasts/Valuations 2011 2012E 2013E

52-week range (Rs) (high,low) EPS (Rs) 6.5 8.0 9.1
Market Cap. (Rs bn) 1,501.7 EPS growth (%) 22.1 23.1 13.5

Shareholding pattern (%) P/E (X) 30.1 24.5 21.5
Promoters 0.0 Sales  (Rs bn) 211.7 248.3 286.8
FIIs 14.4 Net profits (Rs bn) 49.9 61.4 69.7
MFs 3.1 EBITDA (Rs bn) 74.5 92.5 105.6

Price performance (%) 1M 3M 12M EV/EBITDA (X) 19.6 15.7 13.6
Absolute 4.1 10.9 30.6 ROE (%) 34.3 37.3 36.2
Rel. to BSE-30 4.3 14.4 25.8 Div. Yield (%) 2.3 1.9 2.3

Company data and valuation summary
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Retain ADD; earnings visibility and potential for increase in payout are positives 

We retain earnings estimates (EPS of Rs8 and Rs9.1 for FY2012E and FY2013E, respectively); 
maintain ADD rating and TP of Rs230. We model cigarette volume growth of 5% and 4% in 
FY2012E and FY2013E, respectively. We also expect break-even in ‘Other FMCG’ business in 
FY2013E. We value ITC on P/E (25X) as our underlying themes on ITC are intact, (1) strong 
EPS CAGR of ~18% over FY2011-13E, (2) sustaining strong trends in cigarettes, (3) likely 
improvement in RoCE and (4) higher dividend payout.  

Key risks are (1) unexpected higher losses in other FMCG, and (2) any aggressive marketing 
strategy (including trade discounting) by Philip Morris to promote Marlboro. 

 

New graphic warnings on cigarette packs to be released in US from September 2012 
 

 

Source: Media reports, Kotak Institutional Equities 

 

 

Current pictorial warnings on cigarette packs in India 
 

 

Source: Media reports, Kotak Institutional Equities 
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Pictorials are more of a recent phenomenon 
Countries requiring pictorial warnings on cigarette packs 
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Source: Canadian Cancer Society, Kotak Institutional Equities 

 

Kerala is one of the highest contributors to ITC’s sales 
Break-up of ITC’s sales by states 

` Contribution to
ITC cigarette sales

State/region (Value, %)
Andhra Pradesh 13                          
Kerala 12                          
Tamilnadu 11                          
Karnataka 9                            
Maharashtra 9                            
West Bengal 8                            

Haryana 4                            
Uttar Pradesh 4                            
Bihar 3                            
Chattisgarh 3                            
Gujarat 3                            
Madhya Pradesh 3                            
Rajasthan 3                            
Himachal Pradesh 2                             

Source: Kotak Institutional Equities estimates 
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Gujarat, HP, Bihar and Rajasthan have hiked VAT on cigarettes 
 

Whether budget presented or not

State/region Yes / No Any recent change in VAT
Andhra Pradesh 12.5 Yes No
Bihar 13.5 Yes Yes, increased from 12.5%
Chattisgarh 12.5 Yes No
Gujarat 25.0 Yes Yes, increased from 20%
Haryana 20.0 Yes No
Himachal Pradesh 16.0 Yes Yes, increased from 13.75%
Karnataka 15.0 Yes No
Kerala 12.5 No No
Madhya Pradesh 12.5 Yes No
Maharashtra 20.0 Yes No
Rajasthan 40.0 Yes Yes, increased from 20%
Tamilnadu 12.5 No No
Uttar Pradesh 13.5 Yes No
West Bengal 12.5 No No

 Current VAT on 
cigarettes 

 

Source: Kotak Institutional Equities 

 

 

 

Cigarette volumes have remained resilient  
Cigarette volumes growth, average retail price increase and real per capita income growth (%) 
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Source: Kotak Institutional Equities estimates 
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CAGR excise increase is in line with inflation of 6% suggesting a rational approach to cigarette 
taxation 
Average excise increase and inflation for FY1994-2012E (%) 
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Source: Kotak Institutional Equities 

 

 

Cigarette volume growth is key  
ITC PE, X (RHS) and ITC cigarette volume growth, % (RHS)  
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Source: Kotak Institutional Equities estimates 
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Dividend payout could potentially increase 
Dividend payout ratio, March fiscal year-ends, 2000-2013E (%) 
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Source: Kotak Institutional Equities estimates 

 

 

Improving ROCE levels 
ROCE, March fiscal year-ends, 2005 - 2012E (%) 
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Source: Kotak Institutional Equities estimates 
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ITC’s earnings witnessed significant upgrades in FY2010-12E 
Consensus EPS estimates, March fiscal year-ends, 2010-12E (Rs) 
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Source: Bloomberg 

 

 

Limited potential for earnings upgrades in FY2012E 
ITC’s earnings growth, March fiscal year-ends, 2003 - 2012E (%) 
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Source: Company, Kotak Institutional Equities estimates 
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ITC: Profit model, balance sheet, cash flow model 2007-2014E, March fiscal year-ends (Rs mn) 
 

2007 2008 2009 2010 2011E 2012E 2013E 2014E
Profit model (Rs mn)

Net sales 123,693 140,012 156,119 181,532 211,676 248,306 286,779 329,363

EBITDA 39,700 44,703 48,686 60,936 71,534 87,805 99,836 116,917

Other income 3,365 6,109 5,349 6,034 8,188 9,576 10,956 12,411

Interest (169) (173) (284) (730) (481) (592) (590) (587)

Depreciation (3,629) (4,385) (5,494) (6,087) (6,560) (7,398) (8,180) (9,040)

Pretax profits 39,267 46,255 48,258 60,153 72,682 89,391 102,023 119,702

Tax (12,267) (14,517) (15,622) (19,543) (22,806) (28,001) (32,325) (37,889)

Net profits 27,000 31,738 32,636 40,610 49,876 61,390 69,697 81,813

Earnings per share (Rs) 3.6 4.2 4.3 5.4              6.5              8.0 9.1 10.6

Balance sheet (Rs mn)

Total equity 104,371 120,577 137,351 140,644 150,564 178,185 207,358 261,570

Deferred taxation liability 4,729 5,451 8,672 7,850 7,850 7,850 7,850 7,850

Total borrowings 2,009 2,144 1,776 1,077 1,077 1,077 1,077 1,077

Currrent liabilities 38,576 44,323 47,036 80,482 71,402 69,867 76,890 79,397

Total liabilities and equity 149,684 172,495 194,835 230,053 230,893 256,979 293,176 349,894

Cash 9,002 5,703 10,310 11,263 6,023 13,931 31,239 69,248

Current assets 53,896 64,490 71,287 70,008 67,714 78,300 90,379 100,138

Total fixed assets 56,109 72,956 84,860 91,514 99,887 107,479 114,289 123,239

Investments 30,678 29,346 28,378 57,269 57,269 57,269 57,269 57,269

Total assets 149,684 172,495 194,834 230,053 230,893 256,979 293,176 349,894

Free cash flow (Rs mn)

Operating cash flow 31,040 37,112 41,493 49,850 57,561 70,484 79,290 92,668

Working capital (8,667) (6,634) (4,991) 6,541 5,951 (4,001) (4,292) (2,643)

Capital expenditure (15,702) (21,239) (17,407) (12,751) (14,943) (15,000) (15,000) (18,000)

Free cash flow 6,672 9,238 19,095 43,640 48,570 51,484 59,998 72,025

Key ratios (%)

Sales growth 26.3             13.2             11.5             16.3             16.6             17.3             15.5             14.8             

EBITDA margin 32.1             31.9             31.2             33.6             33.8             35.4             34.8             35.5             

EPS growth 20.1             17.1             2.8               23.8             20.8             23.1             13.5             17.4              

Source: Kotak Institutional Equities estimates 
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"I, Manoj Menon, hereby certify that all of the views expressed in this report accurately reflect my personal views about the 
subject company or companies and its or their securities. I also certify that no part of my compensation was, is or will be, 
directly or indirectly, related to the specific recommendations or views expressed in this report." 
 
 
 
Kotak Institutional Equities Research coverage universe
Distribution of ratings/investment banking relationships

Source: Kotak Institutional Equities As of June 30, 2010

* The above categories are defined as follows: 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 Sensex by more then 10% over the next 12 months. These 
ratings are used illustratively to comply with applicable 
regulations. As of 30/06/2010 Kotak Institutional Equities 
Investment Research had investment ratings on 150 equity 
securities.

Percentage of companies covered by Kotak Institutional Equities, 
within the specified category.
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Ratings and other definitions/identifiers 

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 Sensex by 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, Neutral, Cautious. 

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. 

 



 

 

 

 

 

 

 

 

 

 

Corporate Office Overseas Offices 

Kotak Securities Ltd. 

Bakhtawar, 1st Floor 

229, Nariman Point 

Mumbai 400 021, India 

Tel: +91-22-6634-1100 

 Kotak Mahindra (UK) Ltd 

6th Floor, Portsoken House 

155-157 The Minories 

London EC 3N 1 LS 

Tel: +44-20-7977-6900 / 6940 

Kotak Mahindra Inc 

50 Main Street, Suite No.310 

Westchester Financial Centre 

White Plains, New York 10606 

Tel:+1-914-997-6120 
 

Copyright 2010 Kotak Institutional Equities (Kotak Securities Limited). All rights reserved. 

1. Note that the research analysts contributing to this report may not be registered/qualified as research analysts with FINRA; and 

2. Such research analysts may not be associated persons of Kotak Mahindra Inc and therefore, may not be subject to NASD Rule 2711 restrictions on 
communications with a subject company, public appearances and trading securities held by a research analyst account. 

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 relationships 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. 

 


