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Moderator:

Ladies and Gentlemen, Good Day and Welcome to the Kwality Limited
Q3 and 9M FY 2018 Earnings Conference Call. As a reminder, all
participant lines will be in the listen-only mode. And there will be an
opportunity for you to ask questions after the presentation concludes.
Should you need assistance during the conference call, please signal an
operator by pressing “*” then “0” on your touchtone phone. Please note
this conference is being recorded.
I now hand the conference over to Mr. Gavin Desa of CDR India. Thank
you and over to you, Sir!

Gavin Desa:

Good Day, Everyone and a warm welcome to all of you participating on
Kwality Limited’s Q3 and 9M FY 2018 Earning Call.
We have with us today, Mr. Nawal Sharma -- President and Head,
Business Transformation; Mr. S. K. Gupta -- CFO; Mr. Pradeep
Srivastava -- Company Secretary and Head Compliance; Mr. R.
Raghunathan -- Corporate Strategy and Investor Relations and other
members of the senior management team.
Before we begin I would like to mention that some statements made in
today’s discussion may be forward-looking in nature and a statement to
this effect has been included in the invite that was emailed to you earlier.
We will commence this call with opening remarks from the management
followed by an interactive Q&A session.
I now request Mr. Nawal Sharma to share some perspective with you
with regards to the company’s operation strategy and percentage over
the quarter and its outlook going forward. Over to you now.
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Nawal Sharma:

Thanks, Gavin. Good Afternoon, everyone and a very warm welcome to
all of you. It is really a pleasure to have you here on our quarterly
investor call.
Now regarding top-line, as we mentioned last time also that there is a
strategic shift happening from B2B towards B2C and while we have
delivered revenue growth of around 25% to 30% CAGR over the past
few years, the direction forward is that we will restrict our growth to
around 10% and majority of this growth will be coming from B2C part
of the business.
Now in this strategic context let us see how the numbers are for Q3.
Now, Q3 revenue has grown by around 12% on an overall basis. But if
you see the area of strategic focus that is B2C part of the business has
grown by around 23%. So, this is exactly in line with the direction that
we have set for ourselves and taking from a bottom-line perspective let
us break this into two buckets EBITDA layer as well as the PAT layer.
Now as we talk about EBITDA layer it has grown by about 13.3% from
Rs. 113 crore to Rs. 128 crore, delivering an EBITDA of around 7.2%.
Now let us stay here for a moment and see as to what is driving this
particular number and how we have been doing over the past couple of
years. So, as we mentioned that on EBITDA front we intend to touch
around 9% by 2020 and this will be driven by the B2C rollout of our
products.
Now if I just take you a couple of years back which is FY 2016 when
the top-line mix was 70%-30% in favor of B2B and EBITDA was
around 6%. In FY 2017 top-line move to 60% - 40% EBITDA move to
6.7%. And then gradually quarter-by-quarter it moved from 6.9% to
7.1% and last quarter it touched around 7.2%. and this is how it is going
to touch around 9% by 2020. Now, this clearly demonstrates the strategy
execution that we are talking about with respect to various fresh as well
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as value added products, it is translating into the improvement in the
EBITDA there.
Now let us talk about PAT layer. Now, if you see PAT layer here we
have seen a decline from 2.8% to 1.2%. Now let us take a deep dive into
this decline because a decline can be on account of operational
inefficiencies or it could be resultant of some strategic decision that we
have taken and this can be for a short-term basis. Let us analyze and go
driver by driver. The first driver is the depreciation. Now when we say
depreciation, it has gone up from Rs. 3 crore to Rs. 34.5 crore and what
is the reason, why there has been an increase in the depreciation, if you
see unit three which is dedicated to our high margin value-added
products has gone operational from February 17th onwards. So, the
CAPEX which has CWIP status got added into the gross block. And now
the full depreciation hit in the P&L. So that is one core reason as to why
depreciation has gone up but just to share a few data points. This is the
year when we will hit the peak and after that, it will start gradually
coming down. So that is the take on depreciation part. The second key
lever is interest cost. If you see, interest cost has gone up from around
Rs. 41 crore to around Rs. 56 crore.
Now let us talk about the strategy to reduce the finance cost or the
interest cost out of the various levers that we are contemplating. So while
overall debt stands around Rs. 1,589 crore. So there are three - four
levers that we have identified within the organization on which we are
working very-very scientifically and judiciously. So the first lever is
value-added products, the overall margin profile of the organization will
be improved which already we have demonstrated in the past and this
will result in more cash accruals. So that is the first lever which will help
us. Now the second key lever is as the overall business mix is tilting
towards B2C the overall cash conversion will get optimized. If I just
take you a couple of years back it used to hover around 100 days plus
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which has already come down to 89 days and by 2020, it is likely to hit
around 55 days to 60 days. So this is how this second lever is going to
help us in terms of optimizing the overall finance cost. And the third part
is the capital structure optimization, so this is another lever that we
intend to use to ensure that the debt levels are optimized, and it actually
helps us reducing the overall finance cost. And lastly, post improvement
in our rating moving from A positive stable to A positive- positive, our
finance team is already in touch with our bankers and we are likely to
get our interest rates revised. So, these are the four key levers that are
already in action which is going to help us in terms of optimizing the
interest cost. So here also, as we mentioned earlier FY 2018 is a year
when we will hit the peak and after that, it will start gradually coming
down. So, this is the part of the overall planning design that we have set
in front of ourselves so there are no surprises but as part of a very
systematic design, it is happening on the ground.
Third key part is employee cost which has gone up from Rs. 10 crore to
around Rs. 18.5 crore. Now the reason for this is basically some
expenditure booking has been done on account of ESOP’s. As we
mentioned last time that we became India’s private dairy company to
issue ESOP’s. So as part of the business transformation, we are very
clear that we have to get the best talent both within the industry and
outside the industry. And if we see over the past couple of years, we
have been hiring people from one of the best companies so far as FMCG
sector is concerned. And now the biggest challenge in front of us is how
to ensure that we are able to retain talent as well as attract best of the
talent. And this ESOP tool will be helping us a lot in terms of getting
this vision achieved. So that is the third part which is again a very
strategic and a very positive investment that we have done.
And the fourth part is there has been a slight increase you would have
noticed in the effective tax rate which has gone up from 34.5% to around
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43.3%. Reason for this is basically first is differential on depreciation
when it comes to Company Law Act as well as Income Tax Act so that
has led to increase in the overall effective tax rate and second is basically
the gap between iGAAP and IndAS frameworks. So these are four key
drivers as to what has led to decline in the PAT. So it is all part of the
strategy design & is temporary phase in line & soon we will get into
positive growth.
Now, let us talk about various initiatives and programs that we are
running and how it is going to help us so far the future numbers are
concerned, I will go piece-by-piece. So as we mentioned last time that
within the organization we are already under execution so far as our
company wise strategy is concerned and this strategy we define as 4, 4,
and 24. So first 4 indicates 4 core strategies which revolve around brand
then products, sales and distribution, and procurement. To support these
4 core strategies, there are 4 key enablers without which these strategies
cannot be implemented into the ground and these 4 key enablers are
quality, IT, people, and corporate governance. So these are 4 enablers
and under this, we have 24 distinct programs which are running each
headed by a professional manager who is accountable for deliver of this
track and then there is a central program management of it which
integrate all these tracks together.
Now let us see as to how we are doing on each of these buckets. Now so
far as the brand part is concerned, if you take a quick recap over the last
nine months we have already under execution so far as brand campaigns
are concerned both respects to fresh poly Milk as well as Value Added
Products like Flavored Milk. We have been leveraging on channel mix
by activating on TV radio and print. So it is already on. Customer
engagement programs are actually happening on the ground and then so
far as BTL part is concerned which is Bus Shelters Hoardings we are
under execution so far as this piece is concerned. The second part is the
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product piece. Now, so far as the product piece is concerned against 8 to
10 categories that we have identified for ourselves in terms of getting
entry into five categories have already been rolled out this is like a UHT
Milk we are talking about cream, we are talking about Flavored Milk,
Tetra Pack Lassi, Tetra Pack Chaach and we have got tremendous
response so far as these products are concerned. So that is the first part
of the story which has been rolled out over the last two to four quarters.
So far as future is concerned. Again 4 to 5 categories have been
identified like Value Added Ghee, Milk Shakes, Butter, Cheese and
Paneer which will be rolled out over the next 4 quarters to 6 quarters
time. So that is the action which is happening on the product front.
Coming to the next piece which is sales and distribution. Over the last
nine months, we have been able to set up a very robust sales and
distribution infrastructure and let us put together a very strong team one
of the best company and that is how we are building a very strong sales
and distribution infrastructure. We are already catering to currently
around 30,000 outlets as far as this new product are concerned, so that
is on the sales and distribution front. And sales force automation
framework which is a cloud-based solution is already under execution.
This is to ensure that we are able to analyze data using complex BI
engines so that faster decision-making can be done. So this is on sales
and distribution front.
So far as procurement part is concerned, our overall contribution of
direct sourcing has gone up to around 26% and the overall procurement
has gone up to 36 lakh liters per day. So that is the number and we are
very pleased to share that in Q3 we have stuck a strategic line with IDBI.
So under this program, IDBI will be giving loans to our big farmers, this
will start anywhere from Rs. 1 crore onwards and how the farmer will
be utilizing these funds, primarily to set up dairy farm, they will be
taking from 25 animals to around 250 animals - 150 animals and then
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bulk milk coolers, milk shed, input services etc. So this is basically for
a large scale, this will be a very concessional rate, on MCLR. So that is
another big initiative so far as procurement part is concerned and
numbers are also improving to 26% and 36 lakh liters per day. So that is
on the procurement part.
So far as quality part is concerned as we mentioned that we are able to
ramp our organization with senior members joining the quality function.
So recently we roped in a very senior & experienced person with 34
years of experience, in GSK, a very seasoned professional in terms of
experience in international operations in design building, design system,
new product development, so he is driving this vertical independently to
ensure that there are absolutely no dependency on any production
because earlier quality used to sit as a part of procurement & production
function. Now, we have made this vertical as totally independent so that
this becomes a strongest vertical within the organization. Second key
enabler is the IT piece, so when we talk about IT piece, various programs
have been implemented like video conferencing solutions, when we are
talking about data security IT risk management part is concerned. So HR
automation. So various IT initiatives that we have chalked out along
with Ernest & Young as our IT transformation partners are under
execution now. And also we have won a couple of awards like CIO Top
200 etc well recognized by the industry.
Third piece is the people piece, so we are again a number of initiatives
we are building an organization, hiring people from one of the best
companies, we have also got recently an award which is the Best
Employer Award for Delhi. So that is another great motivator. So far as
the people piece is concerned and then the ESOP tool is really helping
us a lot in terms of building a very strong team. And the Last piece is the
corporate governance. So as we mentioned last time. So as part of
corporate governance, so we have engaged MSKA and associate part of
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BDO international network as statutory auditors which is world’s fifth
largest in terms of geographic footprint which is presence in more than
159 countries, 1,400 offices, and 68,000 professionals. So there is a huge
focus which is happening on the corporate governance front also.
So if you see all these 8 building blocks which is 4 core strategies and 4
enablers, we are under execution and based on let us say quarterly
milestone, we are able to roll out various programs. So this is how the
strategic framework, as well as execution, is supporting the overall
numbers delivery on the ground. So with the support from all the
stakeholders like Ernst & Young in the business space or maybe IT
space or whether it is one of the best organizations in the marketing
space, so we are confident that we will be able to continuously deliver
against the business objective that was set in front of ourselves and we
will continue to show improvements. And so far as this temporary and
let us say short-term declines are concerned. So this is part of the overall
design for the organization and we are very clear as to how this will get
fixed and by what time will be able to overcome all this. So that is briefly
about the overview of Q3 operations so far as numbers is concerned and
how the various strategies are implementing on the ground and how
things are happening.
So now we would request you to ask any questions , we will be more
than happy to answer that. Thank you so much.
Moderator:

Thank you very much, sir. Ladies and Gentlemen, we will now begin
the Question-and-Answer Session. We have our first question from the
line of Nikhil Parekh from Dhanki Securities. Please go ahead.

Kaushal:

Good Afternoon, sir. This is Kaushal from Dhanki Securities. Sir, I had
few questions. First was in our numbers there is a significant stock
related item which sort of changes the financial numbers. So why
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exactly is this significant stock increase coming up? The second was
how is our Milk cost? The raw material cost looked up in this quarter
vis-à-vis let us say the previous quarter September and, on a year-onyear basis?
S. K. Gupta:

S. K. Gupta from this side. So far, the cost of the milk is concerned
definitely there is a price of the sourcing of the Fresh Milk because of
the season that is being on particularly in North India. So while your
second question is concerned about the stock increase, there is no
increase in the stock where you have got this figure

Kaushal:

So sir, what was our average milk purchase price for the quarter?

S. K. Gupta:

The average milk price of the quarter must be around Rs. 30-35/-

S. K. Gupta:

Mostly the price was at Rs. 30 and MCTS Rs. 33 -34.

Kaushal:

Right. And sir, this particular quarter, we have seen from what was
mentioned in the recent remarks a strong growth in the B2C segment.
So what is the kind of revenue growth that we are expecting in the B2C
segment in let us say this quarter and over the next two years?

Nawal Sharma:

You see, so far as B2C growth part is concerned, so we will continue to
deliver really good growth. As the corporate policy, we avoid
commenting on short-term guidance. This is again driven by certain
compliance framework within the organization. But to help you get an
answer to your question, so 2020 we are estimating let us say overall
revenue of around Rs. 9,000 crore where 30% should be B2B and 70%
should be B2C. So that is the guidance against which we are moving.
And what confidence can you derive with respect to this number? You
please check the past couple of years of performance and you will get
confidence that consistently there has been an improvement so far as the
B2C part of the business is concerned. So B2C is improving, EBITDA
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is consistently improving over the last eight quarters time and this will
continue for the next two years to three years and we will be able to
deliver against all the numbers that we have set in front of ourselves.
Moderator:

Thank you. We have our next question from the line of Devansh
Lakhani, Individual Investor. Please go ahead.

Devansh Lakhani:

I had three questions, two on the P&L side and one on a general parlance.
The first one I just asked you about the P&L part. So, when do we see
this finance cost which has been increasing every quarter-on-quarter
year-on-year when we do see it subsiding or like will this be the run rate
at which the finance cost is going to keep on increasing?

Nawal Sharma:

Yes, as we mentioned, it is well on radar and there are four levers or
drivers we have identified to optimize on the interest cost. Number one,
as the B2C will be increasing the overall margin profile will be
improving which means internal cash accruals will improve. So that is
one. And secondly, as the overall mix is changing in favor of let us say
B2C see, the cash conversion cycle will get optimized which again help
in terms of managing this entire interest will cost better. And the third
part that we said capital structure optimization. Now this one lever
which can actually reduce interest cost in a big way. But it is not
advisable to share at this point of time as to what are those plans but
definitely, this should be enough when I share that capital structure
optimization is being worked upon and this will help us in terms of
optimizing this interest cost. And lastly, as our team is in touch with let
us say, bankers. So you would see very soon improvement in the overall
interest rate also. The overall cost of debt will drastically start coming
down.

Devansh Lakhani:

So by capital allocation optimization, do you mean any good amount of
debt reduction is in the planning stage at the management level?
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Devansh Lakhani:

And sir, the second question is on the employee part, I think we have
seen a year-on-year increase of around 80% on the employee expense.
Is that again the run rate is it going to be so I mean going forward, it is
going to be such high that is a very high increase in the employment
cost?

Nawal Sharma:

Yes. As we mentioned this is basically on account of certain strategic
decision taken and primarily it is due to ESOP the expense that you have
booked. Now, the question that we have to ask now is these are very let
us say strategic levers and it really needs let us say a lot of thinking and
brainstorming to arrive on such decisions. If you realize there is one way
which is the finance way of thinking. There is another way which is
basically the business way of thinking. Now, the business way says that
it is easy to say that we are transforming ourselves as an organization.
But to deliver that seamlessly on the ground 50% depends on what kind
of people you are having within the organization. Are you having people
with the right skill set and if you crack this layer, I think 50% of the
problem is solved and we have duly recognized this particular objective
challenge and that is the reason we are in a process of attracting one of
the best talents, both within the industry as well as outside the industry
and question in front of us is how to retain and attract talent. ESOP is
being used as a very strong tool and that is actually which has resulted
and the increase in the employee cost. But it will not be a continuous
affair. It is only let us say once you take such kind of decisions or twice
you take such kind of decisions and then you rationalize on that. But so
far general employee cost is concerned, we are very conscious of that
and we ensure that only once you get the full productivity that you go
for the let us say increase in the manpower and we have a very strong
process within the organization as to how to increase the manpower, so
there is a well-structured program, if I just take one case study, let us say
if sales person has to go for increase in the manpower he has to create a
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business case as to why he needs the manpower expansion? What are
the current productivity norms? Has he fulfilled those norms? Is he
wanting him to get into a new geography? How he is going to justify? Is
it possible to optimize by multiskilling and all that stuff? So there are
the various processes and tools that we have in the organization to ensure
that employee cost is optimized. So it is basically a very strategic
initiative that organizations take to build a strong base so far as people
is concerned. I hope that answers your question?
Devansh Lakhani:

So I mean, just a clarification saying, is this ESOP going to be a regular
affair like sort of every quarter or every two quarters or something like
that?

Nawal Sharma:

See, it is going to be an annual affair because that is how good
organizations do and it continues for certain time. Till the quality index
of your organization goes up and hit the threshold level because
continuously what we are doing is we are revamping the organization.
We are running training programs, we are hiring new talent, and we are
consistently monitoring the quality index of our people. The moment we
hit that threshold level it will be further optimized. In the initial stages
of transformation, this is very much needed because you really want to
build a strong company.

Devansh Lakhani:

Right. And sir, the third question is on the general part. Are we doing
something in the technology space wherein something like the internet
of things or artificial intelligence or something in the company which
gives us a good amount of operating efficiency says in the next one year
or something? It will help us further boost our EBITDA margins or
something. Are we planning something like that because there are many
companies which have started looking into that category to get
something on that front in their machinery or in their plant’s or
something?
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Nawal Sharma:

Yes, that is a very good question. And we have also identified this area,
I think around a year back as one of the critical area. if you remember I
said IT is one of the key enablers within the organization. And the
question is what is that we have done or what we intend to do? So what
we ropped in Ernst & Young as our IT transformation partner. So what
we did along with them, we had a very thorough discussion and
workshop where E&Y team discussed let us say priority with each
function head and we came out with six distinct themes. It is like first is
a connected business which includes frameworks like ERP solutions
then there is business process automation so where we talked about
things like HR automation and then we are talking about rock-solid
foundation layer through disaster recovery solutions and business
continuity planning frameworks. We are talking about IT for IT as to
how various offices can be connected using complex video conferencing
solutions to improve the communication as well as engagement between
the teams. Then we are talking about let us say integrated reporting using
complex BI as well as data analytics engine and then there is innovative
IT using mobile apps. Under these six themes, there are 23 distinct
programs which have been laid out to be rolled out over a period of 3
years divided into immediate term need, mid-term need and long-term
need. And currently, we are in the process of executing these programs
on the ground. So as we mentioned few programs that we have rolled
out is like video conferencing solutions very recently between the
offices, data security solutions, IT risk management solutions and if you
see our team keeps participating in various let us say forums and it is
great pleasure to share that over the last maybe 2 quarters or so we have
got 2 awards. That is a Top 200 CIO Award and then there is another IT
Excellence Award that we have won. So, this clearly indicates that the
efforts that ware putting in-house while it will be helping us as an
organization in terms of doing better data analytics or enabling various
functions in terms of automation, but it is also well recognized by the
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industry. And automation you have rightly mentioned is the buzz word
and companies have to be very sensitive and conscious so far as how to
leverage this to improve their overall connectivity and we are actually
taking a cognizant of this particular thing. And that is how basically all
these interdepartmental functions are being managed and we are trying
to put maximum automation in our plant. So, our request is if you visit
our plant, you will be able to see for ourself as to how automation is
actually helping us. So it is at the plant level, machinery level, as well
as at the IT level.
Devansh Lakhani:

Sure, I will be waiting for an invitation for the visit.

Nawal Sharma:

I think right away I can give you this invitation and we will be in touch.

Moderator:

Sir, we have the next question from the line of Rounak Jain from Vibrant
Securities. Please go ahead.

Rounak Jain:

Sir, can I please have the break-up of the B2B operations, currently we
make in the B2B business and what are the margins there?

Nawal Sharma:

Yes. See, so far as the B2B part is concerned, as we said the overall if I
take the 9 months period so 59% is B2B. If you break this up further so
Bulk Milk is around 43%; 2% is SMP; and 14% are the other products
like Whiteners, Creamers, Bulk Ghee and all that stuff. So this is the
break-up of B2B and so far as the B2C part is concerned, pouch milk
contributes 24.5% and 5% is Curd, around 8% is Ghee, 1% is Chaach
and balance 2% - 3% are the others. So this is what the broad break-up
is so far as B2B and B2C part is concerned.

Rounak Jain:

Can we please have the margins of the B2B segment?

Nawal Sharma:

Yes so far as B2B and B2C is concerned, so that conceptualize two
layers, B2B offers anywhere between 3% to 5% EBITDA margin and
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B2C offers anywhere between 10% to 20% EBITDA margin. So as the
mix is change you would have noticed our EBITDA profile is also
improving has improved from 6% to 7.2% over the last couple of years’
time and this will continue to improve as the mix is tilting in favor of
B2C and the moment we touch around 70%-30% by 2020 the overall
margin profile will be touching somewhere around 9% and we are
moving in that direction.
Rounak Jain:

Okay. Sir, my next question is about the like what is the receivable
numbers for the December quarter?

Nawal Sharma:

You see, in terms of a number of days it is around 82 days, right? But it
is consistently coming down, right? And this is what we said that while
the overall cash conversion cycle is around 83 days which has come
down from 100 days by 2020 we should be hitting somewhere between
50 days to 60 days and receivables being the key chunk of this, so why
receivables are coming down and why they will go down, again the core
design is B2C drive. So as the B2C drive is moving is happening on the
ground, we will continuously see receivables coming down.

Rounak Jain:

And sir, what was the CFO this quarter? Are probably positive?

Nawal Sharma:

See, so far as operating cash flow is concerned H1 is around Rs. 156
crore. Whereas last year full year it was around Rs. 160 crore.

Rounak Jain:

Do you have this quarter, the number?

Nawal Sharma:

Yes, this quarter number we do not have. But we can share it with you
offline this transaction. Data points can be shared that is not a problem.
Actually, we do not have operating team with us right now.

Rounak Jain:

Sir, my last question would be regarding the procurement. So how much
procurement do we do directly in terms of lakh liters per day?
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Nawal Sharma:

Yes. So far as procurement mix is concerned, the overall procurement is
around 36 lakh liters and so far as direct sourcing is concerned, 26% of
this which is around 9.5 lakh liters is direct sourced.

Moderator:

Thank you, sir. We have our next question from the line of Aditya
Singhania from Coast Redwood Advisors. Please go ahead.

Aditya Singhania:

So sir, I just wanted to know your plans for reducing the pledging.

Nawal Sharma:

And you see, primarily the pledging has been done to KKR and we are
in touch with our bankers and few assets are getting released which will
be done over the next maybe a couple of quarters’ time. So once that is
released. automatically this share pledging will get released from there.
So that is the plan which is under execution.

Aditya Singhania:

Okay. So in around 2 quarters, we can expect the pledging to get
reduced?

Nawal Sharma:

Definitely, you can take that as a guidance.

Aditya Singhania:

Okay. And also sir, I also wanted to know as our credit rating of the
company has improved. So what is expected reduction in interest cost?

S. K. Gupta:

Around 1%.

Aditya Singhania:

So currently we are around 12% so we can expect around 11%, right?

S. K. Gupta:

Yes. For the banking perspective it will be definitely but so far, the other
borrowings are concerned, we are trying to reduce that also.

Nawal Sharma:

Now, you can break it into two buckets. One is working capital which is
around 11% then there is another bucket around 12.5%. So as we will
be doing capital structure optimization, you will see that the high-cost
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debt will come down and this 11% will be further optimized with the
help of this improvement in the banking.
Moderator:

Thank you, sir. We have next question from the line of Sunil Kothari
from Unique Investments. Please go ahead.

Sunil Kothari:

My question is what are the fixed asset gross block?

Nawal Sharma:

Yes, so far as the gross block is concerned this is around Rs. 624 crore.

Sunil Kothari:

Rs. 624 crore. And sir, to reach of our objective of Rs. 9,000 crore by
2020, what type of investment we require?

Nawal Sharma:

See, now we are contemplating max to max, around Rs. 100 crore over
the next 12 to 15 months’ time and then we would be requiring just Rs.
50 crore per annum for technology upgrade, replacement of certain
equipment and maintenance. Majority of the CAPEX is behind us. Now
the entire drive as to how to do assets sweating and how to convert the
investment into let us say profitability. So that is what will be the focus
for the next 2 years to 3 years’ time.

Sunil Kothari:

So over a period of next 2 years - 2.5 years, I think what we expect is
around Rs. 200 crore of investment.

Nawal Sharma:

Rs. 100 crore, absolutely, yes, right.

Sunil Kothari:

Correct. And sir, our interest cost which is currently now around Rs. 55
crore. Should we assume this is as a peak or fourth quarter it can increase
a little bit?

S. K. Gupta:

Sir, in fact, you see, we have put up that third plant as an expansion for
which working capital from the banker is still awaited. Once that is being
released of course with operation also will increase from the third
expansion plant. So a little bit of the interest portion can be financed.
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Sunil Kothari:

And sir, you have the objective of achieving Rs. 9,000 crore top-line
with around 9% EBITDA. Any objective on PBT level by that time
approximately?

Nawal Sharma:

At PAT level I can say we are expecting somewhere around 4.5% PAT
level.

Sunil Kothari:

4.5% PAT level by 2020?

Nawal Sharma:

Yes, because you see effective tax rate will also go down long-term
considerably over the next two years because see what we are doing is
once this unit III that we have set up it goes profitable will be eligible
for certain 80-IB reduction where the effective tax rate is expecting at
around 28%.

Moderator:

Thank you, sir. We have our next question from the line of Ashi Anand
from Allegro Capital. Please go ahead.

Ashi Anand:

I just want to understand a bit more the increase in depreciation cost. For
unit III how much is the CAPEX specifically, that actually moved from
CWIP towards tangible assets?

Nawal Sharma:

Till date, around that is Rs. 434 crore for CAPEX done for unit III.

Ashi Anand:

Sure. So if I am just looking at Rs. 434 crore of CAPEX and roughly a
depreciation has gone up by approximately about Rs. 30 crore a quarter
so that is about Rs. 120 crore a year. We seem to be depreciating unit III
who had a 25% depreciation rate.

Nawal Sharma:

Let us say that number may not be correct. But we understand from
where we are coming, so what is the confusion in the mind, let us clarify
on that. See, primarily if you see why depreciation looks to be a little
high because there are two buckets. There is a plant and machinery
bucket where the depreciation hovers around 15% and then there is
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backend infrastructure which is AMCU what we call Automated Milk
Collection Unit that we put at (VSP) Village Service Provider it is
depreciated within 3 years. The useful life is considered as 3 years. So
here in the first year the depreciation is very high to the tune of 62%. So
that if you see the depreciation tilted a little bit on the higher side. But
as we mentioned as with this Bank of Baroda deal and asset-light model
that we are implementing, you will see this depreciation drastically
coming down over the next 2 years to 3 years and this year as we
mentioned, we will hit the peak. But the answer to your question is as
you were not able to reconcile as to why this depreciation amount was
high, it is because of this first portion which is procurement
infrastructure where 1st-year depreciation is around 62%. That is the
reason the overall rate is high.
Ashi Anand:

Sir, it is the last question on this. Of the Rs. 434 crore CAPEX how much
of it would be say procurement infra linked which is getting depreciated
over three-year period and how much would be say the normal plant and
machinery which you mentioned is being depreciated

Nawal Sharma:

We can share this transactional detail with you may be offline. Because
right now as we mentioned those operating people are not here. So we
can have the offline call on this and we will share all these numbers. So
around Rs. 90 crore is AMC procurement.

Ashi Anand:

Just one last follow-up, would it be possible to guide in terms of how we
see depreciation over FY 2019 - FY 2020?

Nawal Sharma:

Yes, if let us say high-level guidance this will drastically come down to
around Rs. 85 crore in FY 2019 then it will come down to Rs.80 crore.
So this is what we are saying, why these two levers you will see a drastic
change because already crossed or we will be crossing that peak that you
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were talking about by 31st of March FY 2018 after that a new cycle will
begin.
Moderator:

Thank you, sir. We have our next question from the line of Deepak
Poddar from Sapphire Capital. Please go ahead.

Deepak Poddar:

Sir, my question pertains to your debt. So what is the current debt we
have?

Nawal Sharma:

It is Rs. 1,589 crore.

Deepak Poddar:

Rs. one-five-eight-nine crore. This is similar to maybe last quarter we
were at around Rs. 1,500 crores?

Nawal Sharma:

Yes, so we were at around Rs. 1,605 crore or so.

Deepak Poddar:

Okay. And what sort of debt level we are targeting by next year end?

Nawal Sharma:

See, this is what we said, actually it would not be a linear situation.
Actually, it is difficult to give guidance on this part because if this capital
structure optimized solution gets executed, you will see a drastic change
this much we can share because it is not going to be linear. So far as
interest cost is concerned that is a linear thing. Suppose if you are able
to negotiate 1% better, so you can say okay, 1% optimization will be
there and then there will be cash accruals. But this one short optimization
that we will do, will bring down interest cost big time and debt big time.
But let us wait till we execute this because already we are under
discussion and very soon maybe over the next two quarters, you will
hear from us and towards the solution that we are implementing.

Deepak Poddar:

Okay. Coming to your capital structure I think, my line got disconnected
when this was being discussed. So is there any equity infusion that is
being planned?
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Nawal Sharma:

This is what I was trying to say that we are evaluating multiple solutions.
So there are multiple solutions that we are working on with different
partners and once we are able to close on any of these solutions, so we
will be more than happy to share this. But since this work-in-progress.
So it may not be possible for us to share the exact contours of the details
but this can be what you mentioned is one of the options, right? So
similarly, there are multiple options that we are contemplating on this.

Deepak Poddar:

So hypothetically if the capital structure thing goes through, so do you
see your debt level reducing to Rs. 1,100 crore?

Nawal Sharma:

See, 100% that is in one shot we are going to do it. So that is what the
intent is. So we are very clear, this is actually one of the most critical
agenda on our radar.

Moderator:

Thank you, sir. We have next question from the line of Nishit Shah from
Ambika FinCap. Please go ahead.

Nishit Shah:

A couple of questions, what is the absolute level of debtors as of date?

Nawal Sharma:

In terms of value?

Nishit Shah:

Yes.

Nawal Sharma:

No, around Rs. 1,200 crore or so.

Nishit Shah:

And can you break it down into domestic and exports?

Nawal Sharma:

Yes, we can share those details with you.Just give us some time. As we
mentioned the operating people are not here in this call. So we will just
tell someone actually to fetch the details.

Nishit Shah:

I need to know the domestic and the exports on the debtors.
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Nawal Sharma:

Yes, definitely. Yes, surely. But definitely, it is coming down. It is
coming down gradually and again there is no rocket science in this. See,
why it is coming down, it has to come down because as you are changing
your model.

Nishit Shah:

See, I do not know that. All I am asking you is the absolute number of
debtors in domestic and in exports and the number of days of sales. That
is all I want to know.

Nawal Sharma:

Rs. 1,480 crore.

Nishit Shah:

So when you say Rs. 1,200 crore and Rs. 1,480 crore there is a
difference. Rs. 1,480 crore and how much of that is exports and how
much of that is domestic?

Nawal Sharma:

Nishit, let us do one thing. I will respond to you by end of this call. So
he is just getting me these numbers, right? Another 3 - 4 minutes we will
get you these numbers.

Nishit Shah:

Okay. So that is one and now secondly, your overall debt is how much?

Nawal Sharma:

Overall debt is around Rs. 1,589 crore.

Nishit Shah:

Rs. 1,589 crore, so that is about Rs. 1,600 odd crore. Now, even if I
factor in that you spend Rs. 400 crore on a CAPEX basically your debt
which used to about 2 years back about Rs. 1,200 crore have not moved
anywhere. It is around the same level. So I mean when are we going to
see the reduction happening?

Nawal Sharma:

You see, now let us talk about 2 years back and 2 years ahead. As to
why you are saying, why it has not come down and why it will come
down?
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Nishit Shah:

Strategy, I am very well aware because you have explained it very
nicely. Let us now talk about the numbers.

Nawal Sharma:

Yes, we will talk about numbers. You are saying it has not come down,
it was not supposed to come down.

Nishit Shah:

Yes, 2 years back we were around Rs. 1,200 crore. We are still Rs. 1,200
crore if I knock off Rs. 400 crore of CAPEX?

Nawal Sharma:

Yes. See, what is happening is once you start building a B2C business,
right so there are phases. For example, in first phase you build the
infrastructure, right? So, you need money, you extend credit to your
channel partners. So there is a different way that you are handling, once
you start rolling out your B2C part of the business, right? But once you
establish yourself then it is a different game altogether then you get into
a different phase altogether.

Nishit Shah:

No, that I understand, Nawal. What I am simply asking you is that in 2
years what have you earned in cash flow and where that has gone? That
is my simple question, I am not asking on strategy.

Nawal Sharma:

See, what I am saying is already we have delivered Rs. 160 crore let us
say operating cash flow this year H1 and this operating cash flow is
going to go up only and why it will go up? We shared all these details
with you which is basically as the margin profile will improve.

Nishit Shah:

Nawal, my question is very simple, as of 31st of December, you have Rs.
1,600 crore of debt which 2 years earlier, it was Rs. 1,200 crore. You
spent Rs. 400 crore into CAPEX. In 2 years whatever you have earned
where is that money gone?

Nawal Sharma:

But again, you see, you need working capital requirement…
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Nishit Shah:

That is exactly what I am saying. See, 2 years you have not done any
free cash flows it has gone into working capital.

Nawal Sharma:

See, this is what we are trying to say. There are phases of the business.
There is one part of the business when you are building, you are not
generating operating cash flow. We have already crossed that particular
phase. If I divided next three years, I would say the build phase will be
ending somewhere around FY 2018. FY 2019 onwards you will reaping
the benefits and you will start reaping benefits and FY 2020 is when you
will optimize on that. So when you talk about 3 years - 4 years back see,
it is easy to say that we are transforming the organization. But it is a very
painful exercise. You are setting up of your sales and distribution
infrastructure, you had no brand earlier. You are actually putting the
entire marketing team in place, you have let us say put in together
mother brand architecture ropping in one of let us say brand
ambassadors. So all these things take time. See, when you talk about
transformation it is the holistic view. Every function, every part of the
organization has to change and that is what we have been able to achieve
which is not a small thing. See, what we are trying to I think miss the
point is, we see only numbers, numbers is an outcome before the outputinput has to come. Over the last three years the kind of inputs which
have gone whether it is organization chain, whether it is culture, whether
it is new product development, whether it is sales and distribution
infrastructure, so we have already reached a particular stage.

S. K. Gupta:

And sir, one important point is to be noticed that we have just last time
had an expense of plant III wherein the working capital from the banker
is yet to be released. But we are utilizing the same resources earlier with
the two years. So if you are talking about that point of view. So you see
for this expansion the working capital requirement we are meeting out
internally from the resources.
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Nawal Sharma:

See, all these resources are let us say we are doing the sweating of these
resources. But the good part is we have already crossed that particular
phase over the last three years’ time if you ask me. And as we mentioned
once this capital structure optimization happens so just imagine in one
shot you are able to optimize your debt and once you are able to let us
say optimize two levers which is your debt and depreciation, you are in
a different orbit altogether and that is what we are expecting. So we
intent to be a different orbit so far FY 2019 is concerned and there is
hardly any problem, we do not see any issue with respect to realizing
those targets.

Nishit Shah:

Nawal, are you in a position to put down some target milestone numbers
in terms of working capital achievement, let us say debtors from 80 days
you will come down to 70 days by March 2019 and by March 2020 you
will come down to 70 days. Can you put down some numbers to say that
your debt will come down by Rs. 400 crore - Rs. 500 crore and your
debtors will come down by so much numbers? Because see for last two
years you have been doing these restructuring and your thrust on B2C is
very well-known. Now, I think one would want to see as an investor
some tangible numbers coming in, is not it?

Nawal Sharma:

No. But this is one thing we have to see. There are two different things,
one is you say something you do not deliver. Nowhere in the last three
years, we say, no that will come down, our depreciation will come down,
and interest will come down. if you say something, you do not deliver,
yes we are on a wrong side. But if we are delivering what we have said,
as I mentioned that this year will touch the peak, so next quarter also
you will see basically the similar levels. But yes, from Q1 FY 2019
onwards we will start seeing the difference. So the real thing is if we say
something and we do not deliver that is where I think we need to discuss.

Nishit Shah:

So can we put some numbers for Q1 FY 2019?
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Nawal Sharma:

Obviously, we can share those numbers with you. Already we are
working on see, we are all working on a very robust plan which is
basically your quarterly milestones, see when I said 55 days to 60 days
cash conversion cycle it is not that right now I am saying this. So we
have been consistently sharing the same number and we are moving
towards that. So that is when we say, see two things we say, we do not
share short-term which is quarterly guidance. But yes, we have to answer
investor’s question.

Nishit Shah:

Nawal, did you get the debtors break-up into export and local?

Nawal Sharma:

Yes, I will get you that as I said. I will get you that.

Moderator:

Thank you, sir. We have next question from the line of Kunal Sabnis
from V.E.C Investments. Please go ahead.

Kunal Sabnis:

With respect to depreciation, I think we will end this year at about Rs.
125-odd crore and the guidance earlier was it should come down to
about Rs. 100 crores next year. So now Rs. 85 crore is the new guidance,
right?

Nawal Sharma:

Yes, Rs. 85 crore for the next financial year.

Kunal Sabnis:

And that means you do about Rs. 22 crores - Rs. 23 crores a quarter but
then do we see that drop from Rs. 35 crores to about Rs. 23 crores in Q1
or how will that shape up?

Nawal Sharma:

See, those quarter wise details maybe one can share but based on our
internal calculation because as we said primarily chunk of the
depreciation happens on this AMC part in the first year itself. So those
numbers indicate that there is a drastic fall so far as the depreciation part
is concerned.
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Kunal Sabnis:

Right. So that should end by Q4, right? I mean, if you have done
something in fiscal, if you have done procurement CAPEX in fiscal
2018…

Nawal Sharma:

Yes, we can have a discussion around quarterly numbers also that is not
a problem because in this call we are not ready with those let us say
quarterly or this kind of numbers.

S. K. Gupta:

S. K. Gupta from this side. The depreciation on asset because of the you
see the (Inaudible) 1.1.1 at the procurement level (Inaudible) 1:01:25.2
being provided 62%. Just Nawal had shared a few minutes back, you see
we basically have a dialog with the suppliers with the lag of this….

Kunal Sabnis:

Sir, I got it. Just the limited question was if you have done a procurement
CAPEX in fiscal 2018, do you provide 62% in fiscal 2018 itself? With
that understanding, you end that higher CAPEX by Q4. Is that correct or
not?

S. K. Gupta:

Depreciation would be on the basis of number of days.

Kunal Sabnis:

Okay. I will take it offline. I think I will take it offline. Sir, with respect
to debt Rs. 1,589 crore is the gross number, right?

S. K. Gupta:

Yes, this is the number.

Kunal Sabnis:

That is the gross debt, right?

S. K. Gupta:

Yes.

Kunal Sabnis:

Right. We had a KKR line which we had taken only part of that, right.
Can you share how much have we borrowed from the KKR line and last
quarter there was a guidance that the debt might go up by about 10%
from the 1,600 levels? Is that not the case now?
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S. K. Gupta:

So basically, we have borrowed Rs. 300 crore from the KKR and so far
debt is concerned, in our last quarter as compared to this quarter because
there is a reductioin in the overall debt. Last year the figure was Rs.
1,605 crore and this time it is Rs. 1,589.

Kunal Sabnis:

No, sir last quarter there was a comment on the call that the debt might
go up by another 10% from here, right from Rs. 1,600 crore that make
the debt might go up to almost Rs. 1,750 crore, Rs. 1,800 crore. Is that
not considering say working capital investment as well as the whole
CAPEX, right? Now if that Rs. 100 crore is not going come through or
are you going to fund it internally through cash accruals or what is the
case?

S. K. Gupta:

What we said that definite will go up because we have to just receive the
working capital from the bankers. Once that is being received the
amount will go up further. For our unit III expense, we have not received
any working capital expansion so far from the working capital lenders.

Kunal Sabnis:

And how are you funding that requirement today?

S. K. Gupta:

That is from the internal resources only, sir.

Kunal Sabnis:

Okay. So debt might still go up by about Rs. 100 crore - Rs. 150 crore,
is that correct?

S. K. Gupta:

It may be that debt will go up and simultaneously repayment would also
be the further which we have already taken from KKR and other people
also.

Kunal Sabnis:

Okay. And on the last call, there was another comment that you might
refinance KKR’s debt. Is there anything on that front?

S. K. Gupta:

Sir, your question is well-appreciated. We are already you see have
certain thing in our mind. But until and unless that is being worked out
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and finally decided cannot be disclosed. But personally, we are working
on it to reduce the capital cost of the debt.
Moderator:

Thank you, sir. We have our next question from the line of KR
Senthilnathan from Quest Wealth. Please go ahead.

KR Senthilnathan: Sir, just want to know on the product side. Will we be able to launch on
the Ice-Creams products also or do we have any agreement with the
buyers that we will not launch the Ice-Creams products?
Nawal Sharma:

We will not launch Ice-Creams. Under Kwality brand we will not be
getting into Ice-Creams because already our hands are full and so IceCreams is not on the radar.

KR Senthilnathan: So the Value Added products will be the Toned Milk and the Lassi and
the UHT packs and Masala Chaach?
Nawal Sharma:

So far as the Value-Added products are concerned 5 five categories have
been rolled out like UHT Milk in Tetra Pack, UHT Cream in Tetra Pack,
Flavored Milk, Tetra Pack Lassi and Tetra Pack Chaach and what will
be rolled out over the next 4 quarters to 6 quarters include Milk Shakes,
Value Added Ghee, we are talking about Butter, we are talking about
Cheese, we are talking about Paneer. So these are the various Value
Added segments that we intend to get into.

KR Senthilnathan: And the new launch products will increase the margin further or will it
be on the sale margin as what you are doing now?
Nawal Sharma:

See, as we mentioned that already we have hit around 7.2% and we will
be touching somewhere around 9% by 2020 as we are rolling out these
new products and the mix is changing in favor of B2C.

KR Senthilnathan: And what is the utilization rate, sir on the Value-Added product side?
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Nawal Sharma:

See, currently it is very low, right? Around 15% for so, so far utilization
part is concerned because we have just rolled out. We are just in the
process of setting up the sales and distribution infra and rolling out
products in different territories and all that stuff. But FY 2019 and FY
2020 will be the year when you will get the full benefit of these Value
Added products, later part of FY 2019 and FY 2020.

Moderator:

Thank you, sir. We have next question from the line of Rounak Jain from
Vibrant Securities. Please go ahead.

Rounak Jain:

Sir, we have seen that our debt has not moved significantly over the last
2 quarters but still there is a rise in interest expense. So what would be
the reason for that then if we higher cost of debt?

Nawal Sharma:

See, as we mentioned one is the quantum of the debt, second is the
interest cost, right? So it has not come down it was not supposed to come
down. So that is what we have been maintaining that FY 2018, we will
hit the peak, it will continue till 31st of March and four levers we have
identified and the first lever is capital structure optimization as we will
do that the quantum of debt will go down drastically hence the finance
cost will also go down that is one. Second is basically the overall interest
cost. As we said, with the improvement in our rating, our finance team
is in touch with the bankers to renegotiate the rates, so which we are
expecting a 1% dip, so that is another thing which will help in terms of
optimization of the overall interest cost and will again bring the overall
value down. And then there are two more levers which are basically as
your B2C part is improving, you are generating more cash within the
organization. Hence, your dependency on the debt will reduce and the
last piece is the cash conversion cycle with B2C it will start coming
down which means you will be optimizing so far as this overall part is
concerned. So that is how we will be able to restrict and drastically
reduce your finance cost over the next two years’ time. So as we said, if
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the question is asked as to why it did not happen over the last 3 years it
was not supposed to happen. So this is what I am saying, see we were
very clear. See, by debt is increasing that is not a wrong signal provided
you are clear it is supposed to increase. The problem comes when you
think it will come down and it is not coming down, right? So as we said
and maintained the interest cost will continue to increase and it will
touch the peak in FY 2018 which is happening. So it is in line with the
planned design. For example, PAT we predicted that PAT will come
down because of these two levers and it is coming down. So there are
no surprises for us. But yes, definitely as part of the strategy as we are
getting into FY 2019 and with these new levers in place, you will see a
drastic reduction.
Moderator:

Thank you very much, sir. Ladies and Gentlemen, that was the last
question. I now hand the conference over to the management for closing
comments. Over to you, sir.

Nawal Sharma:

Yes. So first of all, really appreciate for the very engaging question,
right? And at any point of time, we would be more than happy to answer
any question in the case, you want to be in touch with offline because in
case you read some more data points to have a brainstorming with us, to
have a logical discussion with us, we really welcome that, right? So you
are very important partners for us. And another request is maybe
whenever you have time please do visit Delhi and we will have a plant
visit organized for you. So this will actually give you a lot of confidence
as to what are the things happening on the ground. See, numbers are one
thing, balance sheets, and P&L is one part of the story. The real
experience that one gets once you visit this plant that how much effort
has gone into building this infrastructure or when we will take you to a
village where you see what kind of relationships we enjoy at the
grassroot level that is what will give you a different confidence
altogether. So our humble request that please share to when we can
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organize this visit and we will be more than happy to take you there.
And once again, on behalf of the entire team, I thank all of you for your
patience and listening to us. And let us together take this forward and
we are sure, we will continue to deliver on your expectation. Thank you
very much.
Moderator:

Thank you very much, sir. Ladies and Gentlemen, on behalf of Kwality
Limited, that concludes this conference call. Thank you for joining us.
You may now disconnect your lines.
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