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Risk-reward favourable
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Summary

¢ Wereiterate our Buy on ITC with an unchanged PT of Rs. 515. Post the recent correction in the stock price,
valuation at 22x/20x its FY2025E/FY2026E EPS looks attractive with favourable risk reward.

* Major uncertainties hovering around the stock are over, as BAT has sold 3.5% stake in the company. BAT
is unlikely to reduce its stake below 25%.

¢ Business fundamentals of ITC are intact with steady growth in the core cigarette business and non-
cigarette FMCG business witnessing consistent improvement in EBITDA margins.

¢ Efficient capital allocation plan and strong dividend payout make it a preferred pick in the large-cap
FMCG space with attractive valuations.

British American Tobacco (BAT) sold its 3.5% stake in ITC at ~Rs. 400 per share through a block
deal. Thus, uncertainties lingering around BAT’s stake sale are no more, unless it decides to sell an
additional stake in ITC in the coming months. Post the stake sale, BAT will hold a 25.5% stake in ITC
and is unlikely to reduce its stake below 25% in the near term. Business fundamentals of ITC are intact
with the core cigarette business likely to see consistentimprovementin volume growth (recovered to
0.96x of FY2013 cigarette sales volume) in the backdrop of a stable cigarette tax environment, while
the non-cigarette FMCG business is seeing consistent improvement in profitability in the past few
years. The company has strategies in place to achieve consistent double-digit earnings growth in the
coming years. The stock has corrected by ~12% from its recent high and is trading at an attractive
valuation. Given that the uncertainties related to the stake sale are over, we believe it is the right time
to enter into a quality large-cap company in the FMCG space with attractive valuations and a good
dividend distribution policy.

+ Uncertainties related to BAT's stake sale are over: BAT sold 43.7 crore shares (3.5% of its stake) at an
average price of Rs. 400 per share via a block deal. Post the stake sale, BAT will hold a 25.5% stake in ITC. It
is unlikely to reduce its stake below 25%. Any further stake sale can happen after 180 days of the locking
period. Post the stake sale by BAT, there will not be any major uncertainties hovering around the stock.
This will reduce stress on ITC's stock, which corrected ~12% from its high post the news of BAT selling its
stake in ITC.

+ Long-term business fundamentals intact: The company is focusing on growth avenues in every
business it operates to drive consistent growth: 1) Cigarette - by gaining share from illicit cigarettes, 2)
Foods - play on the theme of a shift from unbranded to branded products, 3) Agri products — increase the
contribution of value-added products, and 4) Personal care - reshape the portfolio to improve growth
prospects. Contribution of the non-cigarette business has increased to 27% from ~17% in FY2013. The
key pillar for scale-up in the contribution of the non-cigarette business was other FMCG business, which
grew by almost 5x over the same period with EBIDTA margin consistently improving to low double digits.
With strategies in place, we expect fast scale-up in the non-cigarette FMCG business and EBITDA margins
improving by 100-150 bps per annum in the coming years.

+ Strong cash flow generation with prudent capital allocation plan and consistent dividend payout:
ITC is planning to do a capex of Rs. 3,000-3,400 crore p.a. Out of this, 35-40% would be for putting
capacities in core and new segments in FMCG business, 30-35% to expand capacity under the paper
business (existing plant location and new greenfield facility in new location with phase-wise expansion),
rest of the capital investment will be done in new vectors, and various digital projects. Funding for
investment for the organic and inorganic initiatives will be done through internal accruals. Along with a
prudent capital allocation plan, the company has always rewarded its shareholders with a good dividend
payout (stood at Rs. 1,02,000 crore for 10 years, which is higher than free cash generation of Rs. 95,000
crore during the same period).

Our Call

View - Retain Buy with an unchanged PT of Rs. 515: Major uncertainties hover around ITC’s stock are over
as BAT has sold its 3.5% stake in the company. ITC has carved its growth plan very prudently by focusing on
growing the core business, building up the emerging business, and investing in new vectors in the coming
years. This will be supported by prudent capital investment funded by higher cashflows in the coming years.
This will help the company’s earnings to grow in double digits in the coming years. The stock has corrected
by ~12% from its recent high and is trading at 22x and 20x its FY2025E and FY2026E earnings. Risk reward
is favourable in the quality large-cap space with a consistent growth outlook and a good dividend payout
policy. We maintain our Buy rating on the stock with an unchanged SOTP-based target price (TP) of Rs. 515.

Key Risks

The government’s policies to curb tobacco product consumption or a sustained slowdown in consumer
demand would act as a key risk to our earnings estimates.

Valuation (Standalone) Rs cr
Revenues 70,251 70,413 79,370 89,195
OPM (%) 34.1 37.3 37.3 376
Adjusted PAT 18,700 20,699 23,139 26,125
Adjusted EPS (Rs.) 15.1 16.7 18.6 21.0
P/E (x) 27.5 249 223 19.7
P/B (x) 7.8 7.2 6.6 5.8
EV/EBIDTA (x) 213 19.4 17.2 15.1
RoNW (%) 29.1 29.5 30.3 30.8
RoCE (%) 327 331 347 35.6

Source: Company; Sharekhan estimates
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Cigarette business volumes to grow by 4-5% in the near term

In a stable tax regime, ITC was able to claw back sales volume from illicit cigarettes in the last five years. The company’s
volumes have recovered to 0.96x of sales volume achieved in FY2013. lllicit cigarette contributes about one-third of
overall cigarette sales in India. Continuance of a stable tax policy and relevant portfolio intervention will help ITC
achieve steady volume growth in its core cigarette business in the coming years. We expect ITC's cigarette sales
volume to grow by 4-5% in the near term unless there is no major increase in the tax rates of cigarettes.

Trend in ITC’s cigarette sales volume growth Recovery in ITC’s cigarette sales volume
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Non-cigarette FMCG business to see consistent margin improvement

ITC's FMCG business (ex-cigarettes) reported over 14% revenue CAGR and 310bps margin expansion over the past
three years supported by its diverse portfolio, purpose-led brands, agile, resilient and efficient supply chain, smart
omni-channel network, and value-accretive M&A. The company aims for 80-100 bps y-o-y improvement in FMCG
margins every year, with 30-40bps coming from revenue and mix, ~20bps from economies of scale, and ~30bps
from cost optimisation (ICML (100bps in the medium term), digitisation, logistics, etc). RoCE of the FMCG business
is expected to rise from 18% (excluding Intangibles acquired) to 26-28% in the medium term. Improvement in the
profitability of the non-cigarette FMCG business will be one of the key levers for driving the overall margins of the
company in the coming years.

Rise in FMCG revenue and margins
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Financials in charts

Revenue and PAT to rise at 8% and 12% CAGR
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Margins to improve from FY2023 levels
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Strong OCF/EBITDA

Source: Company, Sharekhan Research

Consistent dividend payout
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Outlook and Valuation

B Sector Outlook - Tax rate hike remains a risk for cigarettes; FMCG to perform well

The domestic cigarette industry in the past was affected by a sustained rise in taxes and regulatory regime along with a
sharp increase in illegal trade in the past few years, especially at the premium end, which continues to pose significant
challenges to the legal cigarette industry. However, in recent times, the government has undertaken stringent actions
to curb illicit cigarette sales. This along with lower price hikes in the cigarette portfolio will help cigarette companies
post better volume growth. On the FMCG front, normal, widespread monsoons and government support (especially
before the elections) might help rural demand to gradually pick up. For margins, stable raw-material prices post the
recent correction in some of the key inputs (including crude oil and vegetable oils) will help margins to consistently
improve in the coming quarters.

B Company Outlook - Cigarette sales momentum to sustain; FMCG margins to scale up

Cigarette volume growth momentum is expected to sustain with the government not increasing taxes on cigarettes
for the second consecutive year. In the near term, a higher base will lead to lower growth in the cigarette business.
Market coverage for FMCG products was stepped up to 2x pre-pandemic levels. Direct reach enhancement was
around 1.25x over pre-pandemic levels. Strong traction to product launches and increased e-commerce salience to
~10% will help the non-cigarette FMCG business’s revenue to consistently grow in mid-teens to high teens in the
coming years. A good monsoon will lead to some recovery in rural demand. PBIT margin of the business will improve,
led by efficiencies and scale-up in the contribution of new businesses. FY2024 and FY2025 will continue to be strong
years for the hotels business due to higher demand from domestic leisure travel, improvement in the MICE segment
and corporate travels, and an expected comeback in foreign tourist arrivals.

M Valuation - Retain Buy with an unchanged PT of Rs. 515

Retain BUY with an unchanged PT of Rs. 515: Major uncertainties hover around ITC's stock are over as BAT has sold its
3.5% stake in the company. ITC has carved its growth plan very prudently by focusing on growing the core business,
building up the emerging business, and investing in new vectors in the coming years. This will be supported by
prudent capital investment funded by higher cashflows in the coming years. This will help the company’s earnings to
grow in double digits in the coming years. The stock has corrected by ~12% from its recent high and is trading at 22x
and 20x its FY2025E and FY2026E earnings. Risk reward is favourable in the quality large-cap space with a consistent
growth outlook and a good dividend payout policy. We maintain our BUY rating on the stock with an unchanged
SOTP-based TP of Rs. 515.
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Peer Comparison

m P/E (x) EV/EBITDA (x) RoCE (%)

FY23| FY24E| FY25E|  FY23| FY24E| FY25E|  FY23| FY24E| FY25E
Hindustan Unilever 54.4 52.7 47.8 39.5 37.3 336 25.6 27.0 29.1
ITC 27.5 24.9 223 213 19.4 17.2 327 33.1 34.7

Source: Company, Sharekhan estimates
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About company

ITC is one of the largest diversified players in India present in businesses such as cigarettes, FMCG, hotels, and paper.
The company is the market leader in the domestic cigarette and PPP segments. The company is also the second-
largest hotel chain by revenue and profitability, with a strong room inventory. The company has a strong distribution
reach of more than 2 million, which it is utilising to scale up its consumer goods business and de-risk its business
model. ITC's revenue and PAT grew by 2.5x each over FY2013-FY2023.

Investment theme

ITC is focusing on de-risking its business model by reducing dependence on its core cigarette business (affected by
regulatory and tax hurdles for the past few years) by scaling up the fast-growing consumer goods, PPP, and hotel
businesses. The company has quickly rebound from disruption caused by the lockdown and key businesses are
operating at normal levels. The company posted resilient performance in FY2023 with double-digit revenue and PAT
growth. We expect the momentum to sustain in FY2024. Further, scale-up in the performance of the non-cigarette
FMCG business and margin improvement would be triggers for the stock in the medium to long term. Post the
demerging of the asset-heavy hotels business, the return profile of ITC will substantially improve going ahead.

Key Risks
+ Significant rise in taxes on cigarettes or government actions to curb tobacco and tobacco consumption would act

as a key risk to the cigarette business.

¢ Sustained consumption slowdown would affect the growth rate of categories such as consumer goods and hotels
in the near term.

Additional Data

Key management personnel

Sanjiv Puri Chairman and Managing Director

Supratim Dutta Chief Financial Officer

Nakul Anand Executive Director

Rajendra Kumar Singhi Executive Vice President and Company Secretary

Source: Company Website

Top 10 shareholders

Sr.No. Holder Name Holding (%)
1 British American Tobacco PLC 25.50
2 Life Insurance Corp of India 15.20
3 Unit Trust of India 7.81
4 SBI Funds Management Limited 3.07
5 GQG Partners LLC 1.75
6 General Insurance Corp. of India 1.74
7 Capital Group of Cos Inc. 1.66
8 New India Assurance Co. Limited 1.47
9 ICICI Prudential AMC Limited 1.26
10 HDFC AMC Limited 1.15

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 significant increase 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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DISCLAIMER

This information/document has been prepared by Sharekhan Ltd. (SHAREKHAN) and is intended for use only by the person or entity to which it is
addressed to. This Document may contain confidential and/or privileged material and is not for any type of circulation and any review, retransmission,
or any other use is strictly prohibited. This information/ document is subject to changes without prior notice.

Recommendation in reports based on technical and derivatives analysis is based on studying charts of a stock’s price movement, trading volume,
outstanding positions, as opposed to focusing on a company’s fundamentals and as such, may not match with a report on a company’s fundamentals.
However, this would only apply for information/document focused on technical and derivatives research and shall not apply to reports/documents/
information focused on fundamental research.

This information/document does not constitute an offer to sell or solicitation for the purchase or sale of any financial instrument or as an official
confirmation of any transaction. Though disseminated to all customers who are due to receive the same, not all customers may receive this report
at the same time. SHAREKHAN will not treat recipients as customers by virtue of their receiving this information/report.

The information contained herein is obtained from publicly available data or other sources believed to be reliable and SHAREKHAN has not
independently verified the accuracy and completeness of the said data and hence it should not be relied upon as such. 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. This document is prepared for assistance only and is not intended to be and must
not alone be taken as the basis for an investment decision. Recipients of this report should also be aware that past performance is not necessarily
a guide to future performance and value of investments can go down as well. 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 recommendations/ reports that are inconsistent with and
reach different conclusions from the information presented in this recommendations/report.

This information/recommendation/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.

The analyst certifies that the analyst might have dealt or traded directly or indirectly in securities of the company and that all the views expressed in
this document accurately reflect his or her personal views about the subject company or companies and its or their securities and do not necessarily
reflect those of SHAREKHAN. The analyst and SHAREKHAN further certifies that either he or his relatives or Sharekhan associates might have
direct or indirect financial interest or might have actual or beneficial ownership of 1% or more in the securities of the company at the end of the
month immediately preceding the date of publication of the research report. The analyst and SHAREKHAN encourages independence in research
report/ material preparation and strives to minimize conflict in preparation of research report. The analyst and SHAREKHAN does not have any
material conflict of interest or has not served as officer, director or employee or engaged in market making activity of the company. The analyst and
SHAREKHAN has not been a part of the team which has managed or co-managed the public offerings of the company, and no part of the analyst’s
compensation was, is or will be, directly or indirectly related to specific recommendations or views expressed in this document. Sharekhan Ltd or its
associates or analysts have not received any compensation for investment banking, merchant banking, brokerage services or any compensation or
other benefits from the subject company or from third party in the past twelve months in connection with the research report.

Either SHAREKHAN or its affiliates or its directors or employees / representatives / clients or their relatives may have position(s), make market, act
as principal or engage in transactions of purchase or sell of securities, from time to time or may be materially interested in any of the securities or
related securities referred to in this report and they may have used the information set forth herein before publication. 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.

Forward-looking statements (if any) are provided to allow potential investors the opportunity to understand management’s beliefs and opinions in
respect of the future so that they may use such beliefs and opinions as one factor in evaluating an investment. These statements are not a guarantee
of future performance and undue reliance should not be placed on them. Such forward-looking statements necessarily involve known and unknown
risks and uncertainties, which may cause actual performance and financial results in future periods to differ materially from any projections of
future performance or result expressed or implied by such forward-looking statements. Sharekhan/its affiliates undertakes no obligation to update
forward-looking statements if circumstances or management’s estimates or opinions should change except as required by applicable securities
laws. The reader/investors are cautioned not to place undue reliance on forward-looking statements and use their independent judgement before
taking any investment decision.

Investment in securities market are subject to market risks, read all the related documents carefully before investing. The securities quoted are for
illustration only and are not recommendatory. Registration granted by SEBI, and certification from NISM in no way guarantee performance of the
intermediary or provide any assurance of returns to investors.

Client should read the Risk Disclosure Document issued by SEBI & relevant exchanges and the T&C on www.sharekhan.com
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