
 
 

 
  

    

 
 
 
 
 
 
Event: 

United Breweries (UBL) has announced the merger of Chennai Breweries, the brewery unit of Balaji Distilleries, with 
itself. Balaji is now owned by United Spirits (USL). The merger is being facilitated by a share swap that values the 13m-
case brewery capacity at Rs4bn. We have reservations on the value at which the merger has been done. 

Details of the transaction: 

•  Balaji Distilleries has a strong presence in the alcoholic beverage industry in Tamil Nadu. It owns a brewery unit 
with an annual capacity of 12.76m cases and a 11.88m-case distillery unit.  

•  Balaji operated as a contract manufacturer for UB Group (for both USL and UBL). It suffered from heavy losses and 
was declared sick by BIFR in December 2006. The company’s total accumulated losses stood at Rs3.55bn as of 
31 March 2010. 

•  As part of the BIFR process, Balaji entered into a merger agreement with USL and also agreed to transfer the 
brewery assets to UBL post the merger with USL. As a part of the agreement, UBL paid an advance of Rs1.55bn to 
the promoters of Balaji to lock in the brewery asset. 

•  In January 2011, USL received final approval from the High Court and, according to the scheme of arrangement, 
issued 5.2m shares of USL to Balaji (acquired distillery and brewery unit).  

•  UBL has now acquired the brewery assets of Balaji, housed in a subsidiary named Chennai Brewery, from USL via 
a share swap. Further, the advance of Rs1.55bn paid to the erstwhile promoter of Balaji will be repaid to UBL over 
the next six months. 

•  According to the merger arrangement with USL, UBL will issue 17 shares of UBL for every 30 shares held in 
Chennai Brewery. In effect, UBL will do a total issuance of 8.5m shares to USL, valuing the brewery unit at Rs4bn at 
the CMP of Rs471. Post the merger, the total equity base of UBL would be 264.4m shares, while the holding of the 
promoter group would be 74%. 

•  Over the past 12-18 months, the UB Group has focused on improving the operational performance of Balaji. For 
the brewery unit (Chennai breweries) in particular, UBL is expected to improve the operating profit of the unit from 
Rs160m in FY10 to Rs390m in FY11.  
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Value of the transaction:  

UBL has valued Balaji’s brewery capacity of 13m cases in Tamil Nadu at Rs4bn. A greenfield capacity of the same size 
would require a capex of Rs2.6bn. The management believes the transaction value is justified given a gestation period 
of 18-24 months for setting up a greenfield capacity (implying forgoing an EBITDA of Rs500m-600m) and the premium 
to operate a brewery asset in Tamil Nadu (which has only four brewery units) and keep out competition in the state. 

We have the following reservations on the deal: 

•  The brewery asset acquired by UBL has a capacity of 13m cases, which is ~4% of the total industry. The value of 
Rs4bn implies an industry capital employed of Rs100bn. We have reservations because UBL, has ~30% of 
industry capacity and a total capital employed of Rs20.5bn, implying industry capital employed should be in the 
range of Rs75bn. 

•  UBL is expected to earn an EBITDA of ~Rs390m from the acquired brewery assets. The value of Rs4bn for this 
implies a sub-optimal RoCE of 7-8%, which is also lower than UBL’s current RoCE of ~13%. 

•  USL completed the acquisition of Balaji Distilleries (distillery and brewery) in January 2011 by issuing 5.2m shares. 
Taking into account the average stock price of USL over January and February, it implies a value of ~Rs6.4bn 
which USL paid for acquiring Balaji Distilleries. UBL acquiring the brewery assets at Rs4bn implies a value of 
~Rs2.4bn for the 12m-case distillery unit that has been retained by UBL. 

Our view: 

Our positive stance on UBL has played out well, with the stock having outperformed the Sensex by 140% over the past 
12 months. UBL, with a 53% market share of the Indian beer industry, generates profits of less than Rs2bn; implying 
profitability of the fastest growing beer market is less than Rs4bn! Our sense is that, as market share consolidates in 
the hands of UBL (gap between UBL and SAB Miller is now 30%, from below 5% earlier), cost benefits will begin to 
accrue and the inherent profitability of the business will come to the fore. Take the case of United Spirits (60% of the 
IMFL market). Close competition from Shaw Wallace had kept distribution costs high and margins under pressure. After 
it acquired Shaw Wallace, its selling and distribution costs (brand spends and trade margins) dropped sharply, pricing 
power improved and profitability increased by 1000bp. We believe a similar scenario is shaping up for UBL which would 
result in a significantly improved margin profile and, thereby, profitability in the long run. However, given our 
reservations on the Balaji deal and UBL’s stretched valuations (50x FY12E PER and EV/EBITDA of 26x), we believe the 
stock may see some pressure in the near term. However, we continue to maintain our long-term structural positive call 
on the business and maintain Outperformer.  

Key financials 

 FY07 FY08 FY09 FY10 FY11E FY12E 
Net sales (Rs m)  11,918   15,281   18,991   22,340   31,089   37,006  
Adj. net profit (Rs m)  476   467   382   824   1,733   2,427  
Shares in issue (m)  216   216   216   240   240   256  
Adj. EPS (Rs) 2.2  2.2  1.8  3.4  7.2  9.5  
        % change 160.9  (1.8) (18.3) 94.1  110.3  31.4  
PE (x) 213.8  217.8  266.6  137.3  65.3  49.7  
Price/ Book (x) 35.5  32.2  13.3  13.5  10.4  9.2  
EV/ EBITDA (x) 72.9  60.1  49.3  52.5  32.9  25.7  
RoE (%) 17.9  15.5  7.1  10.3  18.0  20.2  
RoCE (%) 9.9  9.1  8.7  6.9  12.5  16.8   
Source: IDFC Securities Research 
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Relative price performance 
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This document has been prepared by IDFC Securities Ltd (IDFC SEC). IDFC SEC and its subsidiaries and associated companies are a full-service, integrated investment banking, 
investment 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. While we would endeavor to update the information herein on reasonable 
basis, IDFC SEC, its subsidiaries and associated companies, their directors and employees (“IDFC SEC and affiliates”) are under no obligation to update or keep the information 
current. Also, there may be regulatory, compliance, or other reasons that may prevent IDFC SEC and affiliates from doing so. We do not represent that information contained herein 
is accurate or complete and it should not be relied upon as such. This document is prepared 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 investigations 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). The investment 
discussed or views expressed may not be suitable for all investors. 

Affiliates of IDFC SEC may have issued other reports that are inconsistent with and reach different conclusions from, the information presented in this report. 

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 IDFC SEC and affiliates to any registration or licensing requirement 
within such jurisdiction. The securities described herein may or may not be eligible for sale in all jurisdictions or to a certain category of investors. Persons in whose possession this 
document may come are required to inform themselves of, and to observe, such applicable restrictions. 

Reports based on technical analysis centers on studying charts of a stock's price movement and trading volume, as opposed to focusing on a company's fundamentals and, as 
such, may not match with a report on a company's fundamentals. 

IDFC SEC and affiliates may have used the information set forth herein before publication and may have positions in, may from time to time purchase or sell, or may be materially 
interested in any of the securities mentioned or related securities. IDFC SEC and affiliates may from time to time solicit from, or perform investment banking, or other services for, any 
company mentioned herein. Without limiting any of the foregoing, in no event shall IDFC SEC, any of its affiliates or any third party involved in, or related to, computing or compiling 
the information have any liability for any damages of any kind. Any comments or statements made herein are those of the analyst and do not necessarily reflect those of IDFC SEC 
and affiliates. 

This document is subject to changes without prior notice and is intended only for the person or entity to which it is addressed and may contain confidential and/or privileged material 
and is not for any type of circulation. Any review, retransmission, or any other use is prohibited. 

Though disseminated to all the customers simultaneously, not all customers may receive this report at the same time. IDFC SEC will not treat recipients as customers by virtue of 
their receiving this report. 

Explanation of Ratings: 

1.  Outperformer:       More than 5% upside to Index  

2.  Neutral:                 Within 0-5% to Index (upside or downside) 

3.  Underperformer:   More than 5% downside to Index 

Disclosure of interest: 

1. IDFC SEC and affiliates may have received compensation from the company covered herein in the past twelve months for issue management, capital structure, mergers & 
acquisitions, buyback of shares and other corporate advisory services. 

2. Affiliates of IDFC SEC may have received a mandate from the subject company. 

3. IDFC SEC and affiliates may hold paid up capital of the subject company. 

4. IDFC SEC and affiliates, their directors and employees may from time to time have positions or options in the company and buy or sell the securities of the company(ies) 
mentioned herein. 

Copyright in this document vests exclusively with IDFC Securities Ltd 
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