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Excise Hike Steeper Than Expected

Excise increase — In 2008-09 budget, excise duty on non-filter cigarettes has
been increased — for non filter plains, excise has gone up from Rs0.562/stick
to Rs1.323/stick, whereas that for micros has gone up from Rs0.168/stick to
Rs0.819/stick. Excise on filter cigarettes has not been increased; however, the
overall weighted excise duty increase for ITC works out to 16%.

ITC likely to pass on excise duty hike — Micros and plains constitute 20% of
ITC's revenues and <10% of profits. We expect ITC to pass on the excise duty
hikes through price increases. However, we believe ITC is unlikely to pass on
the entire excise duty increase through price hikes only in low end micros and
plains. It will most likely be an increase spread across the portfolio. Price hikes
are likely to have an adverse impact on cigarette volumes. Our FYQ9 cigarette
volume growth assumption is 4%. However, we believe an improving product
mix is likely to drive higher margins for the cigarette business.

Will ITC exit plains? — In the new excise structure, duties on plains will be
higher than the RSFT cigarettes. We believe ITC is better off exiting the plains
segment and introducing an RSFT brand at a lower price. Currently, plains are
priced at Rs1.5-1.75/stick, whereas micros are priced at Rs2-2.5/stick.

Tough on small players — Smaller players, like VST and GPI, which mainly
manufacture plains and micros and have a 15% overall market share may find
it tough to pass on the excise hikes. We believe that larger players like ITC can
cross subsidize the non-filter lower end cigarettes and will gain market share
from the smaller non-filter players.
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Statistical Abstract

Year to Net Profit Diluted EPS  EPS growth P/E P/B ROE Yield
31 Mar (RsM) (Rs) (%) (x) (x) (%) (%)
2006A 22,354 6.00 10.0 34.0 8.4 26.4 1.3
2007A 27,000 7.18 19.5 28.4 7.4 21.1 15
2008E 33,176 8.82 22.9 23.1 6.3 29.2 L7
2009E 40,466 10.76 22.0 19.0 53 30.2 2.1
2010E 49,613 13.19 22.6 15.5 4.4 311 2.5

Source: Powered by dataCentral
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Fiscal year end 31-Mar 2006 2007 2008E 2009E 2010E
Valuation Ratios
P/E adjusted (x) 34.0 28.4 23.1 19.0 15.5
EV/EBITDA adjusted (x) 219 18.4 15.0 12.0 9.5
P/BV (x) 8.4 14 6.3 5.3 44
Dividend yield (%) 1.3 1.5 1.7 2.1 2.5
Per Share Data (Rs)
EPS adjusted 6.00 7.18 8.82 10.76 13.19
EPS reported 6.00 7.18 8.82 10.76 13.19
BVPS 24.34 21.74 32.57 38.58 46.13
DPS 2.67 3.10 3.54 4.20 5.00
Profit & Loss (RsM)
Net sales 97,905 123,693 143,809 168,680 198,073
Operating expenses -67,955 -87,758 -99,750 -114,208 -130,533
EBIT 29,950 35,935 44,060 54,472 67,539
Net interest expense -119 -33 -30 -30 -30
Non-operating/exceptionals 2,411 3,365 3,365 3,366 3,366
Pre-tax profit 32,242 39,267 41,395 57,808 70,875
Tax -9,888 -12,267 -14,218 -17,342 -21,262
Extraord./Min.Int./Pref.div. 0 0 0 0 0
Reported net income 22,354 27,000 33,176 40,466 49,613
Adjusted earnings 22,354 27,000 33,176 40,466 49,613
Adjusted EBITDA 33,274 39,564 48,333 59,334 72,782
Growth Rates (%)
Sales 30.9 26.3 16.3 173 17.4
EBIT adjusted 29.1 20.0 22.6 23.6 24.0
EBITDA adjusted 26.4 18.9 222 22.8 22.7
EPS adjusted 10.0 19.5 22.9 22.0 22.6
Cash Flow (RsM)
Operating cash flow 19,507 22,952 31,908 42,751 52,049
Depreciation/amortization 3,323 3,629 4274 4,862 5,242
Net working capital -2,739 -1,677 -5,542 -2,571 -2,806
Investing cash flow -1,191 -11,178 -16,000 -16,000 -16,000
Capital expenditure -5,382 -15,299 -7,000 -7,000 -7,000
Acquisitions/disposals 0 0 0 0 0
Financing cash flow -11,201 -10,950 -17,038 -17,832 -21,228
Borrowings -1,256 812 -2,009 0 0
Dividends paid -11,347 -13,645 -15,030 -17,832 -21,228
Change in cash 6,509 824 -1,131 8,925 14,821
Balance Sheet (RsM)
Total assets 130,840 149,684 172,952 203,116 240,333
Cash & cash equivalent 9,110 9,544 8,413 17,337 32,157
Accounts receivable 5,480 6,367 9,850 11,553 13,567
Net fixed assets 44051 56,109 58,835 60,973 62,731
Total liabilities 40,226 45,313 50,434 57,965 66,799
For further data queries on Citigroup's full coverage Accounts payable 21,830 23,818 27'122 31,069 35,921
universe please contact CIR Data Services Asia Pacific at Total Debt 1,197 2,009 0 0 0
CitiResearchDataServices@citigroup.com Shareholders' funds 90,615 104,371 122,511 145,150 173,534
or +862-2501-2781 Profitability/Solvency Ratios (%)
EBITDA margin adjusted 34.0 32.0 33.6 35.2 36.7
ROE adjusted 26.4 21.7 29.2 30.2 31.1
Qe A
et debt to equity -8. -1. -6. -11. -18.
dataCentral Total debt to capital 1.3 1.9 0.0 0.0 0.0
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Figure 1. FY09 Cigarettes Excise Duty Structure

Excise Duty
Segment % of Volume  FY08 (Rs/Stick)  FY09 (Rs/Stick) % Change
Premium -Kings 10% 1.811 1.811 -
Premium -Longs 5% 1.363 1.363 -
Regular 65% 0.843 0.843 -
Plains 10% 0.562 1.323 135.4
Micros 10% 0.168 0.819 387.5
Weighted Avg. Excise/Stick (Rs) 0.870 1.011 16.2

Source: Citi Investment Research

ITC

Company description

ITC is the leading cigarette manufacturer and marketer in India with about 74%
share by value. The group is 32% owned by BAT. The company’s cigarette
portfolio carries strong brands such as Wills, Gold Flake, India Kings and
Scissors, and two of BAT’s global brands, Benson & Hedges and State Express
555. Besides tobacco, ITC operates in four other business divisions, namely
agri / marine products, hotels, paper & packaging and IT. However, more than
75% of its revenue is from the cigarette business. The group has made
significant investments in the hotels, paperboard and processed foods
(biscuits, ready-to-eat foods, confectioneries) businesses.

Investment strategy

We rate the stock as Buy/Low Risk (1L) with a target price of Rs247. ITC stock
has underperformed the Sensex by 12% over the last 12 months. Post
imposition of a 12.5% VAT from FY08 (which ITC passed on through price
hikes), the stock witnessed a sharp de-rating on concerns pertaining to volume
declines. However, we believe that the worst is now behind us for ITC and that
risk-reward is now turning favorable. The stock performance has picked up
over the last 3 months driven by lower than expected volume decline; with
improving volumes going forward, we believe the stock is likely to be re-rated
further. Our analysis also suggests that consumer down trading from high end
brands towards mid end brand (regular filters) may not have a negative impact
on cigarette margins - on the contrary cigarette operating margins may surprise
positively. If this scenario were to play out, then cigarette EBIT would grow
higher than our estimates.

Valuation

Our target price of Rs247 is based on 23x FYO9E earnings. We believe that ITC
stock is a re-rating candidate, driven by cigarette volume recovery and strong
growth of its foods portfolio. The stock has witnessed a strong re-rating over
FYO5-FYOQ7, driven by strong cigarette volume growth in a strong economic
growth environment. During this period, the stock traded between 18x-29x
forward P/E, with an average of 24x P/E. However post imposition of 12.5%
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VAT from FYO08, the stock witnessed a sharp de-rating on concerns pertaining
to volume declines. However, volumes have started to improve and we expect
them to start growing from FYO9E. With rising volumes, the stock is likely to be
re-rated. Our target P/E multiple of 23x is towards the mid-point of last 3 years
trading multiple range. If volume growth were to revert back to 7%-8% levels,
we believe that the stock multiples could look up further. We are assuming 4%
volume growth in FYO9E and 6% growth in FY1O0E. ITC has a relatively stable
earnings stream, so P/E is our primary valuation methodology.

Risks

We rate ITC as Low Risk because the company operates in branded businesses
and its earnings volatility is low. With most of its earnings coming from the
tobacco segment, ITC is most at risk from controls and the government's tax
policy. Perceived as being a "sin" industry, the stock is prone to negative share
price reactions. Other significant risks for the company are dilution in capital
efficiency from investments in non-tobacco businesses and the possible
acquisitions of capital intensive businesses that fail to enhance value. Upside
risks to our target price include continuation of the government's policy of
moderating excise taxes and a sharper-than-expected increase in dividend
payout. If any of these factors has a greater impact than we expect, the stock
could have difficulty achieving our target price.
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Analyst Certification

Each research analyst(s) principally responsible for the preparation and content of all or any identified portion of this research report herehy certifies that, with
respect to each issuer or security or any identified portion of the report with respect to an issuer or security that the research analyst covers in this research
report, all of the views expressed in this research report accurately reflect their personal views about those issuer(s) or securities. Each research analyst(s) also
certify that no part of their compensation was, is, or will be, directly or indirectly, related to the specific recommendation(s) or view(s) expressed hy that research
analyst in this research report.

Ratings and Target Price History - Fundamental Research Target Closing
Analyst: Princy Singh (covered since February 21 2006) INR # Date Rating Price Price
: : : 1: 2 Jun 05 3L *88.33 NA
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Citigroup Global Markets Inc. or an affiliate received compensation for products and services other than investment banking services from ITC in the past 12 months.

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: ITC.

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: ITC.

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 Citi Investment Research product ("the Product"),
please contact Citi 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.

Citi Investment Research Ratings Distribution

Data current as of 31 December 2007 Buy Hold Sell
Citi Investment Research Global Fundamental Coverage (3421) 50% 37% 12%
% of companies in each rating category that are investment banking clients 52% 53% 40%

Guide to Fundamental Research Investment Ratings:

Citi 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 Citi 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.
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Guide to Corporate Bond Research Credit Opinions and Investment Ratings: Citi 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 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 A through High Triple B; Medium to High Risk -- Mid Triple B through High Double B; High to Speculative
Risk -- Mid Double B and Below. The risk rating element illustrates the analyst's opinion of the relative likelihood of loss of principal when a fixed income security issued
by a company is held to maturity, based upon both fundamental and market risk factors. Certain reports published by Citi Investment Research will also include investment
ratings on specific issues of companies under coverage which have been assigned fundamental credit opinions and risk ratings. Investment ratings are a function of Citi
Investment Research's expectations for total return, relative return (relative to the performance of relevant Citi bond indices), and risk rating. These investment ratings are:
Buy/Overweight -- the bond is expected to outperform the relevant Citigroup bond market sector index (Broad Investment Grade, High Yield Market or Emerging Market);
Hold/Neutral Weight -- the bond is expected to perform in line with the relevant Citigroup bond market sector index; or Sell/Underweight -- the bond is expected to
underperform the relevant Citigroup bond market sector index. Performance data for Citi bond indices are updated monthly, are available upon request and can also be
viewed at http://sd.ny.ssmb.com/ using the "Indexes" tab.

OTHER DISCLOSURES

The subject company's share price set out on the front page of this Product is quoted as at 29 February 2008 01:10 PM on the issuer's primary market.

For securities recommended in the Product in which the Firm is not a market maker, the Firm is a liquidity provider in the issuers' financial instruments and may act as
principal in connection with such transactions. The Firm is a regular issuer of traded financial instruments linked to securities that may have been recommended in the
Product. The Firm regularly trades in the securities of the subject company(ies) discussed in the Product. The Firm may engage in securities transactions in a manner
inconsistent with the Product and, with respect to securities covered by the Product, will buy or sell from customers on a principal basis.

This Product has been modified by the author following a discussion with one or more of the named companies.

Securities recommended, offered, or sold by the Firm: (i) are not insured by the Federal Deposit Insurance Corporation; (ii) are not deposits or other obligations of any
insured depository institution (including Citibank); and (iii) are subject to investment risks, including the possible loss of the principal amount invested. Although
information has been obtained from and is based upon sources that the Firm believes to be reliable, we do not guarantee its accuracy and it may be incomplete and
condensed. Note, however, that the Firm has taken all reasonable steps to determine the accuracy and completeness of the disclosures made in the Important Disclosures
section of the Product. The Firm's research department has received assistance from the subject company(ies) referred to in this Product including, but not limited to,
discussions with management of the subject company(ies). Firm policy prohibits research analysts from sending draft research to subject companies. However, it should
be presumed that the author of the Product has had discussions with the subject company to ensure factual accuracy prior to publication. All opinions, projections and
estimates constitute the judgment of the author as of the date of the Product and these, plus any other information contained in the Product, are subject to change without
notice. Prices and availability of financial instruments also are subject to change without notice. Notwithstanding other departments within the Firm advising the
companies discussed in this Product, information obtained in such role is not used in the preparation of the Product. Although Citi Investment Research does not set a
predetermined frequency for publication, if the Product is a fundamental research report, it is the intention of Citi Investment Research to provide research coverage of
the/those issuer(s) mentioned therein, including in response to news affecting this issuer, subject to applicable quiet periods and capacity constraints. The Product is for
informational purposes only and is not intended as an offer or solicitation for the purchase or sale of a security. Any decision to purchase securities mentioned in the
Product must take into account existing public information on such security or any registered prospectus.

Investing in non-U.S. securities, including ADRs, may entail certain risks. The securities of non-U.S. issuers may not be registered with, nor be subject to the reporting
requirements of the U.S. Securities and Exchange Commission. There may be limited information available on foreign securities. Foreign companies are generally not
subject to uniform audit and reporting standards, practices and requirements comparable to those in the U.S. Securities of some foreign companies may be less liquid and
their prices more volatile than securities of comparable U.S. companies. In addition, exchange rate movements may have an adverse effect on the value of an investment in
a foreign stock and its corresponding dividend payment for U.S. investors. Net dividends to ADR investors are estimated, using withholding tax rates conventions, deemed
accurate, but investors are urged to consult their tax advisor for exact dividend computations. Investors who have received the Product from the Firm may be prohibited in
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APIMEC - Associagdo Associagao dos Analistas e Profissionais de Investimento do Mercado de Capitais and ANBID - Associagao Nacional dos Bancos de Investimento. Av.
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distributed to private clients in Germany. The Product is distributed in Germany by Citigroup Global Markets Deutschland AG & Co. KGaA, which is regulated by
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or on behalf of, Citigroup Global Markets Asia Ltd., it is attributable to Citigroup Global Markets Asia Ltd., Citibank Tower, Citibank Plaza, 3 Garden Road, Hong Kong.
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