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ITC's FY13 annual report highlights: a) ROE expanding to an all-time high led by an
improvement in new FMCG and agri; b) while increase in working capital
moderated OpCF growth, lower capex helped and FCF rose 26%; c) cigarette prices
in India today are highest relative to income and illegal cigarettes form ~18% of
the market; d) ESOPs granted at ~0.8% of outstanding capital. We continue to rate
ITC as O-PF and revise up our SoTP based target price to Rs370/sh.

FY13 return ratios at all-time high, again

ITC's RoE continued to move up and touched an all-time high of 36% in FY13, up
~7ppt in the past three years and 60bps YoY. RoEs are being driven up largely by
improving margins and slightly higher asset turns. Interestingly, ITC’s cigarette
business RoCEs declined along with hotels and paperboards while new FMCG and agri
saw an improvement. ITC’s working capital also rose five days YoY (+Rs7.8bn) in FY13
due to a reduction in payable days even while receivables/inventory days were flat.

Strong cash generation; FCF: +23% YoY

ITC's FY13 capex declined 13% YoY off a high base to Rs20.8bn - investments
continued across businesses with 26% invested in cigarettes and 33% in paperboards
(new capacity). While the rise in OpCF was muted at 12% due to higher working
capital, FCF rose by a strong 23% YoY. We believe that the capex has peaked in FY12
and expect average capex over FY14-16 should be similar to FY13. On the back of this,
FCF should rise at 25% Cagr over FY14-16CL which is ahead of EPS Cagr of ~17.5%.

Indian biri is affordable but cigarettes are most expensive

Few worrying facts presented in the report: a) 17% world population in India compares
with just 1.8% cigarette consumption due to prevalence of other formats like ‘biri’; b)
60% of cigarette smokers in India consume other tobacco forms; c¢) comparisons
indicate that cigarette prices in India are highest relative to its income while biris are
cheaper; d) illegal cigarettes are now at ~18% and India is the fifth largest market.

0.8% ESOPs granted

ITC granted 0.8% of outstanding shares as ESOPs in FY13 cf. 1%+ in the past six
years. The annual report also states that if the company had used black-Scholes model
for valuing these options, the reported earnings would have been lower by 5%. ITC
remains the most prolific issuer of ESOPs in our FMCG coverage universe.

Maintain O-PF

AT 27.5x one year forward earnings, the stock trades at a premium to five year
average, which is justified given its increasingly diversified earnings profile, strong
cash flow and improvement in new FMCG which should break even in FY14. We note
that ITC’s dividend pay-out (ex-special) is up from 50% in the past five years to 65%+
now and there exists potential for a further increase in coming years. We revise our
SoTP based target price for Jun-14 at Rs370/sh.

Financials

Year to 31 March 12A 13A 14CL 15CL 16CL
Revenue (Rsm) 247,984 296,056 346,624 400,408 463,483
Net profit (Rsm) 61,624 74,184 86,703 102,574 120,279
EPS (Rs) 7.9 9.4 11.0 13.0 15.2
CL/consensus (26) (EPS%) - - 99 98 97
EPS growth (% YoY) 21.5 19.7 16.3 18.3 17.3
PE (x) 39.9 33.3 28.7 24.2 20.7
Dividend yield (%) 1.4 1.7 2.0 2.3 2.7
FCF yield (%) 1.5 1.9 2.5 3.1 3.7
PB (x) 13.1 11.1 9.9 8.6 7.5
ROE (%) 35.5 36.1 36.5 38.0 39.0
Net debt/equity (%) (37.7) (38.6) (43.1) (47.9) (53.0)
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ITC - O-PF

Key comments by the management

Figure 1

Extracts from annual report
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Discriminatory and punitive taxation coupled with a growing incidence of smuggling
and illegal manufacture are the biggest challenges confronted by the domestic
cigarette industry

These challenges were further compounded during the year by the steep increase of
22% in cigarette Excise Duty rates announced in the Union Budget 2012 and the
arbitrary increases in Value Added Tax (VAT) on cigarettes by some States

Such increases not only undermine the legal domestic cigarette industry and sub-
optimise revenue potential from this sector but also fail to achieve the objective of
tobacco control in the country

...while 34.6% of all adults in India use tobacco in some form, only 5.7% of the adult
population consume cigarettes

The fact that cigarette consumption is price elastic, while consumption of tobacco per
se is not, is borne out by the fact that the total tobacco consumption in the country
increased from 406 million kg in 1981-82 to 475 million kg in 2010-11...

... even as the tobacco consumption in the form of cigarettes declined from 86 million
kg to 72 million kg during the same period.

Thus, while overall tobacco consumption is increasing in India, the share of cigarettes
in overall tobacco consumption has declined from 21% to 15%.

At 2.25% of per capita GDP, cigarette taxes (per 1000 cigarettes in most popular price
category) in India are the highest in the world

Illegal segment has grown exponentially from 11 billion sticks in 2004 to 22 billion
sticks in 2012...

of which, 2 billion sticks have been added in the last one year alone...

Illegal cigarettes accounts for 18% of cigarette trade and India is now the fifth largest
market in the world

New FMCG businesses have been rated to be the fastest growing among top consumer
goods companies operating in India as per recent AC Nielson report

In terms of annualized consumer spend, Aashirvaad and Sunfeast are today over
Rs20bn each...

... Classmate at around Rs10bn while Bingo!, Candyman and Vivel are more than
Rs5bn each

Sunfeast Yippee!” has been well received by consumers and is the second largest
(instant noodle) brand in the market

In the Bakery and Confectionery Foods business, the Biscuits and Confectionery
categories gained significant scale and market standing during the year. Launch of
several 'first-to-market' variants including 'Dark Fantasy Choco Fills - Coffee', 'Dark
Fantasy Choco Meltz', 'Butterscotch Zing', 'Kaju Badam Cookies

The launch of the 'Couture Spa' range of soaps under the 'Fiama Di Wills' brand was
one of the key interventions during the year

The year also marked Company’s foray into the high growth Deodorants market with
the launch of ‘Aqua Pulse Deodorant Spray’ under the ‘Fiama Di Wills Men’ franchise
The Skin Care range was also expanded during the year with the launch of 'Vivel Cell
Renew' Body Lotion, Hand Créme / Moisturizer and 'Vivel Perfect Glow' Skin Toner in
target markets.

‘Vivel’ was voted as one of the ‘Top 5 Most Exciting Brands’ in Personal Care in India
by Brand Equity and Nielsen’s Annual Survey.

The new product launches have received encouraging consumer response

Company's products being tried by over 70m households during the year (as per IMRB
Household Panel survey - January 2013)

The retail footprint of the brand (Lifestyle) was expanded to 90 Exclusive stores across
40 cities and more than 500 'shop-in-shops' in leading departmental stores and multi-
brand outlets

John Players' has established a strong pan-India presence with availability in over 350
stores and 1,400 multi-brand outlets and departmental stores

During the year, your Company unveiled its latest offering in the super premium
segment - ITC Grand Chola in Chennai

Company successfully commissioned a paper machine with an installed capacity of
over 1 lakh tonnes (100k tons) per annum at the Bhadrachalam plant during.

The total capacity of the Bhadrachalam plant now stands at over 5.5 lakh (550k)
tonnes per annum

Source: CLSA Asia-Pacific Markets
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Cigarette prices in India
today are highest relative
to income and illegal
cigarettes form ~18% of
the market

Due to availability of
options like ‘biri’ and
other forms of tobacco,
cigarette per capita is
dismally low in India

Despite low cigarette
penetration, ITCis a
margin growth story in
India due to high taxes
which impact the volume
growth

Cash machine

ITC - O-PF

Cigarette prices in India are higher than other countries

Figure 2

Price of cigarettes relative to income
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Figure 3
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Cigarette Ebit margins for ITC
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Margin expansion and
slightly better asset turns
driving 60bps YoY
expansion in FY13 RoE

RoOE continued to move up
and touched an all-time
high

ROCE declined in
cigarettes, hotels and
paperboards...

... but improved in agri
(and new FMCG where
losses declined)

Cash machine ITC - O-PF
Return ratios to an all-time high
Figure 5
Du pont analysis
FY09 FY10 FY11 FY12 FY13 14CL 15CL 16CL
Ebit Margin (%) 27.6 30.1 30.5 31.5 32.2 32.9 33.7 34.2
Asset Turnover (x) 1.1 1.2 1.3 1.4 1.4 1.4 1.4 1.4
Financial Leverage (x) 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.0
Interest burden (x) 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1
Tax Burden (x) 0.7 0.7 0.7 0.7 0.7 0.7 0.7 0.7
ROAE 25.3 29.2 33.2 35.5 36.1 36.5 38.0 38.3
Source: CLSA
Figure 6
ITC's return ratios over the years
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Figure 7 Figure 8
Reported RoCE in cigarettes ... and paperboards
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Moderation in capex in FY13; rise in working capital

Figure 11
Capex declined from the Trend in annual capex
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Figure 12
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Figure 13 Figure 14
Working capital rose five Overall working capital... ...trend in components
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We believe that the capex
has peaked in FY12 and
expect annual spent over
FY14-16 should be similar
to FY13

On the back of this, FCF
should rise at 25% Cagr
over FY14-16CL which is

ahead of EPS Cagr of
~17.5%

Cash machine

25% FCF Cagr over FY14-16CL

ITC - O-PF

Figure 15

Trend in operating and free cash flow
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Figure 16

Free Cash Flow statement

(Rsm) FY11 FY12 FY13 14CL 15CL 16CL
Cash from operations 53,327 60,156 67,099 81,691 96,824 112,899
PAT 49,876 61,624 74,184 86,703 102,574 120,279
Tax provisions 848 4,172 3,794 900 1,000 1,000
Interest 684 779 865 900 925 950
Depreciation 6,560 6,985 7,956 9,000 10,000 11,000
We build in flat days in Other income (5,014)  (8,332)  (9,099) (10,464) (12,033) (13,838)
W°rkii:9n::';i::f'|;‘:::'£";9r Working capital 1,679  (1,275)  (7,852)  (4,623)  (4,917)  (5,766)
FY14-16 Other current assets (1,627) (4,083) (2,643) (725) (725) (725)
Others 320 287 (107) - - -
Cash from investments (14,328) (18,213) (19,851) (9,658) (8,967) (8,161)
Expect annual capex over Capex (13,419) (22,476) (20,899) (20,122) (21,000) (22,000)
FY14-16 to stay at around
FY13 levels Investments (1,435) (2,527) 740 - - -
Other Income 5,014 8,332 9,099 10,464 12,033 13,838
Others (4,488)  (1,542)  (8,791) - - -
Cash from financing (35,516) (32,466) (32,326) (49,429) (58,704) (67,974)
Equity 9,038 7,650 9,223 - - -
Debt (85) (101) (115) - - -
Interest costs (158) (779) (865) (900) (925) (950)
Dividends (44,517)  (40,015) (40,884) (48,529) (57,779) (67,024)
Others 206 780 315
Net change in cash 3,483 9,477 14,922 22,604 29,153 36,764
ITC to generate rising Free Cash Flow 39,908 37,680 46,200 61,569 75,824 90,900
esices Source: CLSA
24 June 2013 vivek.maheshwari@clsa.com 6
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Strong dividend payout; healthy balance sheet
Figure 17

ITC steadily raised the Trend in dividend pay-out
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Figure 18
... supported by a strong Year-end net cash and dividend per share
and net cash balance
sheet 25 7(Rs/sh) @ Dividend (incl. tax provisions) OYear-end net cash
20 -
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Source: CLSA
Figure 19
Summary balance sheet
(Rsm) FY11 FY12 FY13 14CL 15CL 16CL
Equity Capital 7,738 7,818 7,902 7,902 7,902 7,902
Others 151,795 180,101 214,977 243,900 279,450 321,149
Networth 159,533 187,919 222,879 251,802 287,352 321,149
Debt 993 892 777 777 777 777
Deferred tax liability 8,019 8,727 12,037 12,937 13,937 14,937
Total 168,544 197,538 235,693 265,516 302,066 344,765
Net fixed assets 96,785 113,759 126,971 138,093 149,093 160,093
Investments 15,633 19,533 20,009 20,009 20,009 20,009
Net current assets (6,220) (7,577) 1,968 (1,934) (5,537) (10,602)
Rising cash on the -
balance sheet Cash & liquid 62,346 71,822 86,744 109,349 138,501 175,265
Total 168,544 197,538 235,693 265,516 302,066 344,765
Source: CLSA
24 June 2013 vivek.maheshwari@clsa.com 7
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Non-cigarette business
are becoming increasingly
self-sufficient and in fact,
generating cash

While cigarette’s
contribution to overall
revenues has been going
down over the years...

... it still forms bulk of
ITC’s overall Ebit

The new FMCG business
has been steadily showing
improvement and we
expect a break-even in
FY14

Cash machine ITC - O-PF
Other businesses have been self-sustaining
Figure 20
Non-cigarette capex and Ebitda
40 -q(Rsbn) _
@ Capex OEbitda
35 A
30 A
25 A
20 A
15 A
10 A
5 -
0 - =
(o] ™M < N O ™~ [ee] a o — o ™M -l — —
o o o o o o o o — i — — @] O O
C oL oo &L & & & & & oo oL oo I 9 37
Source: CLSA
Figure 21 Figure 22

Gross FY13 revenue split

Net FY13 revenue split
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Figure 23 Figure 24
FY13 Ebit break-up Trend in FMCG losses
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ESOPs diluting EPS by 5%
Figure 25
ITC granted 0.8% of ESOPs granted as a proportion of shares over the years
outstanding shares as
ESOPs in FY13 cf. 1%+ in 1.8 1 (%)
the past six years 1.6 -
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Figure 26
Impact on FY13 EPS due to ESOPs

FY13
Net earnings 74,184
Less: Fair value compensation cost based on Black Scholes model 3,610
Adjusted profit 77,794
If the company had used Adjusted EPS 9.0
bIa_ck-Scht::Ies model for Reported EPS 9.5
valuing options, reported
earnings would have been CiEeE &)
lower by 5% Source: CLSA
SoTP based target price of Rs370/sh
Figure 27
SoTP calculation
Segment Rs/sh Remarks
Cigarette 286 26x Jun-15 PE
New FMCG 44 3x Jun-15 EV/Sales
Agri-business 10 7.5x jun-15 EV/Ebitda
: Paperboards & packaging 15 7.5x Jun-15 EV/Ebitda
Cigarette forms bulk of Hotels 7 12x Jun-15 EV/Ebitda
ITC's fair value, though,
- Net cash 9 Cash as at Jun-14
proportion of new FMCG i i e
business has been air value
steadily rising Source: CLSA
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Summary financials

Year to 31 March 2012A 2013A 2014CL 2015CL 2016CL
Summary P&L forecast (Rsm)

Revenue 247,984 296,056 346,624 400,408 463,483
Op Ebitda 84,996 103,318 122,866 145,039 169,581
Op Ebit 78,011 95,363 113,866 135,039 158,581
Interest income o o o = o
Interest expense (779) (865) (900) (925) (950)
Other items 11,744 12,344 14,195 16,325 18,774
Profit before tax 88,975 106,842 127,161 150,438 176,404
Taxation (27,352) (32,658) (40,458) (47,864) (56,126)
Minorities/Pref divs 0 0 0 0 0
Net profit 61,624 74,184 86,703 102,574 120,279
Summary cashflow forecast (Rsm)

Operating profit 78,011 95,363 113,866 135,039 158,581
Operating adjustments - - - - -
Depreciation/amortisation 6,985 7,956 9,000 10,000 11,000
Working capital changes (1,275) (7,852) (4,623) (4,917) (5,766)
Net interest/taxes/other (23,565) (28,368) (36,552) (43,298) (50,916)
Net operating cashflow 60,156 67,099 81,691 96,824 112,899
Capital expenditure (23,959) (21,168) (20,122) (21,000) (22,000)
Free cashflow 36,197 45,931 61,569 75,824 90,900
Acg/inv/disposals (3,900) (476) = = =
Int, invt & associate div 10,965 11,479 13,295 15,400 17,824
Net investing cashflow (16,895) (10,164) (6,827) (5,600) (4,176)
Increase in loans (101) (115) = = =
Dividends (40,015) (40,884) (48,529) (57,779) (67,024)
Net equity raised/other 6,332 (1,014) (3,732) (4,292) (4,935)
Net financing cashflow (33,784) (42,013) (52,261) (62,071) (71,959)
Incr/(decr) in net cash 9,477 14,922 22,604 29,153 36,764
Exch rate movements 0 0 0 0 0
Opening cash 62,346 71,822 86,744 109,349 138,501
Closing cash 71,822 86,744 109,349 138,501 175,265
Summary balance sheet forecast (Rsm)

Cash & equivalents 71,822 86,744 109,349 138,501 175,265
Debtors 9,824 11,633 13,620 15,734 18,212
Inventories 56,378 66,002 77,276 89,266 103,328
Other current assets 0 0 0 0 0
Fixed assets 113,759 126,971 138,093 149,093 160,093
Intangible assets = = = = =
Other term assets 38,098 48,823 49,573 50,323 51,073
Total assets 289,882 340,174 387,911 442,918 507,971
Short-term debt = = = = =
Creditors 46,989 50,571 59,208 68,395 79,169
Other current liabs 45,356 53,911 63,187 72,456 84,037
Long-term debt/CBs 892 777 777 777 777
Provisions/other LT liabs 8,727 12,037 12,937 13,937 14,937
Minorities/other equity 0 0 0 0 0
Shareholder funds 187,919 222,879 251,802 287,352 329,050
Total liabs & equity 289,882 340,174 387,911 442,918 507,971
Ratio analysis

Revenue growth (% YoY) 17.2 19.4 17.1 15.5 15.8
Ebitda growth (% YoY) 19.4 21.6 18.9 18.0 16.9
Ebitda margin (%) 34.3 34.9 35.4 36.2 36.6
Net profit margin (%) 24.8 25.1 25.0 25.6 26.0
Dividend payout (%) 57.1 55.6 57.0 55.9 55.8
Effective tax rate (%) 30.7 30.6 31.8 31.8 31.8
Ebitda/net int exp (x) 109.1 119.5 136.5 156.8 178.5
Net debt/equity (%) (37.7) (38.6) (43.1) (47.9) (53.0)
ROE (%) 35.5 36.1 36.5 38.0 39.0
ROIC (%) 54.9 56.3 58.6 65.8 73.8
EVA®/IC (%) 43.1 44.4 46.7 54.0 61.9

Source: CLSA
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Recommendation history of ITC Ltd ITC IB

— Vivek Maheshwari ® BUY 4 O-PF
w Other analysts v U-PF % SELL
x No coverage m N-R
o 3504
O
f—
[«
S
S 300+
n
250+
A
200+ A A
A,
A
150_ T T T T T T T T T
Sep 10 Jan 11 May 11 Sep 11 Jan 12 May 12 Sep 12 Jan 13 May 13
Date Rec Target Date Rec Target
18 May 2013 O-PF 350.00 28 July 2011 O-PF 225.00
22 October 2012 O-PF 330.00 09 March 2011 O-PF 200.00
27 July 2012 O-PF 285.00 03 January 2011 O-PF 195.00
15 June 2012 O-PF 275.00 29 October 2010 O-PF 180.00
02 April 2012 O-PF 260.00 22 July 2010 O-PF 165.00

Source: CLSA

Research subscriptions

To change your report distribution requirements, please contact your CLSA sales representative or email us at cib@clsa.com.
You can also fine-tune your Research Alert email preferences at https://www.clsa.com/member/tools/email_alert/.

Key to CLSA investment rankings: BUY: Total return expected to exceed market return AND provide 20% or greater absolute return; O-PF:
Total return expected to be greater than market return but less than 20% absolute return; U-PF: Total return expected to be less than market
return but expected to provide a positive absolute return; SELL: Total return expected to be less than market return AND to provide a negative
absolute return. For relative performance, we benchmark the 12-month total return (including dividends) for the stock against the 12-month
forecast return (including dividends) for the local market where the stock is traded. We define stocks we expect to provide returns of 100% or
higher including dividends within three years as “Double Baggers”.

©2013 CLSA Limited. Note: In the interests of timeliness, this document has not been edited.

The analyst/s who compiled this publication/communication hereby state/s and confirm/s that the contents hereof truly reflect his/her/their views and
opinions on the subject matter and that the analyst/s has/have not been placed under any undue influence, intervention or pressure by any person/s in
compiling such publication/ communication.

CLSA group of companies (excluding CLSA Americas, LLC) ("CLSA"), CLSA's analysts and/or their associates do and from time to time seek to establish
business or financial relationships with companies covered in their research reports. As a result, investors should be aware that CLSA and/or such
individuals may have one or more conflicts of interests that could affect the objectivity of this report. Regulations or market practice of some
jurisdictions/markets prescribe certain disclosures to be made for certain actual, potential or perceived conflicts of interests relating to research report
and such details are available at www.clsa.com/member/research_disclosures/. Disclosures therein include the position of CLSA only and do not reflect
those of Credit Agricole Corporate & Investment Bank and/or its affiliates. If investors have any difficulty accessing this website, please contact
webadmin@clsa.com or (852) 2600 8111. If you require disclosure information on previous dates, please contact compliance_hk@clsa.com

IMPORTANT: The content of this report is subject to and should be read in conjunction with the disclaimer and CLSA's Legal and Regulatory Notices

as set out at www.clsa.com/disclaimer.html, a hard copy of which may be obtained on request from CLSA Publications or CLSA Compliance Group,
18/F, One Pacific Place, 88 Queensway, Hong Kong, telephone (852) 2600 8888. 27/05/2013

24 June 2013 vivek.maheshwari@clsa.com 11

Prepared for EV: bindushree.joshi@kotak.com


mailto:cib@clsa.com
https://www.clsa.com/member/tools/email_alert/

