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Growth shifting into next gear

February 14, 2017

Topline Growth has been marginally above expectation: Heritage Foods has
reported topline of 6.67bn (+14.5% YoY, +4% QoQ) during Q3FY17 which is
slightly above our expectation of 26.60bn. Muted growth in Dairy segment
(X4.6bn, +6.8% YoY,-0.5% QoQ) was more than offset by better than
expected growth in retail segment (X2.05bn, +41.7% YoY, +17.2% QoQ).
12.2% Y/Y degrowth in Milk procurement (1.06mn Litres/ day) has been key
reason behind muted Dairy growth while ban on high denomination currency
notes has prompted higher than expected retail division sales growth.
9MFY17 sales was up 11% to X19.42bn with Retail growing 31% (X5.48bn)
while Dairy grew at muted 5.6% (X13.82 bn).

EBITDA margin expanded due to positive impact of operating leverage: Due
to better than expected sales growth in Retail division, its quarterly EBITDA
turned positive at X11mn (0.5%) vs —X21.0mn during Q3FY16. Dairy segment
EBITDA margin came at 8% during Q3FY17 vs 7.2% in Q3FY16 due to reduced
Fat losses. As a combined impact of the same, consolidated EBITDA margin
during the quarter expanded by 70bps YoY (QoQ as well) to 5.8%. EBITDA for
the quarter came at X387mn (+29.2% YoY, +17.4% QoQ). On 9 m basis
EBITDA was up 15% to X1.05bn while EBITDA margin was up 20bps YoY to
5.52%.

Lower Finance Cost and Tax further boosted Net profit: Finance cost during
the quarter was down 25% YoY to X24.45mn while Tax rate was down
352bps YoY to 28.2%. As a result PAT for the quarter was up 40% YoY, +26%
QoQ to X198mn. Net Margin for the quarter was up 60bps YoY to 3.0%. On
9M basis, PAT was up 29.7% YoY to X521mn while NPM expanded by 40bps
YoY to 2.7%.

Buy with price target of X1350:

Looking at the upwards revision in Earnings and superior return ratios post
disposal of Retail and associated businesses, we have revised valuation
multiple for Dairy business and valued it at 11x FY19 EBITDA while locked-in
investment in Future Retail has been valued at 2360mn, @ 20% discount to
deal valuation of X2950mn. This way we get fair value of company’s equity at
1350/ share. At the targeted fair price of 1350, stock is valued at 26.9x
FY18 projected EPS and 22.2x FY19 projected EPS and offers upside potential
of 20%.

Financials Revenues EBIDTA PAT EPS P/E EV/EBIDTA ROAE
X Mn Mn Mn X Mn 4 X X %
FY15 20730 821 284 12.3 92.0 17.2 15.3
FY16 23793 1295 556 24.0 47.0 20.7 25.8
FY17 26739 1687 760 32.8 34.4 15.9 28.0
FY18E 24074 2182 1163 50.1 225 12.3 40.1*
FY19E 27677 2607 1411 60.8 18.5 10.2 29.0*

Source: Company, Sunidhi Research *Ex investment value of Rs2950mn in FRL
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Conference Call Highlight:

Dairy segment performed well in spite of muted volume growth: Liquid Milk sourcing during
the quarter was down 12.2% YoY to 1.06mn Litres per day as a result of conscious decision
taken by management. This has resulted into muted YoY topline growth of 6.8% for Dairy
segment during the quarter (X4.60bn) while growth is 5.6% for 9mFY17 (X 13.8bn). In spite of
muted topline growth in dairy segment, EBITDA during the quarter was up 20% YoY to X
369mn and EBITDA margin expanded by 80bps to 8.00%. On 9 M basis, Dairy segment EBITDA
margin expanded by 40bps YoY to 8.15% while EBITDA was up 11.1% to X 1.13bn. Reduced
losses in Fats division has been key reason behind margin boost. EBITDA margin for Fats
segment during the quarter came at -3.44% against -15% for Q3FY16.

Price hike should help expand margin: Milk procurement price has gone up X 1.60/ litre on
YoY basis (X 32.6/Litre) while milk sales price has gone up by X 0.90/ litre only (X 37.3/ Litre).
On sequential basis Milk procurement price went up by X 0.90/ Litre against sales price
increase of just X 0.10/ Litre. This has led to spread contracting to X 4.6/Litre during the
quarter against X 5.5/litre in Q2FY17 and X 5.4/ Litre during Q3FY16. Management has decided
to increase milk prices by X 2/ Litre and curd prices by X 4/kg from February 1, 2017. This price
increase will provide much needed boost for Dairy division and full year FY17 liquid milk spread
would go to X 5.3/ litre while for FY18, it should move to X 5.6/ Litre. Improvement in Liquid
Milk spread along with increasing proportion of VADP should lead to Dairy segment margin
enhancement in FY18E and FY19E to 9.0% and 9.4% respectively against 8.6% in FY17E.

Business reorganization to be completed by April 2017: Company is in the process of
integration of Reliance Dairy business with itself. Matter is pending for CCl approval which the
company expects to get by March —April 2017. Similarly, Merger of Company’s Retail, Agri and
Bakery divisions with Future Retail Ltd is pending for NCLT (National Company Law Tribunal)
approval. Company expects to get the necessary approval by end of March 2017. Successful
reorganization of business will have dual benefit for the company. Due to hiving-off of loss
making Retail, Agri and Bakery division, Its consolidated EBITDA margin should expand from
FY18 onwards while integration of Reliance Dairy should add another 2.5LLPD ( Lac Litres per
day ) milk procurement capacity to the existing 10.6LLPD of the company. “ Dairy Pure “ and
“Dairy Life”, erstwhile brands of Reliance Dairy will also come in company’s fold and it will get
shelf space at Reliance Retail Outlets for its existing brands as well. Thus, company will get
synergy benefits in 4 states (Telangana, Karnataka, Tamilnadu and Maharshtra) while getting
access to procurement networks in newer states like UP, Punjab, Rajasthan, Hatryana, Delhi &
M.P. Company intends to rationalize procurement in M.P where cost benefit is not in its
favour.

JV with European Players still work in progress: Company has been in negotiation with Couple
of European players for new Products under Value Added Category. Management has
indicated that it might take another couple of quarters before something concrete can be
divulged.

Change in Estimate: Based on 9MFy17 performance of the company and announcements
made by the management, our projection for FY18 has two inherent assumptions-1) Retail,
Agri and Bakery division merger with Future Retail is effected from March 31, 2017 and hence
not part of Heritage Foods consolidated revenue and 2) Reliance Dairy with close to 1.75 LLPD
(adjusting for procurement rationalization) milk sourcing is part of Heritage Foods Ltd from
April 1, 2017.
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Change in Estimates:
FY17 FY18 | FY19

Tmn Previous Revised Change| Previous Revised* Change New
Revenue 25,921 26,739 3.2% 31,327 24,074 -23.2% 27,676.64
EBITDA 1,620 1,687 4.1% 2,077 2,182 5.1% 2,607.50
PAT 723 760 5.2% 979 1,163 18.8% 1,410.51

Source: Company, Sunidhi Research *Adjusting for sale of retail & other business and integration of Reliance Dairy

Buy with Price Target of X1350:

Looking at the upwards revision in Earnings and superior return ratios post disposal of
Retail and associated businesses, we have revised valuation multiple for Dairy business
and valued it at 11x FY19 EBITDA while locked-in investment in Future Retail has been
valued at X2360mn , @ 20% discount to deal valuation of 2950mn. This way we get fair
value of company’s equity at 1350/ share. At the targeted fair price of 1350, stock is
valued at 26.9x FY18 projected EPS and 22.2x FY19 projected EPS and offers upside
potential of 20%.
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Heritage Foods Ltd
Enterprise
FY19E Value
EBITDA Multiplier (X mn)
Dairy 2607.50 11 28682.5
Retail & Others 2359.5
Gross 31042.0
Gross Debt 828.75
Cash & Short term Investment 555.91
Market Cap 31314.9
No of shares 23.2
Value per share(X) 1,350.0
Source: Company, Sunidhi Research
Business Performance Analysis: Annual
Trend of Revenue Mix (%) VADP as % Net Sales
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Av Milk procurement (LLPD)

Business Performance Analysis:

[ VADP sales (Rs mn)
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Source: Company, Sunidhi Research
Quarterly
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Liquid Milk- Av Realization & Cost trend VADP sales -Quarterly Trend
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Dairy — Sales & EBITDA trend
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Valuations Summary

Balance Sheet (X mn)

Heritage Foods Ltd

Year End-March FY 15 FY 16 FY 17E FY 18E FY19E Year End-March FY 15 FY 16 FY 17E FY 18E FY19E
Per share () Equity and Liabilities
Adj. EPS 12.3 24.0 32.8 50.1 60.8 Share Capital 232.0 232.0 232.0 232.0 232.0
CEPS 26.9 38.8 50.7 63.6 76.5 Reserves and Surplus 1698 2155 2817 5467 6737
Adj BVPS 83.2 102.9 131.4 245.6 300.4 Total Shareholders’ funds 1930 2387 3049 5699 6969
DPS(Adj) 3.0 3.0 3.5 4.0 5.0  Minority Interest 0.2 0.2 0.2 0.2 0.2
Payout (%) 24.5% 12.5% 10.7% 8.0% 8.2% Non-Current Liability 861 1005 1058 915 774
Valuation (x) Long Term Borrowings 557 658 697 538 379
P/E 92.0 47.0 34.4 225 18.5 Deferred Tax Liabilities (Net) 188 187 185 184 183
P/BV 13.5 11.0 8.6 4.6 3.8 Long Term Liab/ Provisions 116 160 176 193 213
EV/EBITDA 17.2 20.7 15.9 12.3 10.2 Current Liabilities 2467 2344 2614 2665 2887
Dividend Yield (%) 0.3% 0.3% 0.3% 0.4% 0.4%  Short Term Borrowings 867 393 400 450 450
Return ratio (%) Trade Payables 775 847 948 901 1009
EBIDTA Margin 4.0% 5.4% 6.3% 9.1% 9.4% other CL/Short Term Prov. 824 1105 1265 1314 1428
PAT Margin 1.4% 2.3% 2.8% 4.8% 5.1% Grand Total 5258 5737 6721 9279 10630
ROAE 15.3% 25.8% 28.0%  40.1%* 29.0% Assets
ROACE 20.9% 32.9% 35.1%  49.6%* 39.9% Gross fixed Asset 4623.4 5303.4 6303.4 6363.4 7363.4
Leverage Ratios (x) Net Fixed Assets 2807 3143 3727 3458 4077
Gross D/E 0.7 0.4 0.4 0.2 0.1 cwip 90 62 0 0 0
Net Debt/Equity 0.5 0.3 0.2 0.1 0.1 Long term Loand and Adv. 208.5 237.2 263.0 291.7 323.6
Interest Coverage 3.5 6.6 8.0 11.7 16.4 rn(z/r]es(t::lrg;i::/assets L 250 BERS ) ARES
Current ratio 0.9 1.0 1.0 1.0 1.1 Current Assets 2137 2280 2717 2565 3263
Growth Ratios (%) Inventories 1394 1449 1811 1811 2083
Income growth 204%  14.8%  12.4%  -10.0%  15.0%  Trade Receivables 242 288 402 403 483
EBITDA growth -13.5% 57.7% 30.3% 29.3% 19.5% Cash and Cash Equivalents 407.8 453.3 399.2 227.4 405.9
PAT growth -38% 96% 37% 53% 21% Short Term Loans & Adv. 78 68 78 90 104
Turnover Ratios Other Current Assets 15.8 22.2 26.5 33.2 188.0
Gross F.A Turnover x 4.4 4.4 4.2 3.8 3.8 Grand Total 5258 5737 6721 9279 10630
Inventory Days 24.5 22.2 24.7 27.5 27.5 Cash flow Statement
Debtors Days 4.3 4.4 5.5 6.1 6.4 Year End-March FY 15 FY 16 FY 17E FY 18E FY19E
Payable days 13.7 13.0 12.9 13.7 133 PBT 394 861 1151 1762 2137
Net WC as %of sales 0.6% -0.5% 0.4% 0.5% 1.5% Depreciation 340 344 415 313 363
Income Statement(X mn) Interest (Net)
Year End-March FY 15 FY 16 FY 17E FY 18E FY19E Others -13 -15 23 0 27
Revenues 20730 23793 26739 24074 27677 CF before W.cap 876 1346 1754 2239 2666
Op. Expenses 19909 22498 25052 21892 25069 Inc/dec in W.cap -254 270 -240 -29 -164
EBITDA 821 1295 1687 2182 2607 Op CF after W.cap 622 1616 1514 2210 2502
Other Income 72 65 44 57 32 Less Taxes -98 -306 -391 -599 -727
Depreciation 340 344 415 313 363 Net CF From Operations 524 1310 1123 1611 1776
EBIT 553 1016 1316 1926 2276 (Inc)/decin F.A + CWIP -479 -652 -938 -1410 -1000
Interest 159 155 164 164 139 (Pur)/sale of Investments 0 0 2 -1 -148
PBT 394 861 1151 1762 2137 others 5 0 7 0 0
Tax 109 306 391 599 727 CF from Invst Activities -475 -652 -928 -1411 -1148
Adj. PAT 284 556 760 1163 1411 Loan Raised/(repaid) 143 -374 0 -110 -198
Minority 0 0 0 0 0 Interest Paid -159 -155 -164 -164 -139
Sh. of Associates 0 0 0 0 0 Dividend -80 -84 -84 -98 -112
Ex. ordinary 14 0 0 0 Equity raised 0 0 0 0 0
Reported PAT 284 542 760 1163 1411 CF from Fin Activities -97 -612 -248 -372 -449
Source: Company, Sunidhi Research Net inc /(dec) in cash -48 a7 -54 -172 178
*Ex investment value of Rs 2950mn in FRL Op. bal of cash 438 408 453 399 227
Other bank balance 18 -1 0 0 0
Cl. balance of cash 408 453 399 227 406
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Disclaimer

This Report is published by Sunidhi Securities & Finance Limited (hereinafter referred to as “Sunidhi”), SEBI Research Analyst
Registration Number: INHO00001329, for private circulation. Sunidhi is a registered Stock Broker with National Stock
Exchange of India Limited, BSE Limited and Metropolitan Stock Exchange of India Limited in cash, derivatives and currency
derivatives segments. It is also having registration as a Depository Participant with CDSL. Sunidhi has applied for registration
as Research Analyst under SEBI (Research Analyst) Regulations, 2014.

Sunidhi has other business divisions with independent research teams separated by Chinese walls, and therefore may, at
times, have different or contrary views on stocks and markets.

Sunidhi or its associates has not been debarred / suspended by SEBI or any other regulatory authority for accessing / dealing
in securities Market. Sunidhi or analyst or his relatives do not hold any financial interest in the subject company. Associates
may have such interest in its ordinary course of business as a distinct and independent body. Sunidhi or its associates or
Analyst do not have any conflict or material conflict of interest at the time of publication of the research report with the
company covered by Analyst.

Sunidhi or its associates / analyst has not received any compensation / managed or co-managed public offering of securities
of the company covered by Analyst during the past twelve months. Sunidhi or its associates has not received any
compensation or other benefits from the company covered by Analyst or third party in connection with the research report.
Analyst has not served as an officer, director or employee of Subject Company and Sunidhi / analyst has not been engaged in
market making activity of the subject company.

Analyst or his relatives do not hold beneficial ownership of 1% or more in the subject company at the end of the month
immediately preceding the date of publication of this research report. Sunidhi or its associates may have investment
positions in the stocks recommended in this report, which may have beneficial ownership of 1% or more in the subject
company at the end of the month immediately preceding the date of publication of this research report. However, Sunidhi is
maintaining Chinese wall between other business divisions or activities. Analyst has exercised due diligence in checking
correctness of details and opinion expressed herein is unbiased.

This report is meant for personal informational purposes and is not be construed as a solicitation or financial advice or an
offer to buy or sell any securities or related financial instruments. While utmost care has been taken in preparing this report,
we claim no responsibility for its accuracy. Recipients should not regard the report as a substitute for the exercise of their
own judgment. Any opinions expressed in this report are subject to change without any notice and this report is not under
any obligation to update or keep current the information contained herein. Past performance is not necessarily indicative of
future results. This report accepts no liability whatsoever for any loss or damage of any kind arising out of the use of all or
any part of this report.

Each recipient of this document should make such investigations as they deem necessary to arrive at an independent
evaluation of an investment in the securities of the companies referred to in this document (including the merits and risks
involved), and should consult their own advisors to determine the merits and risks of such an investment.

The information in this document has been printed on the basis of publicly available information, internal data and other
reliable sources believed to be true, but we do not represent that it is accurate or complete and it should not be relied on as
such, as this document is for general guidance only. Sunidhi or any of its affiliates/ group companies shall not be in any way
responsible for any loss or damage that may arise to any person from any inadvertent error in the information contained in
this report. Sunidhi has not independently verified all the information contained within this document. Accordingly, we
cannot testify, nor make any representation or warranty, express or implied, to the accuracy, contents or data contained
within this document. While Sunidhi endeavours to update on a reasonable basis the information discussed in this material,
there may be regulatory, compliance, or other reasons that prevent us from doing so. Neither Sunidhi nor its directors,
employees or affiliates shall be liable for any loss or damage that may arise from or in connection with the use of this
information.
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Sunidhi’s Rating Rationale

The price target for a large capstock represents the value the analyst expects the stock to reach over next 12 months. For a stock to be
classified as Outperform, the expected return must exceed the local risk free return by at least 5% over the next 12 months. For a stock
to be classified as Underperform, the stock return must be below the local risk free return by at least 5% over the next 12 months.
Stocks between these bands are classified as Neutral.

(For Mid & Small cap stocks from 12 months perspective)

BUY Absolute Return >20%
HOLD Absolute Return Between 0-20%
SELL Absolute Return Negative

Apart from Absolute returns our rating for a stock would also include subjective factors like macro environment, outlook of the industry
in which the company is operating, growth expectations from the company vis a vis its peers, scope for P/E re-rating/de-rating for the
broader market and the company in specific.

SUNIDHI SECURITIES & FINANCE LTD

Member: National Stock Exchange (Capital, F&O & Debt Market) & The Stock Exchange, Mumbai
SEBI Registration Numbers: NSE: INB 230676436 BSE: INB 010676436

Kalpataru Inspire, Unit 1, 8th Floor, Opp. Grand Hyatt Hotel, Santacruz (East), Mumbai 400 055
Tel: (+91-22) 6677 1777 Web-site: http:/ /www.sunidhi.com
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