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Hindustan Unilever Ltd
Q3 strong beat; Royalty hike will moderate margin growth

Sharekhan code: HINDUNILVR

CMP: Rs. 2,650
€ Maintain

Consumer Goods

Price Target: Rs. 2,900
\l/ Downgrade

Reco/View: Buy ©

N Upgrade

Summary

+ HUL's Q3FY2023 performance was ahead of our as well as street expectation, with revenue/PAT growing by 16% and
12%, respectively (with 5% volume growth). OPM expanded by 33 bps g-o-q to 23.2%.

+ Moderating inflation will aid recovery in volume-led growth in the coming quarters, while price-led growth will taper off.

¢+ The board has approved an 80-bps increase in royalty charges to 3.45% for a period of five years from 2.65% earlier
(done in 2013). This will lead to increased other expenses and moderate margin expansion.

+ The stock is trading at 55x/47x its FY2024/FY2025E earnings. Overhang of royalty hikes after five years would reflect
in some trim down on the valuation multiple. Long-term growth story remains intact. We retain Buy with a reduced TP
of Rs. 2,900.

In Q3FY2023, Hindustan Unilever Limited (HUL) beat our as well street expectation with revenue and PAT
growing by 16%y-o-y (Rs. 15,228 crore) and 12% y-o-y (Rs. 2,581 crore), respectively. Domestic volume growth
in Q3 stood at 5% compared to 4% volume growth in Q2. Moderation in raw-material prices (largely palm oil)
led to a 168-bps sequential improvement in gross margins to 47.5%. The company increased ad-spends by
80 bps g-0-q and margin expansion was moderated at 33 bps on a sequential basis. On the category front,
homecare, beauty and personal care (BPC), and food and refreshment categories registered growth of 32%,
11%, and 7%, respectively, during the quarter. The company’s board has approved the increase of royalty
payment to parent to 3.45% of revenue from 2.65% for the next five years. Increased royalty charges will
happen in a staggered manner over the next three years. However, benefits of collaboration with Unilever
with help HUL to remain competitive in the market, drive in more efficiencies, and achieve consistent earnings
growth in the long run.

Key positives

+ Domestic volume growth came at 5% vs. industry volume decline of 4% in Q3.

+ Fabric care category registered 30%+ revenue growth (40% of growth was volume-led growth).
+ The decline in palm oil prices aided gross margins to improve by 168 bps g-o-q to 47.5%.

Key negatives

+ Beauty and personal care growth moderated at 10%, affected by delay in the winter season and discretionary
products impacted by higher inflation.

+ The board approved increased royalty charges to parent by 80 bps, which will moderate margin expansion
ahead.

Management Commentary

+ Domestic volume growth stood at 5% in Q3. Industry sales volume improved sequentially with moderation
in consumer inflation. Management expects volume growth to further improve if commodity inflation further
reduces or remains stable in the coming quarters. In a stable inflationary environment, revenue growth in
FY2024 will largely be volume-led growth for the company.

* Price-led growth in Q3FY2023 stood at 11%. The company has reduced prices in soaps and tea categories
due to lower input prices. With raw-material prices expected to correct further, price-led growth will taper off
in the quarters ahead.

¢ The company’s board has approved the increase of royalty payment to parent to 3.45% of revenue from
2.65% over the next five years. The increase of 80 bps will be implemented in a staggered manner over the
next three years. Management expects the benefits of collaboration with Unilever would further enhance the
company’s growth prospects, as it will help in remaining competitive through new product additions/entry
into new categories, increased efficiencies through strong sourcing ability, and help in delivering consistent
growth.

+ Stable raw-material prices, improved mix due to premiumisation, and increased sales volume will help gross
margins to improve on a y-o-y basis. Further, if commodity inflation reduces, it will add-on to margins in the
coming quarters. However, the increase in royalty charges will moderate margin expansion in the near term.

Revision in estimates — We have reduced our earnings estimates by 1.7%/2.0%/3.2% in FY2023E/FY2024E/
FY2025E to factor in the increase in royalty charges.

Our Call

View — Retain Buy with a reduced PT of Rs. 2,900: Strong collaboration with parent aided HUL to double
its revenue and expand EBIDTA margin by 1,000 bps over the last decade. The company has agreed to pay
incremental royalty charges by 80 bps to the parentin achieving its aspiration of consistent double-digit earnings
growth in the coming years. Growth will be driven by revenue growth, while margin expansion will be moderate.
The stock has underperformed the broader indices with overall slowdown in the demand environment and is
currently trading at 55x/47x its FY2024E/FY2025E EPS. The overhang of royalty increase after a period of five
years would reflect in trim-down of the valuation multiple. With long-term growth story intact, we maintain our
Buy recommendation on the stock with a reduced 12-month PT of Rs. 2,900.

Key Risks

Sustained slowdown in rural demand or persistent volatility in key input prices from current levels would actas a
key risk to our earnings in the near term.

Valuation (standalone) Rs cr
Revenue 46,546 51,693 60,515 68,416 77,921
OPM (%) 243 24.2 223 231 235
Adjusted PAT 8,136 8,845 9,552 11,306 13,249
Adjusted EPS (Rs.) 346 376 40.6 481 56.4
P/E (x) 76.5 70.4 65.2 55.1 47.0
P/B (x) 131 12.8 127 12.3 1.4
EV/EBIDTA (x) 54.4 49.3 455 387 33.0
RoNW (%) 29.3 18.4 19.6 227 251
RoCE (%) 371 241 25.9 301 334

Source: Company; Sharekhan estimates
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Revenue growth at 16.3% y-o-y; Volume growth at 5%

Standalone revenue grew by 16.3% y-o-y in Q3FY2023 to Rs. 15,228 crore, largely led price hike of 1%
while domestic sales volume growth stood at 5% y-o-y, in-line with our expectation. Around 75% of product
portfolio continued to gain in value/volume market share. Revenue of the home care segment, personal care
segment, and foods business grew by 32%, 11%, and 7% y-o-y, respectively. Gross margin contracted by 463
bps y-o-y to 47.5% mainly on account of higher input prices. OPM declined by 182 bps y-o-y to 23.2%, as
the impact of higher raw-material prices was partly offset by better operating efficiencies. Operating profit
grew by 7.9% y-o-y to Rs. 3,537 crore. In line with operating profit growth coupled with higher other income,
adjusted PAT grew by 12.6% y-o-y to Rs. 2,581 crore. Other income was higher due to increased treasury
yields and higher dividend from subsidiaries. Reported PAT grew by 11.7% y-o-y to Rs. 2,505 crore.

Consumer business’ volume growth
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Revision in royalty charges will lead to moderation in margin expansion

The Board of Directors of HUL has approved the proposal to enter a new arrangement with Unilever group
entities for the provision of technology, trademark licenses, and services to HUL. The current Technology,
Trademark License, and Central Services Agreement with Unilever group was entered into in January 2013
for a period of 10 years. This granted HUL the right to use Unilever-owned trademarks, technology, and
corporate logo and gave access to central services provided by Unilever group. During the tenure of the
contract, HUL doubled its turnover and improved its EBITDA margin by ~1,000 bps. The new royalty and
central services arrangements are proposed to be effective from February 1, 2023, for a period of five years.
As per the new arrangement, royalty fees would be increased in a staggered manner by 80 bps over a
period of three years from 2.65% to 3.45% of turnover, with a 45 bps increase in effective cost for February to
December 2023, further 25 bps increase in effective cost for January to December 2024, and 10 bps further
increase in effective cost from January 2025. Management is confident to deliver strong performance going
ahead on account of Unilever’s global brands, innovations, technical know-how, centralised services, and
functional expertise. Management expects the benefits of collaboration with Unilever would further enhance
the company’s growth prospects, as it will help in remaining competitive through new product addition/entry
into new category, increased efficiencies through strong sourcing ability, and help in delivering consistent
growth. According to our calculation, the increase in royalty charges would lead to higher other expenses
by Rs. 50 crore in FY2023, Rs. 300 crore+ in FY2024, and Rs. 600 crore+ in FY2025 with other elements
remaining the same.

Home Care — Strong revenue growth, margins impacted due to inflation

The home care segment delivered 31.6% y-o-y and 7.3% g-o0-q growth in Q3FY2023 to Rs. 5,518 crore, driven
by strong double-digit volume growth. Both fabric wash and household care grew in high double digits with
all parts of the portfolio performing very well. Fabric wash registered high double-digit growth, driven by
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premiumisation, market development actions, and strong market share gains. Liquids portfolio continued to
deliver strong results, driven by effective market-development actions. Calibrated price increases were taken
(up to 15%) in fabric wash and household care portfolios to partly offset input cost inflation. PBIT margins of
the homecare business declined by 83 bps y-o-y to 19.8% due to sustained input cost inflation.

Home Care — Quarterly trend in revenue growth
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Beauty and personal care (BPC) — Steady performance with 11% y-o-y growth

The beauty and personal care segment grew by 10.5% y-o-y and 2.8% g-o-q to Rs. 5,718 crore in Q3FY2023,
aided by broad-based growth across the premium portfolio. Skin cleansing delivered strong double-digit
growth with volumes growing in mid-single digit. Price reductions were taken in the soaps portfolio with
softening in palm oil prices. Hair care grew in high single-digit, led by strong performance in Clinic Plus. Oral
care delivered steady performance, led by Close-Up. Delayed winter impacted growth in skin care; however,
the non-winter portfolio delivered double-digit growth, driven by continued focus on innovations and market-
development actions in emerging and on-trend demand spaces. During the quarter, Tresemme’s new hair
care range with Protein Bond Plex technology, Lakme’s new range of serums and compact, and Lifebuoy’s
superior formulation with Neem and Aloe were launched. PBIT margin of the BPC business declined by 252
bps y-o-y to 25.3% due to high input cost inflation.

BPC - Quarterly trend in revenue growth
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Foods and Refreshments (F&R) — Strong growth in foods, coffee, and ice cream

Foods and refreshment grew by 6.8% y-o-y to Rs. 3,700 crore, driven by solid performance in ice cream,
coffee, and food solutions. Foods grew in high teens with double-digit volume growth, led by jams, ketchup,
and Unilever Food Solutions business. Ice cream had another strong quarter with double-digit growth on a
very high base, led by robust performance across brands and formats. Tea continued its value and volume
market leadership and delivered mid-single digit volume growth. Coffee continued to perform well, delivering
double-digit growth. Health Food Drinks (HFD) grew in mid-single digit, with strong performance in Boost and
Plus range. HFD continued to gain market share and penetration on account of focused market—-development
actions. During the quarter, Red Label’s Maa Care — a new premium tea with 80% less caffeine, Bru ‘Instant
Decoction’ coffee, Knorr Korean Meal Pot, and new flavours of Knorr Soup were launched. The F&R segment’s
EBIT margin declined by 77 bps y-o-y to 17.9%.

F&R - Quarterly trend in revenue growth
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Conference call highlights

¢ Rural demand to pick-up gradually: The company witnessed another quarter of urban leading growth, as
rural remained muted. The company has seen more value growth over volume growth due to muted rural
demand. A budget boost (MNREGA allocation) as well as moderation in the inflation will help rural demand
to improve in the coming quarters. Rural slowdown is expected to bottom out in the next few months.

+ Differentiated price revision across categories: During the quarter, few of the categories undertook price
hikes due to sustained raw-material inflation, while the company passed on the benefit of the decline in
input prices in certain categories. In Q3FY2023, marginal price increases were taken in fabric wash and
household care and HFD categories due to higher prices of soda ash (up 40% y-o-y), skimmed milk powder
(up 30% y-o-y), and barley (up 35% y-o-y). Tea and soap categories saw price reduction due to correction
in raw tea and palm oil prices (down 30% y-o-y).

+ Sequential increase in gross margin: Gross margins increased by 168 bps g-o0-q due to lower net material
inflation (NMI), which dropped to 18% in Q3FY2023 from 22% in Q2FY2023. As stated by the management,
if raw-material prices remain stable, gross margin expansion would be achieved through premiumisation
(mix change) and benefit of scale. Price vs. cost gap reduced from 10% in Q2FY2023 to 7% in Q3FY2023.
The company is looking to maintain/reduce the gap going ahead.

+ Skincare impacted due to seasonality: December 2022 was registered to be one of the warmest in several
years. This had an adverse impact on certain categories. Vaseline and other skincare brands were impacted.
Weak season coupled with price increase undertaken affected skincare performance in Q3FY2023. If
inflation remains stable, then the discretionary category such as skincare is expected to see improvement.

¢ HFD to gain traction: The company is aiming to drive the segment’s growth through cost synergy
and revenue growth through market development by improving penetration and awareness. As per
management, inflation had a meaningful impact on demand for HFD portfolio. If commodity prices remain
stable, strong growth is expected going ahead. The company is gaining market share and penetration in
the HFD category.

* Tax rate for FY2023 is expected at 24%.
January 19, 2023 4
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Results (Standalone) Rs cr

Particulars Q3FY23 Q3FY22 y-o-y (%) ‘ Q2FY23
Net revenue 15,228.0 13,092.0 16.3 14,751.0 3.2
Total Raw Material 7,997.0 6,269.0 276 7,994.0 0.0
Employee Expenses 676.0 657.0 2.9 709.0 -4.7
Advertising and promotions 1,200.0 1189.0 0.9 1,041.0 15.3
Other Expenses 1,818.0 1,698.0 71 1,630.0 1.5
Total expenditure 11,691.0 9,813.0 191 11,374.0 2.8
Operating Profit 3,537.0 3,279.0 7.9 3,377.0 47
Other income 228.0 91.0 - 115.0 98.3
EBITDA 3,765.0 3,370.0 1.7 3,492.0 7.8
Interest 26.0 25.0 4.0 25.0 4.0
PBDT 3,739.0 3,345.0 1.8 3,467.0 7.8
Depreciation 260.0 255.0 2.0 248.0 4.8
PBT 3,479.0 3,090.0 12.6 3,219.0 81
Tax 898.0 798.2 12.5 833.0 7.8
Adjusted PAT 2,581.0 2,291.8 12.6 2,386.0 8.2
Extra-ordinary items 76.0 48.8 55.6 -230.0 -
Reported PAT 2,505.0 2,243.0 1.7 2,616.0 -4.2
Adjusted EPS (Rs.) 1.0 9.8 12.6 10.2 8.2
bps bps
GPM (%) 475 521 -463 458 168
OPM (%) 23.2 25.0 -182 229 33
NPM (%) 16.9 17.5 -56 16.2 77
Tax rate (%) 25.8 25.8 -2 259 -7

Source: Company, Sharekhan Research

Segmental performance Rs cr
Particulars Q3FY23 Q3FY22 y-o-y (%) ‘ Q2FY23

Revenue

Home Care 5,518.0 4193.0 31.6 5143.0 7.3
Beauty & Personal Care 5,718.0 5175.0 10.5 5,561.0 2.8
Food & Refreshments 3,700.0 3,466.0 6.8 3,755.0 -1.5
Total 14,936 12,834 16.4 14,459 3.3
PBIT

Home Care 1,091.0 864.0 26.3 889.0 227
Beauty & Personal Care 1,448.0 1,441.0 0.5 1,396.0 37
Food & Refreshments 661.0 646.0 2.3 744.0 -1.2
Total 3,200 2,951 8.4 3,029 5.6
PBIT margins (%)

Home Care 19.8 20.6 -83 17.3 249
Beauty & Personal Care 253 278 -252 251 22
Food & Refreshments 17.9 18.6 -77 19.8 -195
Total 214 23.0 -157 20.9 48

Source: Company, Sharekhan Research
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Outlook and Valuation

B Sector view - H2FY2023 to be better compared with H1

Sustained slowdown in rural demand will continue to put a toll on sales volume of consumer goods companies
in Q3FY2023. However, uptick in the festive season, sustained demand for premium categories along with
stable demand in urban markets will lead to a sequential improvement in sales volume. Overall, we expect
H2FY2023 to be much better compared with HIFY2023, with expected recovery in sales volumes. OPM is
also expected to improve from Q4FY2023. Low penetration in key categories (especially in rural India), lower
per capita consumption compared with other countries, a large shift to branded products, and emergence of
new channels such as e-commerce/D2C provide several opportunities for achieving sustainable growth in
the medium to long run.

B Company outlook - Focus remains on achieving competitive volume growth

HUL is well poised to achieve good growth in the coming years with a leadership position of over 80% of
the portfolio and presence in more than 8 million stores. Recovery in rural demand, improvement in demand
for out-of-home categories with better mobility, addition of relevant products in the portfolio, and sustained
improvement in the penetration of key categories remain key growth drivers in the near term. The company
continues to focus on achieving competitive volume growth with strategies in place in the near to medium
term. Better product mix with recovery in discretionary categories, calibrated price hikes, and operational
efficiencies along with integration benefits would help margins to improve in the coming years. However, the
recent hike in royalty charges will moderate margin expansion.

B Valuation - Maintain Buy with a reduced PT of Rs. 2,900

Strong collaboration with parent aided HUL to double its revenue and expand EBIDTA margin by 1,000 bps
over the last decade. The company has agreed to pay incremental royalty charges by 80 bps to the parentin
achieving its aspiration of consistent double-digit earnings growth in the coming years. Growth will be driven
by revenue growth, while margin expansion will be moderate. The stock has underperformed the broader
indices with overall slowdown in the demand environment and is currently trading at 55x/47x its FY2024E/
FY2025E EPS. The overhang of royalty increase after a period of five years would reflect in trim-down of the
valuation multiple. With long-term growth story intact, we maintain our Buy recommendation on the stock with
a reduced 12-month PT of Rs. 2,900.
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Peer Comparison
. P/E (x) \ EV/EBITDA () \ RoCE (%)
Companies
FY22| FY23E| FY24E| FY22| FY23E| FY24E| FY22| FY23E| FY24E
Nestle India* 81.8 75.0 614 527 496 414 138.3 129.4 125.8
ITC 26.9 22.8 19.8 20.3 16.3 14.3 271 326 353
Godrej Consumer Products 53.0 54.3 427 38.8 40.2 320 17.3 15.6 18.5
HUL 70.4 65.2 551 493 45.5 387 241 25.9 301

Source: Company, Sharekhan estimates; *Values for Nestle India are for CY21, CY22E and CY23E
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About company

HUL is India’s largest FMCG company present since the past 90 years in the country. The company has a
strong portfolio in the homecare and beauty and personal care categories. The company is a subsidiary of
Unilever Plc (that holds a 62% stake in HUL), the world’s largest consumer goods company present across
190 countries. With over 50 brands spanning 15 distinct categories such as personal wash, fabric wash, skin
care, hair care, oral care, deodorants, colour cosmetics, beverages, ice creams, frozen desserts, and water
purifiers, HUL is part of the everyday life of millions of consumers across India. The company’s portfolio
includes leading brands such as Lux, Lifebuoy, Surf Excel, Rin, Wheel, Fair & Lovely, Pond’s, Vaseline, Lakmé,
Dove, Clinic Plus, Sunsilk, and Axe.

Investment theme

HUL has a leadership position in highly penetrated categories such as soaps, detergents, and shampoos in
India. Sustaining product innovation, entering into new categories, premiumisation, and increasing distribution
network remain some of the company’s key revenue drivers. Addition of GSK Consumer’s HFD business will
make HUL a formidable play in the HFD segment and will enhance the growth prospects of its relatively
small food business. A strong financial background, robust cash-generation ability, and leadership position
in some of the key categories give HUL an edge over other companies and, hence, justify the stock’s premium
valuation.

Key Risks

¢ Slowdown in the demand environment: Any slowdown in demand (especially in rural India) would affect
sales of key categories, resulting in moderation of sales volume growth.

¢ Increased input prices: Palm oil and crude derivatives such as linear alkyl benzene are some of the key
raw materials used by HUL. Any significant increase in the prices of some of these raw materials would
affect profitability and earnings growth.

+ Increased competition in highly penetrated categories: Increased competition in highly penetrated
categories such as soaps and detergents would act as a threat to revenue growth.

Additional Data

Key management personnel

Nitin Paranjpe Chairman

Sanjiv Mehta CEO and Managing Director

Ritesh Tiwari Executive Director, Finance and IT; and Chief Financial Officer
Dev Bajpai Executive Director, Legal, and Corporate Affairs; and

Company Secretary
Source: Company

Top 10 shareholders

Sr. No. Holder Name Holding (%)
1 Life Insurance Corp of India 478
2 Blackrock Inc. 1.42
3 SBI Funds Management 1.32
4 Vanguard Group Inc. 1.30
5 JP Morgan and Chase 0.68
6 ICICI Prudential Life Insurance Co. 0.48
7 UTI Asset Management Co. Ltd. 0.43
8 Abrdn plc 0.33
9 Norges Bank 0.31
10 Veritas Asset Management LLP 0.30

Source: Bloomberg

Sharekhan Limited, its analyst or dependant(s) of the analyst might be holding or having a position in the companies mentioned in the article.
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Understanding the Sharekhan 3R Matrix

Right Sector
Positive

Neutral

Negative

Right Quality

Positive

Neutral

Negative

Right Valuation
Positive

Neutral

Negative

Source: Sharekhan Research

Strong industry fundamentals (favorable demand-supply scenario, consistent
industry growth), increasing investments, higher entry barrier, and favorable
government policies

Stagnancy in the industry growth due to macro factors and lower incremental
investments by Government/private companies

Unable to recover from low in the stable economic environment, adverse
government policies affecting the business fundamentals and global challenges
(currency headwinds and unfavorable policies implemented by global industrial
institutions) and any significantincrease in commodity prices affecting profitability.

Sector leader, Strong management bandwidth, Strong financial track-record,
Healthy Balance sheet/cash flows, differentiated product/service portfolio and
Good corporate governance.

Macro slowdown affecting near term growth profile, Untoward events such as
natural calamities resulting in near term uncertainty, Company specific events
such as factory shutdown, lack of positive triggers/events in near term, raw
material price movement turning unfavourable

Weakening growth trend led by led by external/internal factors, reshuffling of
key management personal, questionable corporate governance, high commodity
prices/weak realisation environment resulting in margin pressure and detoriating
balance sheet

Strong earnings growth expectation and improving return ratios but valuations
are trading at discount to industry leaders/historical average multiples, Expansion
in valuation multiple due to expected outperformance amongst its peers and
Industry up-cycle with conducive business environment.

Trading at par to historical valuations and having limited scope of expansion in
valuation multiples.

Trading at premium valuations but earnings outlook are weak; Emergence of
roadblocks such as corporate governance issue, adverse government policies
and bleak global macro environment etc warranting for lower than historical
valuation multiple.
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