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Time to switch from HUL to ITC

Key points

Hindustan Unilever Ltd (HUL) and ITC have outperformed

the broader market with absolute returns of around 30%

and 18% respectively in the last one year. In the present

turbulent market the fast moving consumer goods (FMCG)

sector is being perceived as a safe haven and both the

stocks have had a good run-up in recent times.

However, HUL has now turned expensive on an absolute

basis as well as relative to ITC. HUL trades at a 22%

premium to its historic average multiple of 26x one-year

forward earnings and at a 120% premium to Sensex

valuations (among the highest in the last decade except

for the troubled period of 2008-09). HUL also trades at a

38% premium over ITC which is much higher than the

average of 24% premium it has traded at in the past

six years.

In addition to the distortion in valuations, there are three

key reasons for our preference for ITC over HUL.

1. HUL has higher sensitivity to input cost pressures

due to its limited pricing power in the fiercely

competitive categories of soaps and detergents. On

the other hand, ITC’s core business of cigarettes is

relatively price insensitive.

2. The improved performance of businesses other than

tobacco in case of ITC would result in better earning

growth for ITC over the long run.

3. ITC has a better earnings visibility with an expected

compounded annual growth rate (CAGR) in the

bottom line of 21% over FY2011-13. In comparison,

HUL’s bottom line is expected to grow at a CAGR of

17% over the same period.

The risk to our thesis is a higher than expected hike in

excise duty on cigarettes in the forthcoming budget and

also softening of input cost pressure for HUL.

HUL expensive on absolute as well as relative terms

While the Sensex corrected by 12% from the levels of

18200 in July 2011, HUL maintained its strong run and

gained by 19% to reach around Rs395 from its price of

Rs331.23 in July 2011. The stock is currently trading at

31.6x its FY2012-13E average earning per share (EPS) of

Rs12.5, which is a 22% premium to the average price

earning (P/E) of 26.0x. The same is also evident from the

chart below that shows that HUL trades at a stark premium

of 120% to the Sensex which is significantly high

considering a mean premium of 45% since April 2006.

Hence considering premium valuations and the current

profitability concerns due to volatility in raw material

prices, we don’t see any upside in the stock price from

the current levels.

On the other hand ITC moved up by 2.0% from the levels

of Rs202.5 in July 2011. The stock is currently trading at

23.7x its average FY2012-13E EPS of Rs8.7, which is at a

16.9% premium to its average P/E of 20.3x. HUL has always

traded at a certain premium to ITC, but the gap has slightly

widened in the recent times. HUL is currently trading at

a premium of 38% to ITC, which is ahead of the mean

premium of 24% since April 2006. With HUL likely to hover

at the current levels in the prevailing market environment,

we believe ITC should move up by around 15% to limit the

gap between it and HUL.

Source: Sharekhan Research

HUL trading at ~38% premium to ITC
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HUL has always traded at premium to ITC
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Fundamental reasoning for preferring ITC over HUL

� Margin sensitivity to input cost prices: HUL’s

profitability sensitivity to raw material costs is much

higher in the FMCG space due to its limited pricing

power in the highly competitive and penetrated

HUL is trading at 120% premium to Sensex

Source: Sharekhan Research
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HUL’s profitability susceptible to input cost pressure
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segment of soaps and detergents. This  segment which

contributes close to 50% to HUL’s top line has been

bearing the brunt of higher input prices (including palm

oil and LAB) in the recent past. The company had taken

price increases which were not good enough to cover

the entire input cost pressure. It is difficult for HUL to

take frequent price increases considering the intense

competition in the segment. The profit before interest

and tax (PBIT) margin of the segment has reduced from

approximately 15% in FY2009 to 10% in FY2011. The

raw material prices have remained volatile and with

the recent depreciation in the rupee against the dollar,

we expect an additional rise in the raw material cost

in the coming quarters. Hence, gross margins are

expected to remain under pressure in the near term.

Sharekhan thematic report

HUL’s one year forward P/E chart

Source: Sharekhan Research
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ITC’s one year forward P/E chart
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ITC’s profitability is less vulnerable to input cost

pressure in the FMCG space. This is largely due to its

strong pricing power in the cigarette business, which

contributes around 57% to the total revenues and

around 80% to the overall PBIT. Cigarette sales volumes

are price insensitive and hence despite the price

increases the company is consistently achieving good

volume growth in the cigarette business for the last

two quarters. The PBIT margin of the business has

remained strong at around 30% for the past few

quarters.

� ITC’s other businesses performing well: Over the

years ITC has diversified its revenue stream by entering

into businesses such as non-cigarette FMCG, hotel, agri

and paperboard, paper & packaging by infusing cash

from its cash cow cigarette business. The company is

focusing on enhancing the scale of these businesses

and improving their profitability, which will add to

the overall business’ profitability.
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� ITC has better earnings visibility: With a sustained

volume led growth in the cigarette business and strong

growth in the other businesses coupled with

improvement in the profitability, we expect ITC’s

earnings to grow at a CAGR of 21% over FY2011-13.

However any harsh steps implemented by the

government to curb the cigarette consumption or any

slowdown in the growth of the other key businesses

would act as a key risk to our earning estimates.

On the other hand, we expect HUL’s bottom line to

grow at a CAGR of 17% over FY2011-13. However in

the environment of volatile commodity prices, any

significant upward movement in the raw material

prices would be risk to our earnings estimates.

� Fundamental view: Considering the better pricing

power, strong earnings visibility and a decent upside

from the current levels, we prefer ITC over HUL in the

near term. Having said that barring the near term raw

material cost pressure, HUL’s long term growth story

is intact and any correction in its stock price (which is

unlikely in the current market environment) should

be looked as an opportunity to get into the stock.

Valuation

Companies CMP EPS (Rs) PE (x) EV / EBIDTA (x) Reco Price

 (Rs) FY11 FY12E FY13E FY11 FY12E FY13E FY11 FY12E FY13E target

HUL 395 9.9 11.6 13.5 40.1 34.2 29.3 34.6 29.0 23.9 Hold **

ITC 207 6.4 7.9 9.4 31.6 25.8 21.6 20.7 16.8 14.0 Buy 227

Sharekhan thematic report

"Sharekhan Limited, its analyst or dependant(s) of the analyst might be holding or having a postition in the companies mentioned in the article."

Other businesses’ contribution to the profitability

Source: Sharekhan Research
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Disclaimer

“This document has been prepared by Sharekhan Ltd.(SHAREKHAN) This Document is subject to changes without prior notice and is intended only for the person or entity to which it is addressed to 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. Kindly note that 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.

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

The information contained herein is from publicly available data or other sources believed to be reliable. While we would endeavour to update the information herein on reasonable basis, SHAREKHAN, its subsidiaries and associated
companies, their directors and employees (“SHAREKHAN 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 SHAREKHAN 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
betaken 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), and should consult its own advisors to determine the merits and risks of such an investment. The investment
discussed or views expressed may not be suitable for all investors. We do not undertake to advise you as to any change of our views. Affiliates of Sharekhan may have issued other reports that are inconsistent with and reach different
conclusion 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 SHAREKHAN 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 certain category of investors. Persons in whose possession this document may come are required to inform themselves of and to observe such restriction.

SHAREKHAN & 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. SHAREKHAN 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 SHAREKHAN, 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 SHAREKHAN.”

To know more about our products and services click here.
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