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Earnings volatility warrants lower multiples, target price cut to Rs948: We are cutting the 12-month target price of

United Spirits Ltd (USL) to Rs948 (18x FY13E) due to a 20-25% downgrade in EPS estimates over FY11-13. Although

USL is a compelling play on double-digit volume growth in the Indian Made Foreign Liquor (IMFL) space, limited pricing

power, volatility in input costs and high leverage have been a drag on its performance. Our estimates indicate 34.7% PAT

CAGR over FY11-13, after an estimated 17.5% consolidated PAT growth in FY11. USL has been a case of continuous

earnings disappointments over the past few years due to the below-average performance of its subsidiaries, high interest

burden and input costs. We believe the stock needs to trade at a discount to other FMCG majors as it has (1) RoE of

8%, (2) dividend payout of 9.7%, (3) negative cash flow from operations and (4) Rs60b debt. Our downgrade in estimates

follows disappointing consolidated number in 9MFY11 when adjusted PAT declined by 19.5% despite 10% PAT growth

in standalone operations. Our revised estimates factor in:

 Lower ENA prices (Rs30/case) from 2HFY12 due to sourcing of ENA from newly acquired Pioneer Distilleries.

 One-time refinancing costs of GBP 5m in FY11 and 75bp higher interest rate on overseas debt of GBP 330m.

 An 8% increase in glass bottle prices following a 6% increase from August 2010. This will impact numbers in FY12.

 The merger of Balaji Distilleries, as the share capital increased by Rs52m.

 Lower sales and EBITDA estimates of Whyte and Mackay.

Distillery acquisitions positive, entry into container glass a negative: USL acquired Pioneer Distilleries, which will

enable it to increase its proportion of in-house production of ENA. However we are negative about USL's planned entry in

the container glass business as (1) it is a capital intense business, with a 300tpd unit costing Rs3b, (2) there is need to

set up multiple units due to transportation difficulties and (3) it has poor free cash flow generation. USL is looking to

refinance loans with delayed repayments but is also entering a capital intense business with little chance of free cash

flow generation in the medium term. The stock trades at 29.4x FY12E EPS of Rs38.7 and 21.6x FY13E EPS of Rs52.7.

Neutral.



United Spirits

15 February 2011  2

Target price cut to Rs948; earnings volatility warrants lower multiples

We are cutting USL's 12-month target price to Rs948 (18x FY13E) due to a 20-25%
downgrade in EPS estimates over FY11-13. Although USL is a compelling play on double-
digit volume growth in the IMFL space, limited pricing power, volatility in input costs and
high leverage have been a drag on USL's performance. Our estimates indicate 34.7%
PAT CAGR over FY11-13, after estimated 17.5% consolidated PAT growth in FY11.

However, USL's earnings have been disappointing over the past few years due to below-
average performances of its subsidiaries, high interest burden and input costs. The stock
has had earnings downgrade over the past three years as EPS CAGR has been only 11%.
We believe the stock needs to trade at a discount to other FMCG majors as it has (1) RoE
of 8%, (2) dividend payout of 9.7%, (3) negative cash flow from operations and (4) Rs60b
debt.

Standalone sales and EBITDA increased steadily except in FY09. However an increase
in the interest burden has been a drag on bottom-line growth. Interest burden increased
from Rs873m in FY07 to Rs6.3b in FY10 due to the Whyte and Mackay acquisition and
working capital requirements. Equity dilution has been 80% over the past four years.

Equity dilution, high input costs, interest burden hit standalone profits (Rs m)
FY07 FY08 FY09 FY10 FY11E FY12E FY13E

Sales 27,205 31,731 40,895 49,289 63,027 74,384 87,801

Sales Growth (%) 32.8 16.6 28.9 20.5 27.9 18.0 18.0

EBITDA 4,262 5,974 6,277 7,740 9,978 12,521 15,237

EBITDA Margin (%) 15.7 18.8 15.3 15.7 15.8 16.8 17.4

Interest 1,068 1,285 1,958 3,096 4,053 4,752 4,452

PAT 2,313 3,113 2,967 3,060 3,757 5,045 6,968

PAT Growth (%) 449.6 34.6 -4.7 3.1 22.8 34.3 38.1

No of Shares 72.1 89.4 81.6 117.2 122.4 122.4 122.4

EPS (Rs) 32.1 34.8 36.4 26.1 30.7 41.2 56.9

EPS Growth (%) 8.5 4.5 -28.2 17.5 34.3 38.1

Standalone Financials: Sustained improvement in performance Source: Company/MOSL

FY11: 55% EPS downgrade in past eight quarters (Rs) FY12: 38% EPS downgrade in past five quarters (Rs)

Source: Company/MOSL
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Whyte and Mackay acquisition fails to pay off (Rs m)
FY07 FY08 FY09 FY10 FY11E FY12E FY13E

Sales 29,619 46,275 54,681 63,623 73,712 86,779 101,893

Sales Growth (%) 56.2 18.2 16.4 15.9 17.7 17.4

EBITDA 4,358 9,723 9,853 11,123 11,795 14,690 17,732

EBITDA Margin (%) 14.7 21.0 18.0 17.5 16.0 16.9 17.4

Interest 873 5,448 7,176 6,069 5,597 6,438 6,615

PAT 2,535 1,826 1,875 3,026 3,554 4,741 6,449

PAT Growth (%) -28.0 2.7 61.4 17.5 33.4 36.0

No of Shares 72.1 89.4 81.6 117.2 122.4 122.4 122.4

EPS (Rs) 35.2 20.4 23.0 25.8 29.0 38.7 52.7

EPS Growth (%) -41.9 12.5 12.3 12.5 33.4 36.0

Consolidated Financials: Impacted by W&M and other subsidiaries Source: Company/MOSL

Subsidiary financials: significant fall in profitability  (Rs m)
FY07 FY08 FY09 FY10 FY11E FY12E FY13E

Sales 2,413 14,544 13,785 14,334 10,686 12,395 14,092

Sales Growth (%) 502.7 -5.2 4.0 -25.5 16.0 13.7

EBITDA 96 3,750 3,576 3,383 1,817 2,169 2,494

EBITDA Margin (%) 4.0 25.8 25.9 23.6 17.0 17.5 17.7

Interest -194 4,162 5,218 2,973 1,545 1,686 2,163

PAT 222 -1,287 -1,092 -35 -203 -303 -520

PAT Growth (%) -679.2 -15.1 -96.8 486.4 49.6 71.4

No of Shares 72.1 89.4 81.6 117.2 122.4 122.4 122.4

EPS (Rs) 3.1 -14.4 -13.4 -0.3 -1.7 -2.5 -4.2

EPS Growth (%) -566.8 -7.0 -97.8 461.5 49.6 71.4

Source: Company/MOSL

3QFY11, 9MFY11 results disappoint

USL's 3QFY11 results were below estimates. Volumes grew 14% (against our estimate
of 15.5%) and sales grew by 17.6% to Rs15.8b (against our estimate of Rs16.5b).
Comparable gross margins declined 70bp to 42.7% and EBITDA margin expanded 50bp
to 16.9% even after providing for initial brand launch expenses of Rs200m. Staff costs
and overheads declined by 1% to Rs2.4b. EBITDA grew 20% to Rs2.67b (against our
estimate of Rs2.79b). Interest burden of Rs960m was lower than estimates of Rs1.1b and
other income declined from Rs85m to a negative Rs16m due to higher forex losses.
Adjusted PAT grew by 7% to Rs1.04b (against our estimate of Rs1.15b). The numbers
are not comparable as 3QFY11 numbers include the nine-month working results of Balaji
Distilleries.

Whyte and Mackay reported 3QFY11 sales of GBP 97.8m v/s GBP 146.3m. EBITDA
was GBP 22.5m v/s GBP 52.9m. The decline in sales and EBITDA was due to the exit
from the bulk scotch business. 9MFY11 numbers were disappointing as adjusted
consolidated PAT declined by 19.5%, despite a 10% PAT growth in standalone operations.
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Whyte and Mackay, consolidated numbers disappoint
Standalone Whyte and Mackay (GBP) Consolidated

Rsm 9mFY11 9mFY10 Chg % 9mFY11 9mFY10 Chg 9mFY11 9mFY10 Chg %

Sales 47,772 36,685 30.2 98 146 -33.2 55,376 48,630 13.9

Gross Profit 21,004 15,990 31.4 49 79 -38.2 25,126 23,511 6.9

Gross Margin (%) 44.0 43.6 49.7 53.8 45.4 48.3

EBITDA 7,763 6,251 24.2 23 53 -57.5 8,222 9,220 -10.8

EBITDA Margin (%) 16.2 17.0 23.0 36.2 14.8 19.0

Interest 2,986 2,089 42.9 7 9 -15.3 3,625 4,312 -15.9

Depreciation 321 256 25.5 3 3 0.0 699 679 2.9

Other Income -202 26 -884.4 519 600 -13.5

PBT 4,254 3,932 8.2 12 36 -67.8 4,417 4,829 -8.5

Tax 1,522 1,442 5.6 1,739 1,504 15.6

PAT 2,732 2,490 9.7 2,678 3,325 -19.5

Exceptionals 241 700 -65.5 497 -1,975 -125.2

Reported PAT 2,973 3,190 -6.8 3,175 1,350 135.2

Source: Company/MOSL
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ENA prices unlikely to soften; glass prices to increase 8-10%

In 3QFY11 ENA prices increased 3% QoQ despite bumper sugarcane production and the
commencement of the crushing season. However industry sources ruled out a significant
decline in ENA prices. The USL management expects prices to soften from current
levels of Rs135-138/case but not below Rs130. Some distillers expect ENA prices to firm
up after the crushing season, in a couple of months.
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Source: Company/MOSL

Leading container glass makers like HNGIL and HSIL have announced an 8-10% increase
in container glass prices from February/March in response to a recent spike in crude
prices. This follows a 6-7% increase in glass prices in August 2010. Energy/furnace oil
costs comprise 23-25% of sales for glass makers. Although the USL management indicated
a small increase in glass prices for USL it hoped crude prices would decline to US$80/
barrel in the next 2-3 months. We estimate glass prices for USL will increase by 8%, the
impact of which will be fully reflected in 1QFY12.

Glass prices to rise by 8-10% in February/March
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Distillery acquisitions positive, entry into container glass a negative

USL acquired Pioneer Distilleries, which will enable it to increase the proportion of in-
house production of ENA. This is in line with USL's stated objective to increase its share
of ENA produced in-house to 35-40% in the next 2-3 years. We expect USL to acquire/
set up more units to increase ENA production. The management indicated its intention
undertake backward integration by entering the container glass business but we are negative
about USL's planned entry in the container glass business as (1) it is a capital intense
business, with a 300tpd unit costing Rs3b, (2) there is need to set up multiple units due to
transport difficulties and (3) it has poor free cash flow generation. USL is looking to
refinance loans with delayed repayments, which will increase its interest costs, but it is
entering another capital intensive business, which has little chance of free cash-flow
generation in the medium term.
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EPS estimates cut by 20-25% over FY11-13

We are lowering USL's FY11, FY12 and FY13 estimates by 20-25%. The cut in estimates
has been prompted by an increase in glass prices, equity dilution due to the Balaji merger,
lower profitability in subsidiaries including Whyte and Mackay and the impact of planned
debt refinancing by USL.
Our EPS downgrade factors in:
 Gains from lower ENA prices after the acquisition of Pioneer Distilleries. The gains

are estimated at Rs30 a case and are expected to kick in from 2HFY12. We estimate
USL will source 12m liters in FY12 and about 40m liters in FY13.

 One-time refinancing costs of GBP 5m in FY11 and 75bp higher interest rate on
overseas debt of GBP 330m. The refinancing is an attempt by USL to have a three-
year moratorium and back-ended repayments.

 An 8% increase in glass bottle prices following a 6% increase from August 2010. This
will impact numbers in FY12.

 An increase in share capital by Rs52m consequent to the merger of Balaji Distilleries.
 Lower sales and EBIDTA margin estimates of Whyte and Mackay. We are now

factoring in GBP 30m and GBP 34m EBIDTA in FY11 and FY12 respectively against
GBP 33m and GBP 38m earlier. Whyte and MacKay's branded business will pay off
in the long term and requires investment in brand building and distribution, especially
outside the UK and Ireland.

Low cost ENA fro m Pioneer Distilleries to cushion decline in estimates for standalone
Financials (Rs m)

FY11E FY12E FY13E

Old Rev. % Chg. Old Rev. % Chg. Old Rev. % Chg.

Sales 59,597 63,027 5.8 70,455 74,384 5.6 83,234 87,801 5.5

Sales Growth (%) 20.9 27.9 18.2 18.0 18.1 18.0

EBITDA 10,096 9,978 -1.2 12,872 12,521 -2.7 15,368 15,237 -0.9

EBITDA Margin (%) 16.9 15.8 18.3 16.8 18.5 17.4

Interest 4,257 4,053 -4.8 4,693 4,752 1.2 4,612 4,452 -3.5

PAT 3,941 3,757 -4.7 5,464 5,045 -7.7 7,124 6,968 -2.2

PAT Growth (%) 28.8 22.8 38.7 34.3 30.4 38.1

Source: MOSL

Consolidated estimates face downgrade due to W&M, interest costs (Rs m)
FY11E FY12E FY13E

Old Rev. % Chg. Old Rev. % Chg. Old Rev. % Chg.

Sales 70,447 73,712 4.6 82,807 86,779 4.8 97,203 101,893 4.8

Sales Growth (%) 10.7 15.9 17.5 17.7 17.4 17.4

EBITDA 12,476 11,795 -5.5 15,560 14,690 -5.6 18,501 17,732 -4.2

EBITDA Margin (%) 17.7 16.0 18.8 16.9 19.0 17.4

Interest 5,856 5,597 -4.4 6,063 6,438 6.2 5,899 6,615 12.1

PAT 4,234 3,554 -16.1 6,146 4,741 -22.9 8,185 6,449 -21.2

PAT Growth (%) 39.9 17.5 45.1 33.4 33.2 36.0

Source: MOSL

We believe the stock needs to trade at a discount to other FMCG majors as it has (1) an
RoE of 8%, (2) dividend payout of 9.7%, (3) negative cash flow from operations and (4)
Rs60b debt. The stock trades at 29.4x FY12E EPS of Rs38.7 and 21.6x FY13E EPS of
Rs52.7. Neutral.
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Company description

United Spirits Ltd (USL) is the market leader in the ~200m-
case spirits segment of India's alcoholic beverage industry.
USL, the world's second largest spirits group, has 60% share
of the Indian market and dominance across product
segments and categories. The company has 20 millionaire
brands and derives 92% of sales from mainline brands.

Key investment arguments

 USL is best placed to gain from double-digit volume
growth in Indian Made Foreign Liquor (IMFL) due to
(1) a strong demographics push, (2) high entry barriers,
(3) a wide product range and (4) a strong distribution
network. We expect 12-14% volume growth in the next
few years.

 The mix improvement in IMFL is likely to enable strong
realization growth in an environment in which pricing
power is constrained.

 The management is aggressively working at reducing
its debt. It recently sold 10.3m shares for Rs9b and has
completed a Rs16b QIP.

Key investment risks

 FY12 margins are likely to be under pressure due to
firm prices of ENA and glass bottles.

 About 55% of sales, by volume, are generated from
states in which state governments control prices.

Shareholding Pattern (%)
Dec-10 Sep-10 Dec-09

Promoter 29.2 29.2 29.2

Domestic Inst 3.8 4.5 6.7

Foreign 56.0 55.2 52.5

Others 11.0 11.2 11.7

United Spirits: an investment profile

Changes in distribution controls and a freeze on pricing
can impact USL's margins.

 An increase in interest costs due to (1) foreign exchange
fluctuations, (2) hedges and (3) rising working capital
requirements will impact the company's performance.

Recent developments

 USL launched McDowell Platinum, which is likely to
sell 1m cases in its first year of operation.

 USL is likely to re-finance its overseas debt to obtain a
three-year moratorium and delayed repayment.

Valuation and view

 We expect the company to post a PAT CAGR of 34.7%
in FY12 and FY13.

 The stock trades at 29.4x FY12E EPS of Rs38.7 and
21.6x FY13E EPS of Rs52.7. Neutral.

Sector view

 We are cautious about the USL stock due to likely
pressure on margins in FY12. The long-term potential
is favorable, due to favorable demographics, high entry
barriers and consolidation in the industry.

 Companies with wide product portfolios and a presence
across segments will lead growth rates and expand
margins.

Comparative valuations
United Spirits ITC Nestle

P/E (x) FY11E 39.2 24.3 37.4

FY12E 29.4 20.7 31.1

EV/EBITDA (x) FY11E 17.3 15.1 25.0

FY12E 14.3 12.7 20.6

EV/Sales (x) FY11E 2.5 5.4 4.9

FY12E 2.2 4.6 4.0

P/BV (x) FY11E 3.4 6.9 38.3

FY12E 3.0 5.9 26.8

Stock performance (1 year)

EPS: MOSL forecast v/s Consensus (Rs)
MOSL Consensus Variation

Forecast Forecast (%)

FY11 29.0 38.4 -24.6

FY12 38.7 54.5 -28.9

Target Price and Recommendation
Current Target  Upside Reco.

Price (Rs) Price (Rs)  (%)

1,137 948 -16.6 Neutral
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Financials and Valuation
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