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Demerger to ease ITC's free cash flows

The planned demerger of ITC's hotel division signals a change in its
growth strategy of using the cash flows generated by highly

1 profitable but slow-growing tobacco business for investment in
other businesses, such as hotel and paper, paperboard &
packaging. In FY23, the FM(G-cigarette division generated 75% of
ITC's consolidated PBIT of ¥18,883 crore, but it only accounted for 6%
of capex by the firm. Nearly a fifth of capex worth ¥589 crore went to
the hotel division; the paper, paperboards & packaging division
absorbed 25 per cent of capex (X745 crore). KRISHNA KANT writes I, 1)
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[TCDEMERGER A WIN-WIN

Firm's cash lows toimprove; India’s 2nd-biggesthotel grouptotakeshape

HRISHNA KANT
Mumbai, 24 July

The planned demerger of ITC's hotel div-
sion into an independent listed company
markstheend ofan eraforthe tobaccoand
fast-moving consumer goods (FMCG)
1 giant. The company had merged the erst-
while listed ITC Hotels with itself in April
2005 to create a diversified and vertically
integrated conglomerate withleading pres-
encein tobaceo, personal cate, readytoeat
foods, paper & packeging, food &agri pro-
ducts and hotels. Prior to i, the company
had merged ITC  Bhadrachalam
Paperboards with itself in April 2002

The demerger signalsaeversal inlTC's
historical growthstrategy of using the cash
flows generated by highly profitable but
slow-growing tobaccobusinesstoinvestin
other business such as EMCG, hotels and
paper, paperboard & packaging.

For example, in the 202223 financial
year (FY23), the FMCG -cigarettes division
generated 75 percentof TC's consolidated
PBIT (profit before interest and tax) worth
8883 crore, but the division only
accounted for 6 per cent of all capital
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expenditure (capex) incurred by the com- 7436 core) went to non-cigarette FMCG,  all revenues and earnings. In FY23, the
pany. Nearly a fifth of capex worth €589 25 per cent (worth %6348 crore) went to ~hotel division's contribution to ITC’s con-
ctore wet o hotels civision while paper,  hotelsand 22per cent (0r25560 crore) were  solidated revenues and PBIT were fust 35
paper boards and packaging division ~invested in paperand paperboardsside. percentand 2 percent, tespectively,even
absorbed another 25 per cent ofthecapex.  Analystsexpectanimprovement inITC - though the division accounted for 176 per
worthT745crore. Inall,inthelasttenyears, - free cash flows after the demerger that  cent ofallitsassets.

TC has cumulatively spent 224,095 crore - absorbed a significant portion of fts cash ~ The rise in free cash due to the
on capex; out of which 30 per cent (worth flows but contributed very lttletoits over- -~ demetger is likely to result in astep-upin

Source: Capitaline

dividend pay-outs by the company which
is positive for its shareholders. The
(emerger may also lead to an improve-
ment in [TC’ teturn on equity (RoE) and
teturn on capital employed (RoCE) which
was pulled down by the hotel division—a
cash guzzler with poor profitability and
return ratios. This is another positve for
ITC valuation, which continues to trade
at a discount to FMCG peers such as
Hindustan Unilever and Nestle.

“The high cape (in the hotel division)
has always been a bone of contention for
investors. For example, over the last

(ompiled by BS Research Bureau

$/10/15/20-years, average annual free cash
flows (ECE) has been negative n the range
between 3150 and 300 crore.

RoCE has also been in single-digts for
most years, well below cost of capital,”
irote analysts at Jefferies n their note on
demerger.

The demerger will however create
Tndia's second biggest hospitalty group—
interms of revenuies and asset base — st
behind industry leader Indian Hotels
Company.
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