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Execution worries, Sell 
Pantaloon's (PRIL) 30mn sq.ft. by 2010 target will need ~200,000 employees from 
current 13,000. While PRIL has signed up the floor space, investments into 
processes are behind the curve, it seems. At 38x FY07E and 25x FY08E, the stock 
is clearly not cheap, with execution and inventory write-off risks. Given rising 
competitive pressures and steep valuations, we recommend a Sell with a target 
price of Rs.1133. 

Forecasts and ratios      

Year End Jun 30 2004A 2005A 2006E 2007E 2008E

Sales (INRm) 6,400.6 10,513.0 18,006.0 33,556.6 59,561.4

EBITDA (INRm) 550.5 867.0 1,413.8 2,319.2 3,817.0

Reported NPAT (INRm) 198.1 386.8 643.1 912.3 1,455.5

Reported EPS (INR) 10.61 18.81 26.31 33.93 54.14

DB EPS FD(INR) 7.69 15.02 25.06 35.55 54.14

DB EPS growth (%) 72.5 95.4 66.8 41.9 52.3

PER (x) 28.0 39.7 53.8 37.9 24.9

EV/EBITDA (x) 11.2 16.5 23.4 16.1 11.0

DPS (net) (INR) 1.50 2.50 3.00 3.50 4.00

Yield (net) (%) 0.7 0.4 0.2 0.3 0.3
Source: Deutsche Bank estimates, company data 

1DB EPS is fully diluted and excludes non-recurring items 
2Multiples and yields calculations use average historical prices for past years and spot prices for current and future years, except P/B which uses the 
year end close 
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All prices are those current at the end of the previous trading session unless otherwise indicated. Prices are sourced from 
local exchanges via Reuters, Bloomberg and other vendors. Data is sourced from Deutsche Bank and subject companies. 

Deutsche Bank does and seeks to do business with companies covered in its research reports. Thus, investors should 
be aware that the firm may have a conflict of interest that could affect the objectivity of this report. 

Investors should consider this report as only a single factor in making their investment decision. 

Independent, third-party research (IR) on certain companies covered by DBSI's research is available to customers of 
DBSI in the United States at no cost. Customers can access this IR at http://gm.db.com, or call 1-877-208-6300 to 
request that a copy of the IR be sent to them. 

DISCLOSURES AND ANALYST CERTIFICATIONS ARE LOCATED IN APPENDIX 1 

Company Review 
 

Sell 
Price at 3 Jul 2006 (INR) 1,347.20
Price target - 12mth (INR) 1,133.00
52-week range (INR) 2,009.10 - 1,140.75
Bombay Stock Exchange (BSE 30) NA
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Performance (%) 1m 3m 12m
Absolute -16.2 -32.7 11.2
Bombay Stock Exchange (BSE 30) NA NA

 
Stock data 

Market cap (INRm) 36,207.36
Market cap (USDm) 787
Shares outstanding (m) 26.9
Daily volume (USDm) 0.02
Major shareholders Biyani Family (44.24%)
Free float (%) 56

 
Key indicators 

ROE (%) 17.8
Net debt/equity (%) 54.1
Book value/share  (INR) 186.32
Price/book (x) 7.2
Net interest cover (x) 4.1
Operating profit margin (%) 6.3
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PRIL targeting 10x increase in area by 2010 
Ramp-up in area seems doable given the mall construction boom in India. In FY07 
itself,~54mn sq.ft. of new mall space is expected. Also, in the last five years, PRIL 
has grown 10x in area. However, we think the next leg of scale-up has high 
execution risks in the current environment.  

Hiring, training and retaining 200,000 employees 
PRIL’s 15x rise in headcount shall pose major challenges – retaining and 
incentivising top management, communicating strongly with all employees to 
move in unison and finally establishing clear individual business line P&L for 
accountability and rapid course correction, if needed. Also, investment in backend 
systems to check pilferage etc will be paramount. We believe PRIL lags a lot on 
quite a few of these counts and chasing growth has increased risks significantly. 

Valuations leave little room for error 
Mounting competitive pressures, valuations at 38x FY07E and 25x FY08E and 
potential write-off on inventories all imply that the stock isn’t cheap. Our weighted 
target price on DCF of three possible scenarios yields a target of Rs.1133, or 16% 
downside. Key upside risk is better-than-expected execution from PRIL.  
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Pantaloon is India’s leading retailing company. It has a
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Company identifiers
Bloomberg PF IN
Cusip NA
SEDOL 6437635

Y/E 30 June 2002 2003 2004 2005 2006E 2007E 2008E
SUMMARY
Reported EPS (Rs) 1.71 6.74 10.61 18.81 26.31 33.93 54.14
P/E ratio (Reported) (x) 16.5 6.4 20.3 31.8 50.7 39.3 24.7
Reported EPS growth (%) nm 293.1 57.5 77.2 39.9 29.0 59.5
DB EPS FD (Rs) 2.74 4.46 7.69 15.02 25.06 35.55 54.14
P/E ratio (DB) (x) 10.3 9.7 28.0 39.8 53.3 37.6 24.7
Operating CFPS (Rs) -40.48 4.29 -12.69 -21.60 -9.40 -44.14 -53.98
Free CFPS (Rs) -40.48 4.29 -12.69 -21.60 -9.40 -44.14 -53.98
P/CFPS (x) nm 10.1 nm nm nm nm nm
DPS (Rs) 0 0 1.50 2.50 3.00 3.50 4.00
Dividend yield (%) 0 0 0.7 0.4 0.2 0.3 0.3
BV/Share (Rs) 30.82 36.93 49.38 100.58 186.32 216.32 265.95
Price/BV (x) 1.32 2.04 5.70 11.99 7.17 6.17 5.02
Weighted average shares (m) 17 18 18 20 23 26 27
Average market cap (Rs m) 489 762 3,916 11,729 35,894 35,894 35,894
Enterprise Value (Rs m) 1,547 2,136 6,144 14,376 38,602 42,907 47,514
EV/Sales 0.6 0.5 1.0 1.4 2.1 1.3 0.8
EV/EBITDA 8.5 5.9 11.2 16.6 27.3 18.5 12.4
EV/EBIT 11.0 7.1 13.3 19.6 33.8 23.1 15.1
EV/Operating Capital 1.0 1.1 2.0 3.2 5.5 3.5 2.6

INCOME STATEMENT (Rs m)
Sales revenue 2,754 4,414 6,401 10,513 18,006 33,557 59,561
Operating EBITDA 182 363 551 867 1,414 2,319 3,817
Depreciation 42 64 88 133 271 463 679
Amortisation 0 0 0 0 0 0 0
Operating EBIT 140 299 463 734 1,142 1,856 3,138
Net interest income (expense) -115 -180 -236 -244 -278 -526 -974
Associates/affiliates 0 0 0 0 0 0 0
Investment and other income/expense 9 11 18 43 81 73 75
Exceptionals/extraordinaries 41 -5 -1 -1 0 0 0
Income tax expense 5 11 46 146 303 491 784
Minorities/preference dividends 0 0 0 0 0 0 0
Net income 70 114 197 386 643 912 1,456

CASH FLOW (Rs m)
Cash flow from operations -701 75 -231 -424 -212 -1,133 -1,451
Movement in net working capital -814 -103 -516 -943 -1,126 -2,508 -3,586
Capex 0 0 0 0 0 0 0
Free cash flow -701 75 -231 -424 -212 -1,133 -1,451
Other investing activities -51 -2 0 -267 -330 0 0
Equity raised/(bought back) na na na na na na na
Dividends paid na na na na na na na
Net inc/(dec) in borrowings 1,098 357 911 496 292 4,205 4,758
Other financing cash flows -306 -390 -622 271 481 -3,172 -3,156
Total cash flows from financing 792 -33 289 767 773 1,033 1,602
Net cash flow 40 40 58 77 231 -100 151
Movement in net debt/(cash) 1,058 317 853 419 61 4,305 4,607

BALANCE SHEET (Rs m)
Cash and other liquid assets 40 81 138 215 446 346 497
Tangible fixed assets 746 1,106 1,748 2,295 3,697 6,301 8,657
Goodwill 0 0 0 0 0 0 0
Other intangible assets 0 0 0 0 0 0 0
Associates/investments 51 53 53 319 649 649 649
Other assets 1,285 1,581 2,162 3,823 5,806 10,344 17,304
Total assets 2,121 2,821 4,101 6,653 10,599 17,640 27,106
Interest bearing debt 1,098 1,455 2,366 2,862 3,154 7,359 12,117
Other liabilities 505 724 834 1,591 2,449 4,478 7,852
Total liabilities 1,603 2,179 3,201 4,453 5,603 11,837 19,969
Shareholders’ equity 534 672 945 2,213 5,010 5,816 7,151
Minorities 0 0 0 0 0 0 0
Total shareholders’ equity 534 672 945 2,213 5,010 5,816 7,151
Net working capital 814 916 1,433 2,375 3,501 6,009 9,595
Net debt/(cash) 1,058 1,375 2,228 2,647 2,708 7,013 11,620
Capital 1,592 2,046 3,173 4,860 7,718 12,829 18,771

RATIO ANALYSIS
Sales growth (%) nm 60.3 45.0 64.3 71.3 86.4 77.5
Op. EBITDA/sales (%) 6.6 8.2 8.6 8.2 7.9 6.9 6.4
Op. EBIT/sales (%) 5.1 6.8 7.2 7.0 6.3 5.5 5.3
Payout ratio (%) 0 0 13.8 12.7 10.5 9.8 7.4
ROE (%) 13.2 19.0 24.4 24.4 17.8 16.9 22.5
Return on Capital (%) 10.6 15.3 14.9 14.0 13.2 12.2 13.2
Operating Return on Capital (%) 7.8 15.5 14.7 13.9 13.4 12.5 13.5
Capex/sales (%) 0 0 0 0 0 0 0
Capex/depreciation (x) 0 0 0 0 0 0 0
Net debt/equity (%) 198.2 204.7 235.8 119.6 54.1 120.6 162.5
Net interest cover (x) 1.2 1.7 2.0 3.0 4.1 3.5 3.2
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Investment thesis 
Outlook 

Pantaloon Retail (India) Ltd (PRIL) recently highlighted its plans to touch 30mn sq.ft. by 2010, 
up from 3.4mn sq.ft. currently. Translated in terms of monthly revenue run rate by 2010, the 
management indicated it should be around Rs.25bn – 1.3x of annual 2006 revenues. Overall, 
it is investing in various formats (apparels, food, durables, home furniture, service etc) to 
achieve this growth. With new mall construction boom currently on in India (~54mn sq.ft. of 
new mall space being added by FY07 alone), 30mn sq.ft. isn’t too much out of bounds in 
terms of size. However, execution is a big worry. 

Strong execution skills, ability to hire and retain top quality talent, right incentivisation 
schemes, ability to farm out risks and undertake swift course correction are the requirements 
to achieve this hyper growth. Such hyper growth would also mean that PRIL needs nearly 
200,000 employees on its rolls to achieve all its targets. Looking at the software companies, 
which have excellent recruitment systems, leads us to believe that PRIL has to achieve a lot 
on this count. Also, PRIL’s incentivisation and retention mechanism will be thoroughly tested 
in the coming months. Overall, we see limited evidence on PRIL’s backend investments to 
manage such huge scale and are worried that on most counts PRIL still has a way to go.  

Revenues are estimated to grow 3.3x from Rs.18.6bn in FY06E to Rs.61.4bn in FY08E. Given 
the current inventory over-valuation issues, we have assumed higher cost of goods. This 
means that EBITDA should rise from Rs.1.4bn in FY06E to Rs.3.7bn in FY08E. Overall, PAT is 
estimated to rise 2.2x in this time frame to Rs.1.4bn. 

Valuation 

While Pantaloon is aiming for growth, it is unclear as to how much value accretive this 
growth would be, since on all four counts of value creation - viz. increasing cash flow from 
existing assets, increasing expected growth rate, extending high growth period and reducing 
cost of capital - its strategy is unclear.  

Valuations for PRIL are also stretched. PEs of 3Ex FY07E and 25x FY08E and potential write-
off on inventories all imply that the stock isn’t cheap. On an EV/EBITDA multiple basis, PRIL 
trades at 19x FY07E and 12.5x FY08E.  

Given a range of possible outcomes we have assumed three scenarios - one where PRIL 
does achieve its growth, second case wherein we believe the company shall achieve 15mn 
sq.ft. by 2010 and third case, which is really the worst case, wherein PRIL touches 12mn 
sq.ft. by 2010. Using DCF under these three scenarios yields a target price of Rs.1133 per 
share, implying 16% downside from the current price level. 

Risks 

The risk to our call comes from earnings surprises. However, given our already bullish 
assumptions of EPS CAGR till FY08, we believe the company’s ability to beat expectations 
might be difficult. We assume floor space increase to 9mn sq.ft. by FY08 versus the current 
3.5mn sq.ft. and the management guidance of 10mn sq.ft.   
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Pantaloon’s grand vision 
10x growth in selling space by 2010 

Pantaloon Retail (India) Ltd (PRIL) hosted an analyst meet a couple of weeks back. The 
company highlighted its plans to touch 30mn sq.ft. by 2010, up from 3.4mn sq.ft. currently. 
Translated in terms of monthly revenue run rate by 2010, management indicated it should be 
around Rs.25bn – 1.3x of FY06 revenues.  

 Management is planning to ramp up all of its formats encompassing garments, durables 
(electronics and non-electronics), food and home. 

 It has various other initiatives like insurance (joint venture with Generali), real estate fund 
(Kshitij and New Horizon funds), consumer fund and others. 

 Management has indicated that all going well it should touch 10mn sq.ft. by 2008 and 
30mn sq.ft. by 2010. 

Too bold to ignore simplistically 

While the growth plans seem audacious, we believe Pantaloon’s track record demonstrates it 
is capable of sustaining high growth rates.  

Figure 1: PRIL’s past track record in scaling up very impressive 
  Scale up 

 2002A 2004A 2006E '02-'06 '04-'06

Sales 2736 6473 18252 6.7x 2.8x

EBITDA 182 551 1414 7.8x 2.6x

PAT 30 198 643 21.7x 3.2x

Area ('000) 334 1026 3302 9.9x 3.2x
Source: Deutsche Bank 

What PRIL now aims to achieve is even more astounding – by 2010 it wants to scale up its 
area 4.3x – or twice what we think is possible in a similar timeframe.  

Figure 2: PRIL’s 4x scale-up in area by 2010 
  Scale up 

 2006E 2008E 2010E 06-'08 06-'10

Sales 18252 60932 127058 3.3x 7.0x

EBITDA 1414 3817 6713 2.7x 4.7x

PAT 643 1472 2870 2.3x 4.5x

Area (mn sq.ft.) 3.3 8.7 14.3 2.6x 4.3x
Source: Deutsche Bank 

Our efforts in this report have been to understand whether Pantaloon could pull it off. What’s 
been well discussed and detailed is what the company wants to achieve; however, little has 
been communicated in terms of the finer details of the company's ambitious plans. We have 
also focused on trying to gauge the softer issues for PRIL in chasing growth. 

 

 



5 July 2006 Retail/Wholesale Trade Pantaloon  

Deutsche Bank AG/Hong Kong Page 5 

Can Pantaloon pull it off? 
Establishing the yardsticks to succeed 

According to us, to pull off what Pantaloon wants to achieve, it must possess all of below 
discussed skills in abundance.  

Great execution skills 
By execution capabilities, we mean not an ability to roll out sq.ft. but to put together excellent 
supply chain while consistently gauging customer preferences correctly. Also needed would 
be financial innovation in funding this growth without overexerting the balance sheet.  

Ability to attract, retain and incentivise talent 
A tenfold growth at any company needs great talent. Herein lies Pantaloon’s greatest 
challenge, according to us. Its ability to attract, hire and retain talent will determine whether 
Pantaloon pulls it off or not. As competition too gears up for rapid expansions, we see 
Pantaloon turning into a natural poaching ground for talent. We discuss these issues 
separately on page 9.  

Ability to understand and farm out risks 
The company’s ability to understand and farm out risks is paramount. The ability to rope in 
partners is a function of how modular the whole game plan is at Pantaloon and how willing 
the management is to let go margins at the expense of lower stake. Its ability to understand 
its own capability and engage in successful co-opetition will determine its success.  

Ability to course correct swiftly 
Every such ambitious game plan is fraught with risks. And to do so needs excellent 
monitoring systems to understand which segment is performing how well and which is 
sucking up far too much capital/resources. The challenge then is to understand till which level 
to continue down the ambitious path, and when to retreat and hold onto the existing cookies. 
Ability to take bold decisions in tough times is everything. 

What PRIL has demonstrated till date 

Our take on Pantaloon on each of the established yardsticks is based on (a) our discussions 
with the management and competition, and (b) past evidence of how the management 
behaved and delivered on its plans. Some of these are subjective but past behaviors are 
good starting points. 

Strength #1 – Ability to execute in terms of size 
In the past, as seen from Figure 3, Pantaloon has scaled up exceptionally well in the past five 
to six years. Revenues are up 7x, PAT up 22x and area up 10x since 2002. Despite the small 
base, this growth effort has been highly commendable. 
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Figure 3: Time taken for Rs.1bn revenue by each format  
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Source: Deutsche Bank 

Strength #2 – Keen sense of the customer 
Pantaloon, in the last two years, has demonstrated a high degree of success in 
understanding the Indian consumer psyche. The ability to monetise some of these insights 
has happened albeit on a smaller scale. This ability to think on its feet has been a key success 
factor till date.  

Our set of concerns 

Concern #1 – Chasing breadth at times of increasing competitive pressure 
PRIL is taking the retailing growth paradigm too far, according to us. Retailing growth is 
derived from (a) increasing square footage, (b) increasing traffic and average ticket size, and 
(c) finally pushing into new formats and new geographies. We worry that PRIL is taking this 
model too far in too short a timeframe. 

 Pantaloon’s growth plans now not only include increased area but venturing into diverse 
segments like health and property management and launching of a consumer fund.  

 While it has sought to bring in specialist partners wherever it has limited capabilities, we 
still believe there is too much on its platter currently for it to execute well.  

 Complicating all of this is its nascent stage of existence of various models since 
organised retailing in most formats has just taken off.  

 Evolving differentiated customer experiences across so many different formats is 
challenging for anyone and for Pantaloon too that shall be the case. 

This expansive strategy is even more worrying at times of increasing competitive 
environment. Each of the listed majors, who importantly follow single or two format models, 
has improvised its operating strategy and most of them are now well poised to scale up their 
businesses. Amongst the unlisted majors, Reliance Retail has announced plans to invest 
Rs.250bn into this space and given RIL’s track record in telecom and petrochemicals, its 
ability to scale up is unparalleled and undisputed. 

In such an environment, we believe that PRIL would have been better served focusing on 
scaling up its successful formats (like Central, Big Bazaar, Food Bazaar) while pruning formats 
which are small are unlikely to withstand competitive pressures. This focused strategy would 
have also allowed increased time for the top management to strengthen its supply chain. 
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Concern #2 – Limited modularity means cascading risks 
While the various segments/formats seem modular, we believe linkages in Pantaloon’s 
overall business model will remain high.  

 Each format relies on the other for driving traffic in more than one ways and given that 
currently there exists no real separate profit and loss account for each, cross 
subsidization of sorts is inevitable. 

 Some formats like insurance (joint venture with Generali) suffer from regulatory 
constraints which will force capital investments in the initial stage from PRIL itself. In 
such cases, despite PRIL’s aim to participate passively, it might not be possible to do so.  

 While there are some cluster formations (such as apparels, electronics, home furnishings 
and furniture, foods etc), we believe these aren’t truly independent or perfect silos to 
operate at the current scale of businesses. For example, we believe Big Bazaar, Food 
Bazaar and Central, which are exceptionally strong concepts, will emerge as virtual 
ecosystems around which various platforms/formats will be wrapped.  

 In such an environment, amputating an unviable venture will not be too easy given that 
there would be some linkage with other formats too.  

 Also, management has admitted that there is a case of inventory over-valuation in the 
past which needs to be rectified but for long has refrained from doing so. In such an 
environment, to chase too much growth could hamper financials significantly. 
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Challenges of managing 
200,000 employees 
Worry #1 – The hiring, training and retention process 

PRIL currently has 13,000 employees. If its 30mn sq.ft. were to happen, it needs nearly 
200,000 employees (assuming thumb rule of 150 sq.ft. per employee). Most of these would 
be front-end staff who do not need any great educational qualifications and are available in 
abundance in India. 

Proper hiring, training and retention will be paramount if this growth is to be achieved. The 
scale of employees at PRIL is to be understood by looking at the software companies. 
Infosys, for example, in 2005, processed over 1.4mn applications, interviewed close to 
50,000 of them and finally hired 14,000+. For FY07, it has ramped up its HR systems to hire 
nearly 20,000-22,000 employees.  

Managing the entire HR process seamlessly will be difficult for any organisation and we see 
limited evidence that PRIL is investing significantly into building a world class HR process. 
PRIL’s manpower requirement in sheer numbers is far in excess of what software majors are 
looking at. PRIL has invested in some in-house training facilities and has tied-up with a 
management institute for some training. However, as clearly shown by the software majors, 
huge investments will be needed on this count too at PRIL.  

Worry #2 – Has everyone bought into this dream? 

We have very little knowledge and information from the company itself on how committed all 
employees are in chasing this 30mn sq.ft. target. There are numerous soft skill challenges 
here which PRIL hasn’t really encountered till date. 

 Hyper growth without faltering needs continuous communication from the top 
management to its employees and such skills remain untested at PRIL. Pulling this off 
with nearly 200,000 employees will be a great challenge.  

 Very strong employee relationship and delegation in decision making is important for 
success. How good the management is at delegating is unknown. 

 We believe Mr. Biyani, CEO, fully understands what he is up to, but we have limited 
insight into whether everyone (beyond the top 50-55 key senior management) has 
bought into this big plan completely. Further, the company has lost a couple of its top 
tier members in recent times to competition and we wonder whether this would mean 
some sort of a communication gap in the interim.  

 Continuity in the top management team is paramount especially in times of hyper 
growth since management changes at such times could slow down implementation. As 
PRIL emerges as the top poaching ground for talent, how well is the management 
geared to retain people?  

Which leads to the next worry – how well incentivised is management to reach out to this tall 
task? 
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Worry #3 – Incentivisation while unique might be insufficient 

Proper incentivisation to run after this stretch target is paramount and we worry that some of 
PRIL’s incentivisation techniques might not be enough. Pantaloon management has floated 
an employee trust fund (current corpus Rs.300mn) which has invested in some companies 
which are suppliers to Pantaloon. This has a three-year lock-in for employees and an 
IPO/sellout will be the basis for value unlocking. However, there are grey areas here. 

 While innovative in thinking, we wonder how much value employees will attribute to 
these holdings?  

 Since the corpus would be split across 50-55 employees, will each member have great 
clarity on their share of profits?  

 Also, with rising head count at base level, the senior team too will need to be expanded 
significantly – the question is, wouldn’t this pool be too small?  

 Given that these would be unlisted, would employees be able to see its true potential 
and hence gauge a proper sense of their wealth?  

Like with ESOPs, everything depends on the price of the underlying asset which finally would 
be market determined and therein could lie the problem. 

Worry #4 – Are sufficient investments going into the backend? 

Pilferages and inventory levels are major costs in retailing, and monitoring both needs 
sufficient investments in backend and monitoring systems. Such investments till date have 
been limited, given the lower scale of operations. Also, individual format profit and loss 
accounts are a must to gauge performance, which according to the management, is at least 
8-12 months away.  

As PRIL scales up rapidly, investments into supply chain are turning paramount. While the 
company is implementing SAP, which the management claims is largely done with, results 
hopefully in terms of improved operating cycle will be visible. 
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Applying GE yardstick to Pantaloon  

Mr. Jeffery Immelt, CEO of General Electric, runs probably the best diversified set of 
businesses and a conglomerate model in the business world. GE’s latest annual report talks 
on what are the key ingredients to building successful business. How well does Pantaloon 
score on these counts? 

External focus 
PRIL’s insights into its customers are immense. Pantaloon could be most likely faulted for 
probably being too externally focused. 

Figure 4: Drivers to success  

Source: GE Annual Report 2005 

Clear thinking 
The logic of PRIL’s expansions and forays into various formats has left investors worried. Its 
method of capturing walletshare, while seemingly rational, shall stretch management 
resources. Further, given its constraints in balance sheet and emergence of competitors like 
Reliance, this “grab-all strategy” is risky. 

Imagination 
It undoubtedly is amongst the most innovative management in terms of its methods and 
given its balance sheet constraints has grown innovatively. 

Expertise 
If getting walletshare and revenues were the only yardstick then PRIL would be an expert. 
But its ability on supply chain remains suspect with inventory levels refusing to come down. 
Also, inventory over-valuation means that there is little to gauge on the true profitability of its 
businesses.  

Inclusiveness 
Gauging commitment from various top management staff is difficult, sitting on the outside as 
we do. If the current growth momentum is any indication of top management commitment 
to growth, then it must be said that everyone seems on board and committed. However, 
going forward, getting everyone to move in tandem towards its objectives will be the biggest 
challenge for the management. 
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Growth isn’t fully value 
creating 
Strong revenue, PAT growth but cash flows still negative  

PRIL shall report strong revenue, EBITDA and EPS growth. This is despite our assumptions of 
a sharp drop in margins (largely on count of inventory adjustments we have made). Overall, 
we estimate revenues will grow 3.3x from Rs.18.6bn in FY06E to Rs.61.4bn in FY08E. Thus, 
given the current inventory over-valuation issues, we have assumed a higher cost of goods. 
This has meant that EBITDA shall rise from Rs.1.4bn in FY06 to Rs.3.7bn in FY08. Overall, we 
are looking for PAT to rise 2.2x in this time frame to Rs.1.4bn. 

However, PRIL still appears to be quite some time away from generating free cash flows. 
FCF/share will be negative and will keep worsening into FY08E, according to our projections. 

Figure 5: Summary financials 
 2004A 2005A 2006E 2007E 2008E

Revenues        6,583      10,840      18,617       34,703      61,542 

% change 48.0% 62.1% 73.9% 87.5% 78.0%

EBITDA 551 867 1414 2319 3817

% change 51.7% 57.5% 63.1% 64.0% 64.6%

EBITDA margin 8.4% 8.0% 7.6% 6.7% 6.2%

EBIT margin 7.1% 7.0% 6.3% 5.4% 5.2%

Operating PAT 198 387 643 912 1456

% change 65.5% 95.3% 66.2% 41.9% 59.5%

EPS 7.37 14.39 23.92 33.93 54.14

Operating cash flow/shr 4.2 6.6 11.8 21.9 34.0

FCF/shr -20.2 -13.4 -34.5 -48.3 -82.4

Net debt : Equity 0.0x 2.4x 1.2x 0.5x 1.2x

P/E 182.9x 93.6x 56.3x 39.7x 24.9x

EV/EBITDA 50.9x 37.2x 27.5x 18.6x 12.5x

EBIT/EV 1.2% 1.9% 2.9% 4.3% 6.5%

EBIT/Capital employed 16.5% 17.0% 16.9% 17.2% 19.2%
Source: Deutsche Bank 

Figure 6: ROE decomposition 
 2004A 2005A 2006E 2007E 2008E

ROE 19.4% 16.1% 11.7% 14.9% 19.7%

EBIT margin 7.1% 6.8% 6.2% 5.4% 5.1%

Interest burden 3.6% 2.3% 1.5% 1.5% 1.6%

Asset turn ratio 1.9x 2.1x 2.2x 2.6x 3.2x

Leverage 3.6x 2.4x 1.7x 2.3x 2.7x

Effective tax rate 19.0% 27.4% 32.0% 35.0% 35.0%
Source: Deutsche Bank 

However, whether this growth is value creating in terms of improved cash flow generation 
capabilities is another matter. 
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But growth isn’t value creating  

Value creation in any firm, in the final analysis, occurs when any or all of the following four 
factors (shown in Figure 7) happen – (a) increase cash flow from existing assets, (b) increase 
expected growth rate, (c) extend high growth period, and (d) reduce cost of capital. Pantaloon 
today seems too focused on growth and overall actions to increase cash flows seem unclear, 
in our view.  

Figure 7: Cutting the clutter – what creates value? 
Value creation method How / by doing what? What is Pantaloon doing on this count? 

Increase cash flows from existing 
assets 

Increasing after-tax earnings from assets 

Reducing reinvestment to maintain assets 

Its focus on lifestyle, home and furniture is heartening, but managing 
inventory levels have been poor 

Its new initiatives into electronics, mobile phone retailing will depress 
cash flows further since these businesses are highly low on margins 

Easiest way around have been improving supply chain to reduce 
inventory levels, which unfortunately seems still very high 

OVERALL CASH FLOWS WILL REMAIN STRAINED FOR NEXT 4 YRS 

Increase expected growth rate Increasing reinvestment rate or 

Increasing return on reinvestment 

Comes back to improving supply chain to lower investments per sq.ft. 
and changing product mix  

Extend high growth period Increasing barriers to entry and/or 

Strengthening the “moats” 

PRIL’s growth model vulnerable to focused players 

Entry of cash rich competitors like Reliance means fight on “capital” 
turf is something PRIL can’t play  

Reducing cost of capital Reduce operating risks in investments and assets 

Changing financial mix 

Perceived high risk growth strategy means cost of capital is high and 
unlikely to retrace fast 

Rights offering has brought in some cash but another round of equity 
dilution will be must if  

Source: Deutsche Bank 

Increase cash flow from existing assets 
PRIL has to either (a) improve same store sales growth, (b) change product mix, or (c) lower 
inventory and capex cost per sq.ft. to improve cash flows. Obviously, on the first two counts, 
initiatives have been on but what is missing is lowering of inventory levels. On the contrary, 
despite changing product mix across the company, inventory levels continue to be high.  

Increase expected growth rate 
Here Pantaloon has two ways of do this. One would be to increase reinvestment rate which 
Pantaloon is doing in abundance (actually, capex far outstrips cash generation at Pantaloon 
today). The second way of increasing growth rate is to increase return on reinvestment which 
would be the most impressive way. But with management, in its drive to increase 
walletshare and footfalls, is venturing into formats (like electronics) which are low margin 
(despite claimed high asset turn).    

Extend high growth period 
Pantaloon is in “landgrab” mode right now and its strategy of raising competitive barriers has 
till now focused on increasing walletshare and increasing footfalls. This leaves it vulnerable to 
standalone focused models, which are evolving in abundance in India.  

Reducing cost of capital 
Part of the higher cost of capital at Pantaloon could be attributed to hyper growth focus and 
high operating leverage. In addition to high growth rates, Pantaloon’s balance sheet has 
excess inventory levels and gearing which adds upto higher cost of capital. 
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Weighted average target price of Rs.1133 per share 

Pantaloon’s game plan will materially alter its future. If it does succeed in pulling off the 
whole thing in its entirety, then the stock would be a “multi-bagger”. However, any failure 
will be crippling in terms of employee morale and also financials (on account of potential 
write-offs). In light of this, our modeling and financials have factored in three cases: 

Figure 8: Three scenarios to run with 
Scenarios Key assumptions in area rollouts and Probability assigned 

I Pantaloon touches 10mn sq.ft. by FY08 and 30mn sq.ft. by FY10. EBITDA 
margins however is assumed lower in line with what we think is sustainable. 

5% because we believe its very unlikely mgmt will be able to 
sustain this rapid pace of growth 

 

II DB estimates of 8.8mn sq.ft. by FY08 and 15mn sq.ft. by FY10. EBITDA 
margins assumed to drop continuously from current 8% to 6% level by Fy08

Assumption for DCF – risk free 8.2%, risk premium 4.5%, terminal growth 
rate 6%, WACC 14.87%  

Also added to DCF value is Rs.295 per share for new businesses such as real 
estate fund, consumer fund 

 

60% because we believe next couple of yrs mgmt will take just 
to put the processes in place to scale up 

III Worst case scenario. Pantaloon hits 10mn sq.ft. by FY09 and 12mn sq.ft. by 
FY10, largely on assumed failures for formats like electronics retailing. 
Concomitantly we assume lower IRRs in other realty and consumer funds 

Assumption for DCF – risk free 8.2%, risk premium 4.5%, terminal growth 
rate 6%, WACC 14.87% 

Also added to DCF value is Rs.207 per share for new businesses such as real 
estate fund, consumer fund 

35% might seem high but then failure does have cascading 
impact given the intertwined fortunes of various formats 

Source: Deutsche Bank 

Based on the above, using discounted cash flow, our blended target price for PRIL works out 
to Rs.1133 per share.  

Figure 9: Weighted price target of Rs.1133 per share 
 Probability Target price 1 yr fwd Wtd price

Case I 5% 1774 89

Case II 60% 1206 723

Case III 35% 917 321

Net weighted avg price  1133

Upside / (Downside)  -214

% upside / (downside)  -15.9%
Source: Deutsche Bank 
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