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Indicates attributes present in the stock
Brief Thesis

Vadilal Industries is the flagship company of the century old Vadilal Group. Vadilal is one the leading
ice-creams brand in India.

Since 2015, Vadilal Industries have started marketing its ice-creams in the US markets. US business has
grown at rapid pace over these years and is highly profitable given that the realizations in the US are
nearly double than that in India.

The US business now accounts for a dominant share of Vadilal's profits and continues to grow at high
rates, translating to potential high earnings growth for Vadilal Industries as a whole in coming years.

However, there are family disputes between the promoters making Vadilal a high return with a high
tail risk kind of an investment.

Analyst: Ankush Agrawal

ankush@surgecapital.in
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Vadilal is a well know ice-creams brand in India. The brand has a legacy of over a century and was started
in 1907. Vadilal Industries is the group’s flagship company that undertakes manufacturing of all products
and distribution in the exports markets, whereas distribution in India is done by another listed group
company- Vadilal Enterprises. (finer aspects of group’s structure are detailed in later sections)

The brand is said to command a 16% share of organized Ice-creams market in India. Vadilal also has a range
of processed foods products like frozen vegetables, curries, ready-to-cook products etc.

Vadilal Industries currently markets its products under two brands-

Ice Creams — Domestic Market

Ice Creams and Processed Foods—
I International Market

(Distribution by Vadilal Industries)

Processed Foods - Domestic Markets

(Distribution by Vadilal Enterprises) l

lce Creams - Brands Portfolio

s SWSTD
P, w.-.. “u' 2 N

f‘* m%t&

& |SURGE

CAPITAL



VADILAL INDUSTRIES

4™ April 2022

US Business- The Change & Trend

Vadilal had been exporting its processed food products to various countries for decades, but the business

could never really scale and lacked profitability. All this changed in 2015, when the company introduced its
Ice-Creams in the US markets.

“"We have been doing international business in frozen foods category for last 25 years. But we failed at it

and were losing money on it. Introducing ice-creams and some other products have turned around the
same.”- Rajesh Gandhi, Managing Director (Q2FY19 Concall)

Ice-Creams has been a major success for Vadilal in the US and the growth has been phenomenal-

US Business Growth
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Vadilal has become the largest Indian Ice-creams brand in the US and Ice-creams constitutes >70% of
Vadilal's international business.

International Product Portfolio
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Further, the realization in the US markets for Vadilal's products is nearly double than that in India and thus
the profitability of the US business is quite high.

There are two legs of profitability when it comes to the US business-

1. The Indian entity- Vadilal Industries manufactures and sells the products to US subsidiary at the same
profitability as it would sell in the domestic markets to its distribution entity- Vadilal Enterprises. This is the
Ist leg of profits from the US business, which gets booked in the Indian Standalone entity.

“For India business, exports business EBITDA margins are similar to domestic business.”- QIFY19 Concall

“International business would not subtract profitability from domestic business.”- Q3FY18 Concall

2. The US Subsidiary then sells the products at ~50% gross margins ie. 100% markup on sales of Indian entity.
This is the 2nd leg of profit from the US business, getting booked in the US subsidiary.

| US Gross Margins

49.63% 48.95% 4752% 47.68%
44.05%
37.52%
19.01% I
FY15 FY16 FY17 FY18 FY19 FY20 FY21

Another thing to note here is that the US business is essentially a distribution business with investments
only in distribution assets like warehouses, sales team etc. And since these are largely fixed costs, there
exists large operating leverage.

| US Net Margins

14.09% 1436% 16.60%
o 6.83%
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-35.40%
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We believe this success in the US market is largely on the back of brand pull that Vadilal commands. Being

such an old brand associated with Ice-creams, multiple generations of Indian diaspora in the US would
recognize & trust the brand.

Robust Expansion in U.S. market

Latent demand for quality Indian products driving strong
volume growth in US ice cream sales

50-member team reaching 40 plus US states and ~70% of
local Indian diaspora

Deriving significant benefit from the existing processed
foods distribution network in the US

Expanding product base within existing categories, launched
new categories such as Indian Mithai and Paneer
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While doing some background research, we found this video wherein a blogger was getting strangers taste
Kulfis in New York, USA. And interestingly the products were of Vadilal. More than anything it speaks good
of Vadilal's product placement and distribution in the US markets.

> Dl -15 0:48 /10:33

Giving NYC Strangers Kulfi (Indian Ice Cream), They Were SHOCKED

Y 46K GJ DISLIKE > SHARE $¢{ CLIP =+ SAVE

https://www.youtube.com/watch?v=BwOWqBlgkYQ

With this new found traction within the US for the brand, Vadilal Industries is now looking to venture into
newer foods categories.

Used the Leverage the

success of Ice- expanded distribution
creams to and new found Brand
expand pull to introduce
distribution more products

Used the existing Ice-Creams revived &
distribution channel of rejuvenated the Brand

Foods Business to Vadilal in Indian
Introduce Ice Creams diaspora

“Have added Mithai to US portfolio and that have done very well. Manufacturing for the same is being
done by 3rd party.”- Q2FY19 Concall

& |SURGE

CAPITAL



VADILAL INDUSTRIES 4 April 2022

o)

Z2é
vy

¥

W7

\.
¥
&
§ |
N
&

%

A S
k|

Khatti Meethi
Chutney

. “"‘f:

P

% D
Treot
Coconut

Chatney % C
- - ,.,-v,u‘\-r' - g | ‘ o

AT

100%
Vegetarian

We believe that even though these new products can provide some additional growth, but given the
competition in these categories from multiple Indian brands like MTR, Haldirams etc it would be difficult to
scale the same, something that had been the case for Vadilal before it introduced its Ice-creams in the US.

But we believe their does lies some optionality from Vadilal's ice-creams getting introduced in other export
markets like UK, Australia, Gulf region etc, wherein Vadilal already has a processed foods distribution
network. Company has already started taking some steps in this direction-

“We saw some initial thrust with ice creams in African countries as well. This year will be the year of
exploring more opportunities in this region. MEA region will see deeper penetration from Vadilal under
ice-cream category”- FY19 Annual Report
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Domestic Business

Vadilal Industries primarily sells Ice-creams in the domestic market with some processed foods business.

Vadilal Industries has rights to sell ice-creams under the Vadilal brand in all states except for Maharashtra
and Southern states (ex-Tamil Nadu). The rights to these states are held by another entity of Vadilal Family.
(finer aspects of group structure are detailed in later sections)

Entire domestic distribution of Vadilal Industries in done through Vadilal Enterprises (listed promoter group
company). This dual structure was originally established to save some excise duties, but is no longer relevant
under GST.

Vadilal Enterprises is basically a cost center given that all the sales & marketing expense for domestic
business is done by Vadilal Enterprises, royalty payments to promoter entity for Vadilal brand sales in
the domestic business is also done by Vadilal Enterprises and capex spends in freezers to expand
distribution is also done by Vadilal Enterprises; so net-net it does not make any money.

In the domestic market, Vadilal has done fine over last decade except for last few years.

B Domestic Revenues

474
454 443
415 421
353
310
283 270
246
225
205
158 I I

FY10 FYn FY12 FY13 FY14 FY15 FY16 FY17 FY18 FY19 FY20 FY21 9M-FY22

(Note: These figures represent sales made by Vadilal Industries to Vadilal Enterprises. Number for 9M-FY22 is based
on 9-Months results of Vadilal Enterprises)

Reasons for subdued performance over last few years-

1. Post GST, Vadilal Industries have started billing Vadilal Enterprises on ex-factory basis ie. not taking up the
costs of transportation till C&F locations. This way billed revenues are lowered with a similar impact on
costs.

2. Company had to absorb some impact of higher GST rate of 18% on ice-creams, which exceeded earlier
VAT rates in some states.

3. Last 2-years have been impacted by Covid.
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B Export Sales (Ex-US)

49
42
40
36
I | I

FY15 FY16 FY17 FY18 FY19 FY20 FY21

Possible Growth

The US business now account for >50% of Vadilal's consolidated profits, considering normalized pre-covid
profits of the domestic business. And with US business continuing to grow at high rates, we believe that on
an overall basis, Vadilal Industries has potential to grow earnings at very high rates going ahead.

M US Revenues Growth

218%
170%
70%
47% .
37%
269, 36% 6
FY16 FY17 FY18 FY19 FY20 Fy21 9M-FY22

We have considered a base, bull and bear case scenario to get a rough understanding of the quantum of
profits that Vadilal can deliver in FY25.

Note: US Exports-Indian Unit represents the exports value of goods sold by Indian unit to US subsidiary for sales; the
It leg of profit as discussed above. We have considered this as 40% of US subsidiary’s actual sales value; and the
same is consistent with past trends and considering the 50% gross margins of US subsidiary with some adjustments
for taxes, duties, freight etc
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1. Base Case

US Sales

~Rs420 Crores

Assumed 20% CAGR on
the expected FY22 base of
Rs240 crores

recovers from Covid and
stays constant at last few

Domestic Sales

US Exports- Exports (Ex-US)

~Rs400 Crores Indian Unit

~Rs40 Crores

Domestic Business

~Rs165 Crores Stays Constant at

Avg. levels of last
40% of US Sales

many years
years levels yy

Profit of US Unit
~Rs70 crores

We assume a net profit
margin of 17%, which is the
mid-point of management

guidance. Company has

already achieved ~16.5%
margins in 9M-FY22.

Total Sales of Indian Unit ~Rs605 crores

Profit of Indian Unit ~Rs25 crores

We assume a net profit margin of ~4%, which is consistent with
past net margins of India Standalone business of ~3-3.5%,
adjusted for new lower tax rates of 25%

Total Profit of Vadilal Industries in FY25 ~Rs95 crores

322%

096% .
e

FY15 FY16

M Indian Unit Net Margins

6.06% 6.12%

(o)
347% 2.84% I

FY17 FY18 FY19 FY20

-6.54%
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2. Bull Case
US Sales Domestic Sales US Exports- Exports (Ex-US)
~Rs470 Crores ~Rs450 Crores Indian Unit ~Rs40 Crores
Assumed 25% CAGR on Domestic business ~Rs188 Crores Stays Constant at
the expected FY22 base of grows slightly to achieve Avg. levels of last
Rs240 crores pre-GST sales 40% of Us Sales many years

Profit of US Unit
~Rs93 crores

Assumed a net profit
margin of 20%, which is
the higher band of
management guidance.
Company has already
achieved ~16.5% margins in
9M-FY22

Total Sales of Indian Unit ~Rs677 crores

increase in margins post FY18 when the revenues & costs were
reduced for ex-factory billing to Vadilal Enterprises and also

Profit of Indian Unit ~Rs47 crores

Assumed a net profit margin of ~7%. This is based on the

assuming that the company becomes debt free.

Total Profit of Vadilal Industries in FY25 ~Rs140 crores

322%

096% .
e

FY15 FY16

3.47%

FY17

M Indian Unit Net Margins

Margins Jump Post GST & Ex-Factory
Billing

6.06% 6.12%

2.84%

FY18 FY19 FY20

-6.54%
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Vadilal has large interest costs, however with high profitability in the US business, the company has been
generating strong cash which should be used to pay-off debt. Historically, management has always used

free cashflow after capex & interest costs to reduce debt. Vadilal currently has a debt of Rs136 crores in
Indian unit and a cash of ~Rs45 crores (majorly in the US subsidiary).

M Interest Cost % of Revenues- Indian Unit

633% Source of Margin Improvement
5.45%
4.81%
3.29%
I 291% 2.68% 2.80%

FY15 FY16 FY17 FY18 FY19 FY20 FY21

Indian Unit CashFlow Analysis

B Free Cashflow M Change In Debt

Debt Movement Inline with Free Cashflows

A

v

29.51

2251 24.87 2906

B B I
[ * ||
FY. FY FYl7_3 07 l/lS ’FY]‘? I20 FY.

-537

-19.69 -18.17

-30.2 -30.22

(Free Cashflows= Cashflow from Operations — Capex — Interest payments)
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3. Bear Case

US Sales

Assumed 10% CAGR on
the expected FY22 base of
Rs240 crores

Domestic Sales

Domestic Business
recovers from Covid and
stays constant at last few

year levels.

US Exports-
Indian Unit

40% of US Sales

Exports (Ex-US)

Stays Constant at
Avg. levels of last
many years

Profit of US Unit

We assume a net profit
margin of 15%, which is the
lower band of
management guidance.

Total Sales of Indian Unit

Profit of Indian Unit

We assume a net profit margin of ~4%.

In trailing twelve months, Vadilal has generated net profits of Rs40 crores. Considering the above scenarios,
Vadilal could grow its profits by 2-3.5x over next 3-years; making it a high growth opportunity and this is
what interests us here that, we a have consumer company with high growth rates; that too available at a

reasonable valuation multiple of 26x.

However, there is a major risk here and that possibly explains the lower valuation multiple and interest in

the stock.
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Risk- Promoter Disputes

Vadilal group was founded by Vadilal Gandhi in 1907 and is currently run by the 4% generation of the family.
The 4t generation has four brothers-

Group had a family separation in early 1990s, creating two divisions
I |

l

Shailesh Gandhi got the The remaining three brothers got rights to remaining states and are

rights to sell ice-creams in the promoters of listed Vadilal Industries and Vadilal Enterprises.

the South tat d
€ southern states an In 1999, the three brothers of Ahmedabad Division signed a MOU

Mah htra.

anarashtra (memorandum of understanding) wherein they agreed that all three
This division conducts its of them will have equal share of promoter shareholding of all group
business through Vadilal companies and businesses including the main listed Ice-creams
Dairy International Ltd. business and other unlisted business of forex and chemicals.
2015

Disputes between the three brothers emerged when Virender Gandhi accused Rajesh Gandhi &
Devanshu Gandhi of removing him from the board & management of Vadilal Chemicals and that they
have used funds of Vadilal Chemicals to fund a construction business wherein Rajesh Gandhi &
Devanshu Gandhi had major ownership.

The case went to NCLT (then company law board), wherein very early on, both parties stated that they
are working out a family settlement and thus the case kept getting adjourned. But even after 5-years,
the same has not been settled yet.

2019

Disputes emerged between Rajesh Gandhi & Devanshu Gandhi wherein both of them accused each
other of various things around using Vadilal Industries and Vadilal Enterprises funds for personal use,
mismanagement of price sensitive info, improper appointment of independent directors etc.

Even though both of them later on withdrew most of these allegations, the disputes have continued.
Very recently in FY21, one of them alleged that the other had not followed proper process in relation to
~Rs38 crores of marketing expense of Vadilal Enterprises.

ORI
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During this period, two independent directors resigned from Vadilal Industries stating the hostile
atmosphere of board & committee meetings and also raised issues regarding arm’s length pricing
between Vadilal Industries and Vadilal Enterprises for sale of goods.

Deloitte also resigned as the auditor of Vadilal Industries stating that since the board has not been able
to complete investigation into the allegations made by both promoters in due time, their firm policy
does not allow them to continue the engagement.

In short, all the three promoters- Rajesh Gandhi, Virendra Gandhi and Devanshu Gandhi have disputes
among each other.

We believe that such family disputes never get resolved and the relations never heal, and the only way to
settle the same is to have a separation.

But the problem in case of Vadilal is that, there aren’t many businesses in the group to split between them.
Ice-creams is the only major business and given that the rights of some states are already with the fourth
brother- Shailesh Gandhi; it would not be feasible to split the remaining markets between three brothers.

So, the only option left is to exit the business and split the proceeds. And this is an option that Vadilal's
promoters seems to have been exploring.

Promoters Exit

First news of promoters looking to exit surfaced in 2017, indicating that the promoters have appointed an
investment bank to scout for possible buyers.

Then in Jan"20, the news resurfaced, indicating that Private Equity firms- Arpwood Partners and PAG
together are looking to buyout entire stake of promoters in Vadilal Industries + Vadilal Enterprises,
valuing the companies at ~Rs1000 crores. The news also stated that the talks between promoter group
and PE firms were ongoing for long time, but the same got delayed due to pending litigation between
brothers.

However, no such deal has materialized yet; maybe Covid affected the same. We believe that one of the
reasons why the promoters have not been able to exit the business even after trying to do so for so many
years is because of the brand & trademark issue.

Vadilal Trademark Issue

The Vadilal brand & trademarks are owned & registered in the name of Vadilal International Pvt Ltd.

This is a promoter group entity through which the promoters hold 39% stake in Vadilal Industries, out of
total ~65% promoter stake. The brand & trademarks have been licensed to the listed Vadilal Industries
and Vadilal Enterprises by Vadilal International Pvt Ltd through a 15-year agreement starting around 2012.

But the problem is that the Ahmedabad Division (owners of Vadilal Industries) are not the sole owners
of the brand, they share the same with the Bombay Division (Shailesh Gandhi- Vadilal Dairy International
Ltd) as per the 1990s family separation.

Now if we think about it, any potential buyer would want unencumbered rights to the brand.

ORI




VADILAL INDUSTRIES 4 April 2022

In the current scenario, even if the Ahmedabad division wants to sell out, they probably might need
some sort of NOC from the Bombay division as well, given that they share the Vadilal brand. Plus, in
future, any decisions related to the brand might need similar approval/consultation with the Bombay
division. This is not an ideal situation for any potential buyer.

And this issue is evident from the fact that when the Ahmedabad division wanted to market the
products in the exports market, they could not use the Vadilal brand straight forward. They could only
use the same with a prefix or suffix, which is what resulted in a separate brand of Vadilal Quick Treat.

Only in their exclusive geographies of Indian states (ex- South & Maharashtra), is where they can use
the Vadilal brand straight forward.

Now there do exists a possibility wherein a potential buyer also buys out the Bombay division, which itself
is not doing well; hardly ~50 crores topline business. But it is not something that we would base our thesis
on, if it happens then that could be a positive.

The bigger questions for us are-

A. How does these promoter disputes affect business performance?

The business performance has not been affected over last 5-years. In fact, the entire US business has been
built over this period. Both Rajesh Gandhi and Devanshu Gandhi have been part of day-to-day activities of
the company this whole period. Virendra Gandhi had retired from day-to-day management in 2013.

B. How does this impact market'’s perception and thus stock’s valuations?

Well, this is where the real risk lies in Vadilal Industries. Such issues do impact stock valuations and this is
probably the reason why a high growth consumer business like Vadilal currently trades at ~26x multiple;
compared to much higher multiple for other B2C FMCG companies.

Expectations Ahead-

We believe that Vadilal Industries as a business is very well placed in terms of growth, on the back of its US
business. But with issues around promoter disputes, there exists a risk in the form of valuation de-rating.

But this risk coupled with the recent downfall in domestic business due to covid is what creates this
opportunity wherein the stock & the underlying strong trend of US business is being ignored by the market.

Our understanding & experience of the markets have been that if the business keeps doing well, overtime
the markets have a tendency to overlook such things, unless and until there are events or actions that are
against the direct interests of investors, which is not the case here; promoters are not trying to short-change
the investors.

ORI
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This is not to say that it takes care of the risk; it doesn’t and thus Vadilal is a high return with a high tail risk
kind of an investment. We are buying Vadilal at ~1050 crores market cap ie. 26x trailing twelve months
earnings and we see three possible scenarios-

A. Market takes cognizance of underlying business growth, but continues to give a lower multiple compared
to other similar B2C businesses given the risk and thus valuations stay at current levels; in which case we
make high returns led by high earnings growth. (Our Primary Expectation)

B. Market continues to ignore the stock due to promoter issues and thus the valuations continue to
compress to say a low multiple of 10x; here we would end up with no returns.

C. If somehow the promoters are able to sellout to a private equity, it would be positive for valuation
multiple and thus our returns could be much higher than the earnings growth.
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Ratings Explanation:
Buy: Expected return of +10% on an annualized basis over next 3-5 years.
Hold: Expected return of +/- 10% on an annualized basis over next 3-5 years.

Exit: No Further Coverage/Update on the stock.
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Vadilal Industries

Disclaimer

www.surgecapital.in (here in referred to as Surge Capital) is a domain owned by Ankush Agrawal. Ankush Agrawal

offers independent equity research services to retail clients on subscription basis under SEBI (Research Analyst)
Regulations 2014. SEBI Registration No: INHOOOO08941.

This report is for the personal information of the authorized recipient and does not construe to be any investment,
legal or taxation advice to you. Ankush Agrawal/Surge Capital is not soliciting any action based upon it. This report
is not for public distribution and has been furnished to you solely for your information and should not be
reproduced or redistributed to any other person in any form. This document is provided for assistance only and is
not intended to be and must not alone be taken as the basis for an investment decision. The views expressed are
those of analyst and the firm may or may not subscribe to all the views expressed therein. The report is based upon
information that we consider reliable, but we do not represent that it is accurate or complete, and it should not be
relied upon such. Ankush Agrawal/Surge Capital or any of its affiliates or employees 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. Neither Ankush Agrawal/Surge Capital, nor its employees, agents nor representatives shall
be liable for any damages whether direct or indirect, incidental, special or consequential including lost revenue or
lost profits that may arise from or in connection with the use of the information. Ankush Agrawal/Surge Capital or
any of its affiliates or employees do not provide, at any time, any express or implied warranty of any kind, regarding
any matter pertaining to this report, including without limitation the implied warranties of merchantability, fitness
for a particular purpose, and non-infringement.
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