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While rural is decelerating... Rural India — Green shoots visible, but pace of growth uncertain

Price-led growth

Volume growth B Once a key volume driver for Consumer companies, rural growth has been on a
—O—Value growth

continuous slide for the past five quarters. Nielsen’s data released on 21st Jan’20 too
suggests continued slowdown in rural growth for the Dec’19 quarter. In fact, rural
growth has slipped below urban growth for two successive quarters now.

H However, the worst now seems to be over based on the recent data on WPI food
inflation, lower agri input costs and improved government spending post elections.
Also, high reservoir levels post the monsoon season augur well for Rabi crop cash
flows.

6 32 23 B Questions though remain on the pace of the recovery as corporate commentary over

2 9 g g 9 the past two months has turned incrementally negative, leading us to expect delayed

g g g g E.; recovery/overall growth in the rural sector.

m oSy 24N > B To play the rural recovery story — although the pace of revival may be slower than
anticipated — we prefer HUVR for its nimbleness and CLGT for its newfound
aggressiveness. On the other hand, we are cautious on DABUR due to high wholesale

... urban not as affected dependence and international business contributing over 25% to overall sales. We are

also cautious on BRIT owing to rising commodity costs and the fact that biscuits’

Price-led growth >
Volume growth demand usually recovers with a lag.

—O—Value growth

m  Rural growth slowing considerably: Rural growth was at the vanguard of driving
volume growth for consumer companies until the past few quarters. According
to Nielsen’s data for Dec’19 quarter, while urban growth is still healthy at ~7%
levels despite the relative slowdown compared to the past, rural growth has
declined sharply from ~18% to ~5% over the last five quarters. This has led to an

6 5 5 overall revenue slowdown with rural growth notably dipping below urban over
the last two quarters.
E E 8 8 8 B Green shoots evident: Recently, there have been green shoots on the rural
§ § § § § growth front in the form of (a) higher food inflation over the past two months

indicating higher realizations for farmers, (b) lower agri input costs, (c) improved
government spending on rural, and (d) higher reservoir levels.

®  Rural growth to improve based on Nielsen’s forecast: In the third week of
Jan’20, Nielsen expressed optimism on the growth path for the Consumer
sector, led by their belief that the worst, in terms of the rural slowdown may
already be over. The factors mentioned above are the key factors underpinning
Nielsen’s optimism.

m Notably, recovery is off a trough with weak management commentary: While
these factors are likely to have an incrementally positive impact on rural
demand, we believe that recovery will be off the troughs, coming out of a
particularly tepid 2QFY20 and 3QFY20, when rural growth was at a 7-year low.
We also note that despite the recovery, Nielsen’s overall growth forecast for
CY20 at 9-10% is identical to the growth reported in CY19, albeit better than the
6.6% reported in 3QFY20. Moreover, in contrast to the earlier expectations of a
sharp recovery from 4QFY20, corporate commentary from large consumer
companies (such as HUVR, ITC, NEST, BRIT and MRCO) is largely cautious on

substantial rural recovery over the next couple of quarters.
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HUVR and CLGT remain our top rural picks: Despite our caution over the pace
of rural recovery in the near term, we do have buy ratings on two companies
under our coverage (HUVR and CLGT) that have substantial revenue share from
rural or incremental share of revenue growth coming from rural.

HUVR remains our top rural pick because its reinvigorated nimbleness in recent
years enables it to take better advantage of rural recovery v/s peers. Taking into
account synergies from the GSKCH acquisition, the stock is trading below its 5-
year average P/E.

CLGT’s new-found aggression in ad-spends and product pipeline may affect its
near-term earnings growth, but any material market share gain will be positively
received by investors. Valuations of 41.4x FY21 are also attractive v/s peers.
BRIT’s long-term topline and earnings growth opportunity is strong. However,
rising commodity costs, historically lagged recovery in the biscuits’ category and
expensive near-term valuations of 49.2x FY21 leads us to maintain Neutral
rating.

DABUR’s high exposure to the wholesale channel (where recovery is even more
uncertain compared to rural recovery), overseas business that contributes ~25-
30% to overall sales and expensive valuations of 48.6x FY21 EPS leaves little
room for an upside.

Exhibit 1: Pace of FMCG growth has declined sharply until 4QCY19 (3QFY20)
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Exhibit 2: Volume growth of companies with higher rural exposure/ incrementally higher rural sales

Quarterly volume growth (%) 3Q16 4Q16 1Q17 2Q17 3Q17 4Q17 1Qi18 2Q18 3Q18 4Q18|1Q19 2Q19 3Q19 4Q19 1Q20 2Q20
Britannia (Base business) 11 10 8 10 2 2 2 5 11 11 11 11 7 7 3 3
Colgate (Toothpaste) 1 3 5 4 (12) (3)  (5) (1) 12 4 4 7 7 5 4 4
Dabur (Domestic FMCG) (3) 7 4 5 (5) 2 (4) 7 13 8 21 8 12 4 10 5
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Rural slows significantly over past one year, slips below urban

m  Significant slowdown in rural growth momentum: Rural growth was at the
vanguard of driving volume growth for consumer companies until the past few
quarters. While urban growth is still healthy at ~7% levels (despite the
slowdown) compared to the past, rural growth has declined from ~18% to ~5%
over the course of the last five quarters. This has led to overall slowdown in
revenue growth as well.

Exhibit 3: Pace of FMCG growth has declined sharply until 4QCY19 (3QFY20)
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Exhibit 4: All India (U+R) (100%) Exhibit 5: While rural is decelerating... Exhibit 6: ... urban not as affected
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Source: Nielsen, MOFSL Source: Nielsen, MOFSL Source: Nielsen, MOFSL

®  Problems with channel liquidity and wholesale trade: The slowdown that came
along with the severe liquidity crunch in the general trade channel (~85% of
sales for most companies), particularly affected the wholesale channel badly,
which was anyways under pressure since the implementation of demonetization
and GST. While channel liquidity issues persist, interventions by various
companies in the form of (a) facilitating loans from banks (instead of NBFCs
where lending has slowed substantially), and (b) extension of higher credit
period than usual to distributors (thus also aiding the distributors ability to
finance the retailers) has alleviated the situation to some extent on a sequential
basis.

®  Government spending was halted in the run-up to the elections: Due to
Election Commission guidelines, government spending on rural was restricted,
which further affected demand sentiment.
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Exhibit 7: Government spending reduced in the run-up to the elections

Rural Spending (INR b)
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Source: Company, MOFSL
®  Volumes and sales of rural dependent companies have come off.

Exhibit 8: Volume growth of companies with higher rural exposure/ incrementally higher rural sales

Quarterly volume growth (%) 3Q16 4Q16 1Q17 2Q17 3Q17 4Q17 1Qi18 2Q18 3Q18 4Q18|1Q19 2Q19 3Q19 4Q19 1Q20 2Q20
Britannia (Base business) 11 10 8 10 2 2 2 5 11 11 11 11 7 7 3 3
Colgate (Toothpaste) 1 3 5 4 (12) (3)  (5) (1) 12 4 4 7 7 5 4 4
Dabur (Domestic FMCG) (3) 7 4 5 (5) 2 (4) 7 13 8 21 8 12 4 10 5
Emami (Domestic) 9 18 18 11 0 (2) (18) 10 6 8 18 (4 4 0 0 1
Hindustan Unilever (Domestic) 6 4 4 (1) (4) 4 0 4 11 11 12 10 10 7 5 5

Source: Company, MOFSL

Exhibit 9: Rural sales of FMCG companies to total sales (%)
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Source: Company, MOFSL

Medium-term problems for rural demand persist, also affecting
growth

While rural growth momentum slowed in the past one year, three factors affected

rural sales over the past 5-6 years, thus creating weak sentiment. We believe is the

dim sentiments are unlikely to turn around quickly by the recent news flow.

m  Five straight periods of below normal or drought years were followed by
drought and floods in 2019 (sixth consecutive period) as well.
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Exhibit 10: Five consecutive periods of below normal or drought years

Jun - Se Actual Rainfall Rainfall in % departure

P in mm from long term average
2014 782 -11.9
2015 761 -14.3
2016 864 -2.6
2017 846 -4.7
2018 804 -9.0

Source: Company, MOFSL

® Low MSP increases in recent years.

Exhibit 11: Low MSP increases over recent years compared to earlier in the decade

YoY % growth FY12 FY13 FY14 FY15 FY16 FY17 FY18 FY19 FY20*
Kharif MSP

Paddy, common 8.0 15.7 4.8 3.8 3.7 4.3 5.4 12.9 3.7
Paddy, Grade A 7.8 15.3 5.1 4.1 3.6 4.1 53 11.3 3.7
Jowar, hybrid 11.4 53.1 0.0 2.0 2.6 3.5 4.6 42.9 4.9
Jowar, Maldandi 11.1 52.0 0.0 2.0 2.6 3.8 4.5 42.0 4.9
Bajra 11.4 19.9 6.4 0.0 2.0 4.3 7.1 36.8 2.6
Maize 11.4 19.9 11.5 0.0 1.1 3.0 4.4 19.3 3.5
Ragi 8.8 42.9 0.0 33 6.5 4.5 10.1 52.5 8.7
Tur (Arhar) 6.7 20.3 11.7 1.2 6.3 9.2 7.9 4.1 2.2
Moong 10.4 25.7 2.3 2.2 5.4 7.7 6.7 25.1 1.1
Urad 13.8 30.3 0.0 1.2 6.3 8.1 8.0 3.7 1.8
Cotton, Medium staple 12.0 28.6 2.8 1.4 1.3 1.6 4.1 28.1 2.0
Cotton, Long staple 10.0 18.2 2.6 1.3 1.2 1.5 3.8 26.2 1.8
Groundnut in shell 17.4 37.0 8.1 0.0 0.8 4.7 5.5 9.9 4.1
Sunflower seed 19.1 32.1 0.0 1.4 1.3 3.9 3.8 31.4 49
Soyabean, yellow 17.4 32.5 14.3 0.0 1.6 6.7 9.9 11.4 9.1
Sesamum 17.2 23.5 7.1 2.2 2.2 6.4 6.0 17.9 3.8
Average 12.1 29.2 4.8 1.6 3.0 4.8 6.1 235 3.9

Source: Company, MOFSL

m  Low food inflation in recent years.

Exhibit 12: Low food inflation in recent years

Food inflation (% YoY)
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Source: Company, MOFSL
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Green shoots on rural emerging over the past month

In a recent report, our in-house Economist has highlighted four factors
indicating why the worst is now likely over from a rural perspective (link).
Higher inflation indicates higher realizations for farmers — a positive: While
nominal wage growth was the same in 1HFY20 as a year ago, higher inflation has
driven lower real wages. Besides, higher inflation is actually good for the
farming community, as it is a reflection of the higher prices fetched for their
output. Not only retail food prices, but wholesale food prices have also
increased at 6-year highest pace in the first 8 months of FY20.

Terms of trade turning positive in FY20 — sweet spot for farmers: While farm
output prices (at wholesale level) have increased sharply at 7.3% in Apr-Nov’19,
farm input prices have declined slightly during the same period, implying better
profitability for the farm sector in FY20 after 2 years of margin decline (FY18-
19).

Rural spending by the central government rising sharply: Interestingly, the
central government’s spending on the rural sector has increased ~21% YoY in
the first 7 months of FY20 (Apr-Oct’19), marking the fastest growth in 11 years.
It was >13% of total spending, the highest in the last 8 years.

Unusually high water reservoir levels look promising for the Rabi season:
Combining the above mentioned facts with unusually strong water reservoir
levels and pick-up in Rabi crop sowing activity, sufficient initial signs have sprang
up that point toward the rural sector bottoming out.

Apart from the above, we also note that WPI inflation has been on an upward
trajectory since the past 2 months: Within primary articles, food articles’ (WPI
weight 15.3%) inflation stood at 6-year high of 13.2% in Dec’19 from 11.1% a
month ago. This was led by 73-month high inflation in vegetables.

Moreover, the latest Nielsen data released last week states that
notwithstanding the continuation of the rural slowdown in 4QCY19 (3QFY20),
FMCG growth is expected to sustain in the 9-10% range in CY20 led by the rural
sector, albeit off a very low base in CY19.
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A few notes of caution

m  Some of the benefits of high reservoir levels for Rabi crops and increase in
government spending were expected as the news has been around for the past
few months.

®m  Management commentary remains cautious as the pace of recovery is likely to
be slower than earlier forecasts.

Management commentary from media articles on slowdown

< Unilever, the British-Dutch parent of HUL, cut its sales guidance for 1HCY20, mainly due
to slowdown concerns in South Asia and West Africa. India is Unilever’s biggest market
by volume and the second largest (after the US) in terms of revenues. The maker of
Dove shampoo and Lipton tea has said that it has seen this kind of a slowdown for the
first time in a while, particularly in rural India, where rural is growing at a slower rate
than urban India.

Alan Jope, +» As we look forward to next year, we are tackling some of the fundamental drivers of
Unilever Chief Executive growth around refocusing on penetration of our brands, ensuring that we have strong
Hindustan Unilever savings programs for next year to fuel continued step-ups in investment. Some of the

macro effects will take time to flow through. Generally, it appears that India will start to
come back in 2HCY20.

+» Fundamentally nothing has changed in the Indian economy. There is a growing
consumer base. The current slowdown is a short-term hiccup, which should disappear
by 2QFY21, when winter crop yield comes in, improving rural sentiment. Credit flow
from NBFCs will boost wholesalers.

B Sumant,
ED for FMCG division
ITC

+» There are issues around overall economic growth, agrarian income, impact and outflow
in the banking situation. Steps by the government to revive the economy could have a
knock-on effect on consumption. The government has looked at areas like taxation and
ease of doing business among other things.

« If more money comes into the hands of the consumers due to some measures

contemplated by the government, then hopefully recovery should happen. For us to

enjoy the 8-9% growth of the past, | hope it happens sooner than later.

Suresh Narayanan,
Chairman and MD
Nestle India

< The slowdown has led Britannia to hold back its launches. We had a fairly packed
calendar. But when we started to see the slowdown, we decided to postpone the
launches.

Varun Berry,
MD
Britannia

+ In addition to the slow consumption, constrained liquidity conditions have led to a
correction in trade inventories, particularly in wholesale and rural, thereby affecting
growth of companies. To navigate this, companies are trying to expand their rural reach
and to approach more retailers directly rather than through wholesalers.

Saugata Gupta,
CEO
Marico
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Nielsen is actually forecasting the same pace of growth (9-10%) in FMCG
demand for CY20 as was achieved in CY19, so the recovery is off a trough of
3QFY20 (4QCY19), which was anticipated anyway.

Food inflation has only picked up pace in the last couple of months now. While
growth will pick up off a trough, sustained growth at the earlier levels seen 4-5
quarters ago still seems a while away.

What other factors can change momentum?

Budget: Increase in rural allocation in the upcoming budget as well as potential
increase in Direct Benefit Transfers (DBT) will be keenly watched out.
Monsoons: After multiple years of below normal monsoons or drought and the
succession of drought/floods taking the sheen off the above-normal monsoons
in FY20, FY21 monsoons will be crucial although they remain inherently
unpredictable.

Income tax cuts: While any announcement of income tax cuts in the budget will
provide a salve in the weak consumption environment, we believe the
incremental delta will be more toward discretionary consumption and urban
consumption, rather than rural.

Our view on rural dependent stocks

Buy ratings on 3 rural dependent stocks under our coverage: Notwithstanding
our caution over the pace of rural recovery in the near term, we do have Buy
ratings on 3 out of the 5 companies under our coverage that have substantial
revenue share from rural or incremental share of revenue growth coming from
rural.

HUVR remains our top rural pick because of its excellent ability to take
advantage of rural recovery compared to peers due to its reinvigorated
nimbleness in recent years. In addition, if one takes into account the GSK
merger impact and the resultant synergies, the stock trades at a discount to its
5-year average multiples. HUVR (unlike Dabur and HMN) has all its revenues
coming from the domestic market, thus obtaining superior advantage of any
strong eventual delta on rural recovery.

CLGT is likely to have modest volume growth over the next six months, not only
due to the uncertain pace of rural recovery in the near term, but also because
oral care as a category historically tends to be a relative laggard in terms of
benefitting from rural recovery. Nevertheless, a combination of (a) a much-
needed aggressive focus from the new CEO on volume growth and market share
gain, (b) better product development pipeline, and (c) sharp on-going increase
in ad spends, further supported by multi-year benefits (v/s peers) due to the
corporate tax cuts, can enable CLGT to recoup some of the lost market share in
recent years. Earnings growth on volume recovery will be much stronger
because of under-utilized capacity as a result of the massive capex between
FY14-17 (link to MNC note). Valuation at 41.4x FY21 EPS is at a substantial
discount to MNC peers and at significant discount to our coverage universe.
BRIT’s long-term topline and earnings growth opportunity is extremely
enthusing. The continued market share gains in biscuits led by (a) better
utilization of best-of-breed expansion in distribution, (b) success in its Low Unit
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Packs (LUPs) in the hinterland, and (c) successful scale-up and strong pipeline in
new product development. However, near-term earnings growth is likely to be
under pressure due to lagged recovery in the biscuits category and RM inflation
weighing on gross margins (already the lowest among large peers at ~40%).
Valuation of 49.2x FY21 EPS does not leave any room for a significant upside
from a 1-year perspective.

DABUR has high exposure to the wholesale channel, where recovery is even
more uncertain compared to rural recovery. Additionally, the overseas business
(where the outlook is uncertain and also unaffected by any delta on rural
recovery) contributes ~25-30% to its overall sales. Valuation of 48.6x FY21 EPS
appears fair.

While the outlook on HMN, perhaps, is the worst amongst peers, valuations of
22x FY21 EPS are half of peer valuations and do provide scope for ~21% upside
on modest recovery in earnings. The on-going asset sales in the other group
businesses should also lead to a decline in pledges and lead the company to
regain focus on the listed FMCG business.

28 January 2020
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