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ITC likely to outperform HUL

* We continue to remain positive on both HUL and ITC in the FMCG sector over
the long term and expect them to outperform broader markets.

* We believe strong rural demand (largely inelastic demand), strong pipeline of
iInnovations targeting the upper end of the urban consumer, and sharp fall in
raw material prices will continue to be strong growth drivers for both.

* However, over the medium term, we expect ITC to outperform HUL:

#* HUL unlikely to re-rate: HUL outperformed Sensex by —70% over the past one
year, and is trading near its peak at over 150% premium over Sensex. Factors like
imminent price cuts/promotions by Procter & Gamble (P&G) and regional players,
slowing volume growth for HUL, loss of market share in key categories, and a less
harsh winter (HUL's personal care growth is likely to take a hit in Dec quarter) are
likely to cap any significant upsides to HUL from current levels on an absolute
basis.

#+ ITC likely to re-rate: ITC has been trading at lower end of its trading band at 17x
one year forward P/E and has underperformed HUL by —40% over the past one
year. We expect ITC to re-rate from current levels as good performance in
cigarettes gets rewarded, supplemented with the likelihood of a soft budget for
cigarettes (in June/July) and easing of FMCG losses , coupled with gains in market
share in soaps and shampoo (already at ~2.5%; up from —1.5%, a quarter back).



Reason #1 - Pricing power comes to the fore @ Edelweiss
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* Pricing power of ITC is stronger than HUL, given relatively in-elastic demand
profile of cigarettes and ITC's —80% market share. This translates into
increasing margins for ITC.

* We expect HUL to face pressure as both P&G and regional players like Ghadi,
Cavin Care will resort to price cuts/promotions in order to gain market share
(it has already started in the soaps). HUL has already cut prices of Lifebuoy.
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Reason #2 — Volume game G Edelweiss
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% ITC’s price hikes in its bread and butter cigarettes segment (contributes
~80% of ITC’s EBIT) hasn’t affected volumes in a significant manner.

* —19% volume decline in FYO8 (as against consensus expectations of 5-7%).

+ —~3% volume decline expected in FY0O9 (as against consensus expectations of 8-10%
initially).

%+ Ban on public smoking had a negligible impact in the first three months.

# HUL is facing pressure on volumes post price hikes in various categories.

HUL - 2% volume growth — CY0S8

1.2 Volume growth for key catagories for HUL
9.9 Category CYO05 CY06 CcYo7
Soaps 1.0 5.8 1.5
g 8.6 Detergents 10.6 7.5 6.5
Personal Care 26.0 21.7 10.0
7.3 Tea 11.5 (7.3) (6.5)
Coffee 0.6 0.8 (7.6)
6.0

Qi1cyos Q2cYos Q3CY08

— HUL - % increase in volume .
Source: Edelweiss research, Company
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Reason #3 - Creator of new brands/ new product

% ITC has clearly been the best FMCG company in terms of creation of new
brands and successful entry in new categories.

* Key successes of ITC: Salty snacks (Bingo has sales of ~INR 3 bn with a
~13% market share), Confectionaries (Candyman and Minto are market
leaders with sales of INR 2 bn), Biscuits (Sunfeast is the number three player
with sales of ~INR 10 bn), staples (Aashirwad has more than 50% market
share with sales of INR 9 bn).

* It has already gained —2.5% market share in soaps within 1 year of launch
and plans to reach —3.5% market share within the next two quarters.

% ITC has done this by the right product mix, aggressive ad budgets and
innovative distribution strategy.

* We like the aggressiveness of ITC in gaining market share.

* Entry of HUL into malted beverages and nutrition-based snack foods by
‘Amaze’ brand is yet to be successful and has remained in the test marketing
phase for more than nine months.



Reason #4 - Increasing market share @ Ea(sjc?atlevylees Ip“j’tg

* ITC’s value market share has risen from 67%0 in FY1994 to —80% in FY0S8
and volume market share has risen from 60% in FY1994 to —70% in FYOS8.

* HUL has reported loss of market share across most of its categories.

ITC — cigarettes market share Declining market share for HUL — risk further increases in
a soft raw material scenario

920 HUL -Market Sep-08 Jun-08 Q-0-Q Sep-07 Y-0-Y
shares Qtr Qtr Change Qtr Change

80 (bps) (bps)
Laundry 37.9 38.3 (40.0) 37.0 90.0

70 — Personal Wash 50.3 52.7 (240.0) 53.2 (290.0)
’_/—/ Hair 46.1 46.5 (40.0) 47.7 (160.0)

60 Skin Care * 52.7 53.4 (70.0) 55.0 (230.0)
50 Toothpaste 29.6 30.0 (40.0) 30.0 (40.0)
IR er 223 g Y9I L EN R Tea 23.3 23.2 10.0 23.4 (10.0)
It a@fdaTodtaaoTooatd Instant Coffee 47.1 46.9 20.0 46.5 60.0
Volume Value Source: Edelweiss research, Company
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Reason #5 - We like the aggression of ITC

<
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# In terms of advertising, ITC was the number four advertiser in CYO8 and the
second most aggressive in terms of jump in yearly ranking after Vodafone.

* What is heartening to see is that this aggressiveness is actually working for
ITC in terms of gains in market share. HUL has maintained its number one

slot.
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Reason #6 - Higher competitive intensity from P&G

* P&G (USD 83.5 bn FMCG behemoth) COO, Robert McDonald in his visit to
India last month has clearly stated that India is one of the most important
countries in P&G’s expansion strategy.

* In India, P&G is present in merely eight different categories, as opposed to
21 categories in the US. We expect P&G to enter new categories.

% P&G COO expects that in the next 3-to-5 years, the Indian business of P&G
can be the size of its business in Russia and China. This can be a significant
risk factor for HUL as it has very large market share in most of the

categories.
HUL’s market share could be at further risk due to P&G Sep-08 Qtr
Laundry 37.9
Personal Wash 50.3
Hair 46.1
Skin Care (12 mth MAT) 52.7
Toothpaste 29.6
Tea 23.3
Instant Coffee 47.1

Source: Edelweiss research, Company



Reason #7 - Low regulatory risk in cigarettes in FY10 G Edelweiss
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% We see a low probability of an adverse budget for cigarettes in FY10.

% The first budget after elections has traditionally been a soft budget. The
likelihood of soft budget is even higher for the tobacco sector due to the
electorally important tobacco farmer community.

% ITC contributes close to ~6% to the central exchequer.

* The Government is unlikely to take an adverse stand for three years in a row
as Government also suffers as volumes take a hit and some migration
happens to other forms of tobacco which are highly inefficient in terms of
excise (like Bidis).
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Reason #8 - Still cigarette business has done well

% |ITC’s resilience came to the fore even in FYO8 and FY09.

* FYO09 budget was in fact a blessing in disguise as the low margin non-filter
has been stopped and —65-70% conversion to filter has happened which has
much higher margins.

% ITC with its dominant market share, superior distribution and strong brands
will be the main beneficiary of filterisation of cigarettes.

* In Q2FYQ09, cigarette margins expanded by 135 bps and EBIT from cigarettes
actually increased by a healthy 16.6% YoY.

ITC — cigarettes EBIT margins

Non filter productionis suspended
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Source: Edelweiss research, Company
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Reason #9 - FMCG losses for ITC to reduce in FY10 @ EQ&ME lp“f’te%

* We expect FY0O9 to be the peak year in terms of FMCG losses. We expect
losses to be to the tune of INR —4.5 bn in FYO9 and reduce thereafter. This
reduction will be due to four factors:

* Break even - Biscuits in FY10 and Bingo in FY11.
% Raw material prices like palm oil have corrected sharply.

% Initial period of launch: FY09 being the initial period of launch for soaps
and shampoo, the marketing costs as a % of sales were very high.

* Ad rates to remain benign: In FY10 we expect ad rates to remain benign
and fragmentation in Hindi General entertainment channels to reduce.

11
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Reason #10 - Valuations of ITC look attractive @ Edelweiss
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* ITC is currently near the lower end of its trading band at 17x one year
forward earnings. We expect it to re-rate.
* On the other hand HUL still trades at the higher end of its trading band.

1 Yr forward P/E

ITC HUL
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38x
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270 370 %
25x 30x
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Source: Edelweiss research, Company
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Upgrading ITC target price
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* We upgrade our SOTP-based price target for ITC to INR 200 factoring a
higher 18x P/E for cigarettes business and lower 10x P/E multiple for hotels
business.

%

SOTP based one year forward price target for ITC

Division Multiple
Cigarettes 18
Hotels 10
Paper 10
Agri Business 6

Our price target for HUL stands at INR 270 per share (25x CYO9E earnings).

EPS Value per Share

8.3
0.6
1.1
0.3

150
6
11
2

EV/Sales Sales per Share Value per Share

FMCG Others 2
Cash
Total

11.1

22
8

200

Source: Edelweiss research

13



@ Edelweiss

Ideas create, values protect

Key Risks

14



Key risks to our call @ Edelweiss

* ¥ ¥ ¥
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Slowdown in Hotel business: ITC’s hotel business has been impacted by the
downturn in the economy and the terror attacks in Mumbai. It is worthwhile
to note that the Hotel business contributed —8% of net revenues and —11%
of EBIT for ITC in FYO0S8.

FMCG losses for ITC exceed our expectations by significant margin.
HUL’s volumes improve drastically despite price hikes across the board.
Price wars from P&G/ regional players does not happen.

FY10 budget is harsh on cigarettes.

15
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Triggers for ITC @ EagcgtLV!ees Ip%te%

* Moderate taxation regime in FY10 budget (budget is likely in June/July 2009
instead of Feb).

* Market share gains in personal care business.
* Biscuit segment turns profitable in FY10.

* Decreasing losses in FMCG business.
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ANNEXURE

1 month
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3 month 1 year 1 year relative
return (20)
Sensex (2.6) (10.7) (54.3)
Hindustan Lever 7.6 18.7 15.2 69.5
ITC (0.6) 3.5 (22.8) 31.5
1 Yr forward EV/EBITDA
ITC 800,000 HUL
1,200,000
700,000 30x
1,000,000 18x 27X
000, . 600,000 24x
800,000 X 500,000 21x
12x | 18x
600,000 400,000
10x 300,000 15x
400,000 8x
200,000
200,000 5% 100,000
0 0
g 8 3 8 8 $ 3 8 83 8 8 5 3
L L L L L c c c c c c c c c
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Source: Edelweiss research, Company
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This document has been prepared by Edelweiss Securities Limited (Edelweiss). Edelweiss, its holding company and associate companies are a full service, integrated investment banking, portfolio management and
brokerage group. Our research analysts and sales persons provide important input into our investment banking activities. This document does not constitute an offer or solicitation for the purchase or sale of any
financial instrument or as an official confirmation of any transaction. The information contained herein is from publicly available data or other sources believed to be reliable, but we do not represent that it is accurate
or complete and it should not be relied on as such. Edelweiss or any of its affiliates/ group companies shall not be in any way responsible for any loss or damage that may arise to any person from any inadvertent
error in the information contained in this report. This document is provided for assistance only and is not intended to be and must not alone be taken as the basis for an investment decision. The user assumes the
entire risk of any use made of this information. Each recipient of this document should make such investigation as it deems necessary to arrive at an independent evaluation of an investment in the securities of
companies referred to in this document (including the merits and risks involved), and should consult his own advisors to determine the merits and risks of such investment. The investment discussed or views
expressed may not be suitable for all investors. We and our affiliates, group companies, officers, directors, and employees may: (a) from time to time, have long or short positions in, and buy or sell the securities
thereof, of company (ies) mentioned herein or (b) be engaged in any other transaction involving such securities and earn brokerage or other compensation or act as advisor or lender/borrower to such company (ies)
or have other potential conflict of interest with respect to any recommendation and related information and opinions. This information is strictly confidential and is being furnished to you solely for your information.
This information should not be reproduced or redistributed or passed on directly or indirectly in any form to any other person or published, copied, in whole or in part, for any purpose. This report is not directed or
intended for distribution to, or use by, any person or entity who is a citizen or resident of or located in any locality, state, country or other jurisdiction, where such distribution, publication, availability or use would be
contrary to law, regulation or which would subject Edelweiss and affiliates/ group companies to any registration or licensing requirements within such jurisdiction. The distribution of this document in certain
jurisdictions may be restricted by law, and persons in whose possession this document comes, should inform themselves about and observe, any such restrictions. The information given in this document is as of the
date of this report and there can be no assurance that future results or events will be consistent with this information. This information is subject to change without any prior notice. Edelweiss reserves the right to
make modifications and alterations to this statement as may be required from time to time. However, Edelweiss is under no obligation to update or keep the information current. Nevertheless, Edelweiss is committed
to providing independent and transparent recommendation to its client and would be happy to provide any information in response to specific client queries. Neither Edelweiss nor any of its affiliates, group companies,
directors, employees, agents or representatives shall be liable for any damages whether direct, indirect, special or consequential including lost revenue or lost profits that may arise from or in connection with the use
of the information. Past performance is not necessarily a guide to future performance. The disclosures of interest statements incorporated in this document are provided solely to enhance the transparency and should
not be treated as endorsement of the views expressed in the report. Edelweiss Securities Limited generally prohibits its analysts, persons reporting to analysts and their family members from maintaining a financial
interest in the securities or derivatives of any companies that the analysts cover. The analyst for this report certifies that all of the views expressed in this report accurately reflect his or her personal views about the
subject company or companies and its or their securities, and no part of his or her compensation was, is or will be, directly or indirectly related to specific recommendations or views expressed in this report. Copyright
2007 Edelweiss Research (Edelweiss Securities Ltd). All rights reserved.
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