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Nestle India's (NEST) 3QCY11 results were above our estimates with adjusted PAT growing 23.5% to INR2.7b (against

our estimate of INR2.5b).

 Domestic sales grew 20.7%, led by volume growth and price increases. Overall sales growth was 19.9% against our
estimate of 22.8%. Exports grew 4.6% due to a ban on export of milk powder. Gross margins increased 90bp YoY

and 130bp QoQ due to higher prices and an improved channel mix despite high milk and coffee prices. EBITDA

increased 27% as lower other expenditure (120bp) more than neutralized the impact of higher staff costs (90bp).
 A 180bp increase in the tax rate (Pantnagar out of the 100% tax exemption bracket) restricted PAT growth to 23%.

 NEST availed debt of USD25m from its parent company (average rate 4.9%) for its ongoing expansion plans, taking

total loans availed of to USD85m. NEST suffered an MTM loss of INR421.5m on USD85m drawn so far. In addition it
has another loss of INR153.3m with respect of impending draw downs of USD46m. It has charged these (excluding

income of INR8.8m) to reserves.

 We note that sales growth in the domestic business has been steady while the element of pricing has been increasing,
indicating that volume growth slowed, which might be due to lack of capacity in a few segments. We expect volume

growth to rebound as new capacities come on stream in the coming quarters.

 The input cost scenario remains challenging as milk prices continue to harden. In addition, depreciation of the rupee
will increase costs in coming quarters.

 We are revising our estimates by 1-2%, which factors in gains from an improved channel mix and lower overheads.

We remain positive on long-term growth opportunities for NEST in the Indian consumer space, although rising food
inflation and input costs are a concern. We don't rule out a positive surprise on volume growth once new capacities

come on stream. The stock trades at 42.7x CY11E EPS of INR105.5 and 36x CY12E EPS of INR124.8. Maintain

Neutral.
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Domestic sales up 21%; Margins expand 120bp due to lower costs; gross
margin expansion

 In 3QCY11 sales grew 19.9% to INR19.6b (against our estimate of INR20.1b), driven
by domestic sales growth of 20.7% (against our estimate of volume growth in low
teens). Exports grew 4.6%, and was impacted by a ban on milk powder exports (from
February 2011).

 Gross margins expanded 90bp YoY to 51.8% (up 130bp QoQ), enabled by an improved
channel mix and benefits of gradual price increases over the past two quarters.
Overheads were lower by 120bp, which enabled a 120bp margin expansion despite a
90bp increase in staff costs.

 EBITDA increased 27% as lower other expenditure (120bp) more than neutralized
the impact of higher staff costs (90bp). A 180bp increase in the tax rate (Pantnagar
factory coming out of 100% tax exemption bracket) restricted PAT growth to 23%.

MTM loss of INR575m on forex loans; Volume growth slowing, input costs a
challenge

 NEST availed debt of USD25m from its parent company (average rate 4.9%) for its
ongoing expansion plans, taking the total loans availed to USD85m. NEST suffered an
MTM loss of INR421.5m on USD85m drawn so far. In addition it has another loss of
INR153.3m with respect of impending draw downs of USD46m. It charged these
(excluding income of INR8.8m) to reserves.

Domestic sales growth sustained at 20%+ Higher realizations, lower overheads enable margin expansion

Milk prices are moving up in the flush season Coffee prices down 20% from their peak

Source: Company/MOSL
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 The input-cost scenario remains challenging as milk prices continue to harden. Industry
players expect a 20% increase in prices in the current year. Coffee prices, although
down 20% from their peak, are still up YoY, Palm oil prices are also up YoY though
down 20% from their peak. In addition, the depreciation of the rupee will increase
costs during the coming quarters.

 We note that domestic sales growth has been steady while the element of pricing has
been increasing, indicating that volume growth has slowed, which might be due to a
lack of capacity in few segments. We expect volume growth to rebound as new
capacities come on stream.

High input cost inflation a concern though long-term growth outlook bright;
Rich valuations limit upside; Maintain Neutral

 NEST has maintained domestic sales growth trajectory at over 20%, though volume
growth is slowing. We expect volume growth to rebound as new capacities come on
stream in the coming quarters. However, we don't rule out a decline in volume growth
in select categories due to high food inflation.

 Input cost scenario remains a challenge. Milk prices are moving up even in the flush
season despite a good monsoon, which does not augur well for costs in the medium
term. NEST has some respite as other costs like palm oil and coffee have come off
their peaks. Any slowdown in volume growth remains a key risk to our estimates as
interest, depreciation and overhead costs will increase in CY12 due to new units going
on stream.

 We revise upwards our estimates by 1-2%, which factor in gains from an improved
channel mix and lower overheads. We are positive on the long-term growth opportunity
for NEST in the Indian consumer space.

 The stock trades at 42.7x CY11E EPS of INR105.5 and 36x CY12E EPS of INR124.8.
Maintain Neutral.
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Recent developments

 The company has taken staggered price increases in
dairy, infant nutrition, coffee and chocolates to pass on
a portion of its cost pressure.

 The company raised USD85m debt from its parent to
fund acquisitions.

Valuation and view

 Our estimates are marginally revised by 1-2% to
INR105.5 for CY11E and INR124.8 for CY12E

 The stock trades at 42.7x CY11E EPS of INR105.5
and 36x CY12E EPS of INR124.8. Maintain Neutral.

 Sector view

 We have a cautious view on the sector due to the
inflationary tendency in the economy, which could
impact volumes and profit margins of companies.

 Companies with low competitive pressures and broad
product portfolios will be able to better withstand a
slowdown in a segment.

 Long-term prospects are bright, given rising incomes
and low penetration.

Stock performance (1 year)

Shareholding Pattern (%)

Sep-11 Jun-11 Sep-10

Promoter 62.8 62.8 62.8

Domestic Inst 8.0 8.2 8.4

Foreign 11.3 11.1 11.0

Others 18.0 18.0 17.8

Target Price and Recommendation
Current Target  Upside Reco.

Price (INR) Price (INR)  (%)

4,499 3,994 -11.2 Neutral

Nestle India: an investment profile

EPS: MOSL forecast v/s consensus (INR)
MOSL Consensus Variation

Forecast Forecast (%)

CY11 105.5 102.1 3.4

CY12 124.8 122.6 1.8

Comparative valuations
                    Nestle# HLL* ITC*

P/E (x) CY11E 42.7 32.2 27.1

CY12E 36.0 27.9 22.9

EV/EBITDA (x) CY11E 28.0 24.0 17.2

CY12E 23.0 20.5 14.4

EV/Sales (x) CY11E 5.7 3.5 6.2

CY12E 4.7 3.0 5.3

P/BV (x) CY11E 34.4 24.7 8.6

CY12E 25.3 19.9 7.3

# December Y/E; * March Y/E

Company description

Nestle India (NEST) is the largest packaged food company
in India. A 63% subsidiary of Nestle SA, the company has
a diversified portfolio with strong brands like Nescafe,
Everyday and Maggi. NEST will invest INR25b-30b on
capacity expansion over the next 2-3 years to support its
strong growth trajectory.

Key investments arguments

 NEST is in a dominant position and best placed to
capture the huge opportunity in processed foods.

 The company's strong pricing power and healthy
innovation pipeline enables profitable volume growth.

Investment risks

 Continued input cost pressure could impact margins in
the near term.

 Steep valuations leave little room for disappointment.
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Financials and Valuation
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