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Sapphire Foods

Favourable risk reward

We upgrade Sapphire Foods to ADD from Reduce with TP of INR 1600 (25x
FY26 Pre IND-AS EV/EBITDA) as we expect it to deliver Revenue and EBITDA
CAGR of 18/19% over FY23-26 on the back of (a) mgmt. priority on course
correction i.e., improving profitability over store expansion for its low-margin
Pizza Hut brand, (b) KFC margins expected to improve further with newer
stores (KFC stores have multiplied from 203 stores in FY21 to 429 in FY24) once
they achieve maturity, (c) macro-economic stability for Sri Lankan business as
reflected in FY24 numbers ( Revenue/EBITDA growth of 25/16% respectively in
INR terms of YoY basis). Moreover, reasonable valuations (17x FY26 Pre Ind-
AS EV/ EBITDA) provide enough margin of safety. Overhang of stake sale by
PE funds (promoters own 30.84% stake as on 31st March 2024) has moderated
significantly, as promoters have perpetual lock in for its 26% stake.

" 4Q results—disappointing show: 4QFY24 results were below consensus
estimates owing to brand building initiatives undertaken for Pizza Hut brand
and weaker than expected performance of KFC brand. SSS for Pizza declined
15%+ for 3 consecutive quarter courtesy weak macro and intense
competition, whereas KFC SSS declined 3%, impacted to some extent by
boycott of American brands on account of ongoing geopolitical issues and
customers downgrading to value options.

®  Con call takeaways: 1) Action plan for Pizza Hut — a) Intends to go in for
cautious expansion in FY25 till there is improvement in profitability. Mgmt.
will start thinking of store expansion only once it achieves restaurant margin
of 8-10% from 5% achieved in FY24. b) Launching value for money “Melts”
range and has been aggressively marketing the same. Incrementally,
launched the thin crust pizza, revamped pasta range, and activated Lunch
Day in March 2024 with the intent to improve SSS. c) Dragon Tail software
rolled out in all restaurants, thereby leading to reducing delivery timelines
and improving customer experience as seen in higher aggregators customers
ratings. d) Focus on late night deliveries (90% of stores). 2) KFC — Sapphire
will prefer to go for store expansion rather than stretching restaurant margin
beyond 20%. Further, business was impacted in April due to festivities (Choti
Navratri) in North and West India. 3) International business — margins were
impacted (down 190bps YoY) during 4QFY24, courtesy elevated store cost
inflation. Mgmt. expects profitability to improve in FY25 on the back of
improving macroeconomic environment and it intends to go aggressive on
store expansion once it achieves mid teen margin (down 110bps to 13.7% in
FY24). 4) Gross margin at consolidated level for FY25 is likely to remain at
similar levels as seen in FY24.

Quarterly/annual financial summary
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6m avg traded value (INR mn) 315
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Source: Company, HSIE Research
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SHAREHOLDING PATTERN (%)

Dec-23 Mar-24

Promoters 31.30 30.84
FIs & Local MFs 31.69 32.39
FPIs 29.98 29.95
Public & Others 7.03 6.82
Pledged Shares 0.00 0.00
Source : BSE
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EV/EBITDA is trading at 22x on 1 year forward.

EV/EBITDA (x) -1 yr forward ===-=- EV/EBITDA (x) - 1 yr forward (3 yr average)
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SSSG trend
SSSG FY22 FY23 FY24 FY25E FY26E FY27E
KEC 52% 15% -1% 3% 3% 3%
Pizza Hut 42% 12% -16% 0% 5% 5%
Sri Lanka 42% -40% 2% 3% 5% 5%
Store count
KFC FY22 FY23 FY24 FY25E FY26E FY27E
Total Store count 263 341 429 499 569 639
Net Store addition 60 78 88 70 70 70
Pizza Hut FY22 FY23 FY24 FY25E FY26E FY27E
Total Store count 219 286 319 339 379 419
Net Store addition 57 67 33 20 40 40
Sri Lanka FY22 FY23 FY24 FY25E FY26E FY27E
Total Store count 97 114 120 130 140 150
Net Store addition 27 17 6 10 10 10
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Consolidated Pre IND-AS P&L (INR mn)

Year End FY23 FY24 FY25E FY26E FY27E
Net Revenues 22,571 25,845 31,593 37,120 43,149
Growth (%) 31.6 14.5 222 17.5 16.2
Material Expenses 7,407 8,109 9,889 11,544 13,419
Employee Expense 2,929 3,456 4,169 4,818 5,569
Rent Expense 2,280 2,885 3,474 4,003 4,555
Other expenses 7,393 8,778 10,589 12,398 14,344
EBITDA 2,647 2,716 3,584 4,486 5,410
EBITDA Growth (%) 63.9 2.6 32.0 25.2 20.6
EBITDA Margin (%) 11.7 10.5 11.3 12.1 12.5
Depreciation 1,366 1,635 1,923 2,261 2,660
EBIT 1,282 1,081 1,661 2,225 2,751
Other Income 311 334 342 376 414
Interest 74 13 13 13 13
PBT 1,519 1,402 1,990 2,588 3,152
Tax %) (1,795) 480 697 925
RPAT 1,403 3,197 1,510 1,891 2,226
adjustment - - - - -
Adjusted PAT 1,402 786 1,510 1,891 2,226
APAT Growth (%) 206.6 43.9) 92.0 25.3 17.7
Adjusted EPS (Rs) 22.1 12.4 23.8 29.8 35.0

Source: Company, HSIE Research
Consolidated Balance Sheet (INR mn)

Year End FY23 FY24 FY25E FY26E FY27E
SOURCES OF FUNDS

Share Capital - Equity 635 635 635 635 635
Reserves 11,924 12,618 14,044 16,112 18,858
Total Shareholders’ Funds 12,559 13,254 14,680 16,747 19,494
Minority Interest (20) (20) (20) (20) (20)
Long Term Debt 209 209 209 209 209
Short Term Debt 234 234 234 234 234
Total Debt 443 443 443 443 443
Net Deferred Taxes (1,184) (1,184) (1,184) (1,184) (1,184)
Long Term Provisions & Others 7,820 9,417 10,675 12,184 13,693
TOTAL SOURCES OF FUNDS 19,617 21,909 24,592 28,169 32,425
APPLICATION OF FUNDS

Net Block 15,621 16,925 16,975 17,186 16,926
CWIP 565 565 565 565 565
Other Non-current Assets 1,988 1,988 1,988 1,988 1,988
Goodwill 1,622 1,622 1,622 1,622 1,622
Total Non-current Assets 19,795 21,099 21,149 21,360 21,100
Inventories 993 1,062 1,298 1,525 1,773
Debtors 179 212 260 305 355
Other Current Assets 890 890 890 890 890
Cash & Equivalents 2,864 4,057 6,958 10,581 15,378
Total Current Assets 4,926 6,221 9,406 13,302 18,396
Creditors 2,170 2,478 3,029 3,559 4,138
Other Current Liabilities & Provisions 2,933 2,933 2,933 2,933 2,933
Total Current Liabilities 5,103 5,412 5,963 6,493 7,071
Net Current Assets 177) 810 3,443 6,809 11,325
TOTAL APPLICATION OF FUNDS 19,617 21,909 24,592 28,169 32,425

Source: Company, HSIE Research
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Consolidated Cash Flow (INR mn)

Year End FY23 FY24 FY25E FY26E FY27E
Reported PBT 1,084 928 1,906 2,764 3,671
Non-operating & EO Items 117 - - - -
Interest Expenses 666 - - - -
Depreciation 2,642 3,000 3,397 3,868 4,339
Working Capital Change (669) 206 268 257 281
Tax Paid (21) (234) (480) (697) (925)
OPERATING CASH FLOW (a) 3,818 3,900 5,091 6,193 7,366
Capex (3,842) (4,304) (3,448) (4,079) (4,079)
Free Cash Flow (FCF) (23) (404) 1,643 2,114 3,287
Investments & Acquisition = - - - -
Non-operating Income 1,806 - - - -
INVESTING CASH FLOW (b) (2,036) (4,304) (3,448) 4,079) 4,079)
Debt Issuance/(Repaid) (192) - - - -
Interest Expenses (864) - - - -
FCFE (1,080) (404) 1,643 2,114 3,287
Share Capital Issuance - - - - -
Dividend - - - - -
Others (892) 1,597 1,258 1,509 1,509
FINANCING CASH FLOW (¢) (1,948) 1,597 1,258 1,509 1,509
NET CASH FLOW (a+b+c) (166) 1,193 2,901 3,623 4,796
EO Items, Others 583 444 1,638 4,539 8,162
Closing Cash & Equivalents 417 1,638 4,539 8,162 12,958

Source: Company, HSIE Research

Ratios

Year End FY23 FY24 FY25E FY26E FY27E
PROFITABILITY (%)

GPM 67.2 68.6 68.7 68.9 68.9
EBITDA Margin 11.7 10.5 11.3 12.1 12.5
EBIT Margin 5.7 42 5 6.0 6.4
APAT Margin 6.2 3.0 4.8 5.1 52
RoE 12.4 6.1 10.8 12.0 12.3
RoIC (or Core RoCE) 15.3 (3.1) 14.0 226 36.9
RoCE 12.3 5.8 10.5 11.7 12.0
EFFICIENCY

Tax Rate (%) 04 128.0 25.0 25.0 25.0
Fixed Asset Turnover (x) 1.1 1.0 1.1 1.1 1.2
Inventory (days) 16.1 15.0 15.0 15.0 15.0
Debtors (days) 2.9 3.0 3.0 3.0 3.0
Other Current Assets (days) 14.4 12.6 10.3 8.8 7.5
Payables (days) 35.1 35.0 35.0 35.0 35.0
Other Current Liab & Provns (days) 23.6 20.6 16.9 144 12.4
Cash Conversion Cycle (days) (25.4) (25.1) (23.6) (22.6) (21.8)
Net D/E (x) 0.2) 0.3) (0.4) (0.6) (0.8)
PER SHARE DATA (Rs)

EPS 221 12.4 23.8 29.8 35.0
Dividend - - - - -
Book Value 197.7 208.6 231.0 263.6 306.8
VALUATION

P/E (x) 62.0 110.5 57.6 46.0 39.0
P/BV (x) 6.9 6.6 5.9 52 45
EV/EBITDA (x) 319 30.7 224 17.1 13.3
EV/Revenues (x) 3.7 32 2.5 2.1 1.7
OCF/EV (%) 4.52 4.68 6.33 8.07 10.23
FCF/EV (%) (0.03) (0.48) 2.04 2.75 4.57
FCFE/Mkt Cap (%) (1.3) (0.5) 2.0 2.8 4.6
Dividend Yield (%) - - - - -

Source: Company, HSIE Research
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Rating Criteria

BUY: >+15% return potential
ADD: +5% to +15% return potential
REDUCE: -10% to +5% return potential

SELL: >10% Downside return potential
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Disclosure:

We, Vishal Gutka, CA & Riddhi Shah, MBA authors and the names subscribed to this report, hereby certify that all of the
views expressed in this research report accurately reflect our views about the subject issuer(s) or securities. SEBI conducted
the inspection and based on their observations have issued advise/warning. The said observations have been complied
with. We also certify that no part of our compensation was, is, or will be directly or indirectly related to the specific
recommendation(s) or view(s) in this report.

Research Analyst or his/her relative or HDFC Securities Ltd. does not have any financial interest in the subject company.
Also Research Analyst or his relative or HDFC Securities Ltd. or its Associate 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 the Research Report.
Further Research Analyst or his relative or HDFC Securities Ltd. or its associate does have/does not have any material
conflict of interest.

Any holding in stock — No

HDEFC Securities Limited (HSL) is a SEBI Registered Research Analyst having registration no. INH000002475.

Disclaimer:

This report has been prepared by HDFC Securities Ltd and is solely for information of the recipient only. The report must
not be used as a singular basis of any investment decision. The views herein are of a general nature and do not consider
the risk appetite or the particular circumstances of an individual investor; readers are requested to take professional advice
before investing. Nothing in this document should be construed as investment advice. Each recipient of this document
should make such investigations as they deem necessary to arrive at an independent evaluation of an investment in
securities of the companies referred to in this document (including merits and risks) and should consult their own advisors
to determine merits and risks of such investment. The information and opinions contained herein have been compiled or
arrived at, based upon information obtained in good faith from sources believed to be reliable. Such information has not
been independently verified and no guaranty, representation of warranty, express or implied, is made as to its accuracy,
completeness or correctness. All such information and opinions are subject to change without notice. Descriptions of any
company or companies or their securities mentioned herein are not intended to be complete. HSL is not obliged to update
this report for such changes. HSL has the right to make changes and modifications at any time.

This report is not directed to, or intended for display, downloading, printing, reproducing or for distribution to or use by,
any person or entity who is a citizen or resident or located in any locality, state, country or other jurisdiction where such
distribution, publication, reproduction, availability or use would be contrary to law or regulation or what would subject
HSL or its affiliates to any registration or licensing requirement within such jurisdiction.

If this report is inadvertently sent or has reached any person in such country, especially, United States of America, the
same should be ignored and brought to the attention of the sender. This document may not be reproduced, distributed or
published in whole or in part, directly or indirectly, for any purposes or in any manner.

Foreign currencies denominated securities, wherever mentioned, are subject to exchange rate fluctuations, which could
have an adverse effect on their value or price, or the income derived from them. In addition, investors in securities such as
ADRs, the values of which are influenced by foreign currencies effectively assume currency risk. It should not be
considered to be taken as an offer to sell or a solicitation to buy any security.

This document is not, and should not, be construed as an offer or solicitation of an offer, to buy or sell any securities or
other financial instruments. This report should not be construed as an invitation or solicitation to do business with HSL.
HSL may from time to time solicit from, or perform broking, or other services for, any company mentioned in this mail
and/or its attachments.

HSL and its affiliated company(ies), their directors and employees may; (a) from time to time, have a long or short position
in, and buy or sell the securities of the company(ies) mentioned herein or (b) be engaged in any other transaction involving
such securities and earn brokerage or other compensation or act as a market maker in the financial instruments of the
company(ies) discussed herein or act as an advisor or lender/borrower to such company(ies) or may have any other
potential conflict of interests with respect to any recommendation and other related information and opinions.

HSL, its directors, analysts or employees do not take any responsibility, financial or otherwise, of the losses or the damages
sustained due to the investments made or any action taken on basis of this report, including but not restricted to, fluctuation
in the prices of shares and bonds, changes in the currency rates, diminution in the NAVs, reduction in the dividend or
income, etc.
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HSL and other group companies, its directors, associates, employees may have various positions in any of the stocks,
securities and financial instruments dealt in the report, or may make sell or purchase or other deals in these securities from
time to time or may deal in other securities of the companies / organizations described in this report. As regards the
associates of HSL please refer the website.

HSL or its associates might have managed or co-managed public offering of securities for the subject company or might
have been mandated by the subject company for any other assignment in the past twelve months.

HSL or its associates might have received any compensation from the companies mentioned in the report during the period
preceding twelve months from t date of this report for services in respect of managing or co-managing public offerings,
corporate finance, investment banking or merchant banking, brokerage services or other advisory service in a merger or
specific transaction in the normal course of business.

HSL or its analysts did not receive any compensation or other benefits from the companies mentioned in the report or third
party in connection with preparation of the research report. Accordingly, neither HSL nor Research Analysts have any
material conflict of interest at the time of publication of this report. Compensation of our Research Analysts is not based
on any specific merchant banking, investment banking or brokerage service transactions. HSL may have issued other
reports that are inconsistent with and reach different conclusion from the information presented in this report.

Research entity has not been engaged in market making activity for the subject company. Research analyst has not served
as an officer, director or employee of the subject company. We have not received any compensation/benefits from the
subject company or third party in connection with the Research Report.

Please note that HDFC Securities has a proprietary trading desk. This desk maintains an arm’s length distance with the
Research team and all its activities are segregated from Research activities. The proprietary desk operates independently,
potentially leading to investment decisions that may deviate from research views.

HDEC securities Limited, I Think Techno Campus, Building - B, "Alpha", Office Floor 8, Near Kanjurmarg Station, Opp.
Crompton Greaves, Kanjurmarg (East), Mumbai 400 042 Phone: (022) 3075 3400 Fax: (022) 2496 5066

Compliance Officer: Murli V Karkera Email: complianceofficer@hdfcsec.com Phone: (022) 3045 3600
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No. POP: 11092018; IRDA Corporate Agent License No.: CA0062; SEBI Research Analyst Reg. No.: INH000002475; SEBI
Investment Adviser Reg. No.: INA000011538; CIN - U67120MH2000PLC152193

Investment in securities market are subject to market risks. Read all the related documents carefully before investing.
Mutual Funds Investments are subject to market risk. Please read the offer and scheme related documents carefully before
investing.

Registration granted by SEBI, membership of BASL (in case of IAs) and certification from NISM in no way guarantee
performance of the intermediary or provide any assurance of returns to investors.
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