Heritage Foods Ltd — FY 2025 Annual Report Analysis

Annual Report Analysis (Consolidated)

Investor Snapshot

# Analytical point Sentiment
Heritage is transitioning into a high-growth FMCG dairy play, leveraging a 20%+ surge in high-margin Positive
Value-Added Products (VAP) to outpace core industry growth.

Revenue grew 8.98% to [4,134.59 Cr, supported by a robust procurement moat of 300,000+ farmers Positive
Sitiv
integrated via 100% digital payment systems.
Structural margin protection is enhanced by a 39% renewable energy hedge (12.14 MW), though Neutral
operating leverage is currently diluted by a 21.6% rise in employee costs.
PAT jumped 76% YoY, yet earnings quality is dampened by [16.90 Cr in non-core mutual fund gains Negative
iv
and aggressive promoter pay consuming 12.6% of profits. g
The company has shifted from a debt-free status to a net debt position of 71.91 Cr to fund Neutral
eutral
aggressive expansion, though the Gearing Ratio remains safe at 6.89%.
Cash flow generation is weak, with net cash decreasing by 14.03 Cr despite record profits, driven by Negative
poor CFO-to-PAT conversion and working capital stress. g
Capital commitments have surged 10x to [204.93 Cr, signaling a major modernization cycle and the Positive
itivi
strategic repurposing of the Novandie JV assets.
Inventory grew 35.6% to 355.21 Cr—neatrly 4x the rate of revenue growth—creating a significant cash Neqati
egative
drain and heightening the risk of NRV write-downs. 2
Critical governance red flags persist, specifically the disabling of database-level audit trails in SAP Negative
for two consecutive years, compromising data integrity. g
Promoter extraction is high, with KMP remuneration increasing 70% YoY and Related Party Negative
iV
Transactions (RPTs) accounting for a significant 8.6% of revenue. :
The outlook depends on the successful commissioning of new VAP capacity to drive ROCE above Neutral
20% by FY27 against the backdrop of rising interest costs.
Investment View: Watch; stance is cautious due to forensic "noise" and poor cash conversion; Neutral
u

monitor for inventory normalization and IT audit compliance.

This senior equity research report provides a comprehensive analysis of Heritage Foods Ltd (FY 2025),
merging operational strategy, financial performance, and governance forensics.

1. Business overview (In Bullet Points)

* Business Segments: Primary operations are divided into Dairy (98.67% of revenue), Feed (4.47%), and
Renewable Energy (0.21%).

* Revenue Drivers: Growth is driven by a strategic pivot toward Value-Added Products (VAP) such as
Shrikhand, Malai Paneer, and "Truly Good" laddus, alongside premiumization through Buffalo Milk and UHT
cartons.

* Cost Drivers: Major costs include Raw Materials (74.65% of revenue), Employee Benefits (7.57%), and
Freight/Logistics (2.97%).



* Industry Position: Heritage is a dominant Southern Indian dairy powerhouse, positioning itself as a primary
beneficiary of the shift from unorganized (60% of market) to organized dairy.

« Expansion Plans: Massive expansion phase underway with capital commitments surging 10x to [204.93 Cr
for plant modernization and dairy processing.

* Acquisitions & JVs: Restructuring of the Heritage Novandie JV; Heritage is acquiring a 94.4% stake to
"repurpose" assets after the "Mamie Yova" brand failed to scale.

 Capacity & Sustainability: 39% of electricity needs are met through captive renewable energy (12.14 MW),
providing a structural hedge against rising power tariffs.

» Geographical Presence: Strong regional presence in South India with expanding "omnichannel” strategies
and entry into USA Ghee exports.

2. Management commentary & outlook

« Strategy has shifted from a "procurement-first" defensive stance to an aggressive "Brand-led FMCG" model
to capture the 20%+ growth in the VAP segment.

* Management is prioritizing "Premiumization” to reduce sensitivity to price-regulated liquid milk markets.

« Digital transformation is a core pillar, with the Heritage VET+ app and 100% digital payment integration for
300,000+ farmers used to ensure procurement loyalty and supply chain transparency.

 The acquisition of the Novandie JV represents a "fail fast" strategy, moving away from French-style yogurt to
indigenous VAP under the core Heritage brand.

* Management has requested an increase in borrowing limits to [B0O Cr to create a "war chest" for future
growth, despite currently maintaining a low gearing ratio.

* The transition of Dr. M. Sambasiva Rao to Whole Time Director and the re-appointment of Mrs. N. Brahmani
signal a blend of regulatory expertise and digital-marketing focus.

 Outlook remains focused on capturing the "organized shift" in the domestic market while exploring niche
export opportunities.

* Management Tone: The tone has shifted from "navigating volatility" to "disciplined aggression." There is high
confidence in the balance sheet's ability to fund a massive capex cycle ((204.93 Cr commitments) and a clear
intent to "repurpose” failed investments quickly. However, the persistent refusal to enable database-level
audit trails suggests a defensive posture regarding IT transparency. (Sentiment: Neutral/Confident)

3. Financial analysis

3.1 Financial statements
3.2 Financial analysis summary

* Revenue grew by 8.98% to [#4,134.59 Cr, primarily driven by the Dairy segment ([(#,079.86 Cr), though the
Feed segment showed superior relative growth of 15.47%; however, a 62.75% spike in Sales Returns to
[4.03 Cr suggests emerging product quality or shelf-life challenges.

* Employee Benefits Expense surged by 21.61% to [B13.19 Cr, significantly outpacing Revenue growth and
indicating a drop in operating leverage; this is linked to a 37.7% increase in current employee-related
payables on the Balance Sheet ([48.62 Cr).

* Inventory levels expanded by 35.62% to [B55.21 Cr, nearly four times the rate of Revenue growth, creating a

significant cash drag on CFO; this buildup is concentrated in semi-finished goods like skimmed milk powder
([159.78 Cr), posing a valuation risk.



» Trade Receivables remain lean at [B8.04 Cr (3.36 days), but the ageing analysis reveals a concerning 452%
increase in undisputed impaired debts older than 3 years ((7.73 Cr).

« Total Debt (specifically Secured Term Loans) increased by 48.19% to [136.39 Cr to fund an aggressive
Capex cycle, as evidenced by Capital Commitments skyrocketing nearly 10x to [204.93 Cr and Capital
Advances rising to [B1.87 Cr.

» Other Income contributed [16.90 Cr from mutual fund gains, accounting for approximately 9% of Profit
Before Tax, which masks a slightly weaker core operational performance and suggests that PAT sustainability
is partially dependent on non-operating treasury gains.

* Finance Cost is set to rise as Net Debt jumped from [13.53 Cr to [¥1.91 Cr, with the majority of borrowings
being floating-rate MCLR-linked loans, increasing sensitivity to interest rate volatility.

» Depreciation policies vary, with renewable energy plants using CERC methodology while dairy assets use
SLM, potentially creating non-uniform impacts on EBIT as the CWIP transitions into the Gross Block.

» CFO quality is under pressure as Working Capital grew faster than Revenue, while Net Cash and Cash
Equivalents decreased by [14.03 Cr despite a reported 76% jump in PAT, highlighting a widening gap
between paper profits and cash generation.

* Related Party Transactions show significant governance signals, with remuneration for KMPs (N
Bhuvaneswari and N Brahmani) increasing by ~70% YoY, far exceeding the 8.98% Revenue growth,
alongside [188.15 Cr in loan remittances to Heritage Finlease Ltd.

» Exceptional Items included an [8.70 Cr impairment loss related to the Heritage Novandie Foods JV,
signaling a failure of the previous strategy and a move to acquire control and "repurpose" assets.

* Internal Controls present a critical risk as the Audit Trail was disabled at the database level to save storage,
a significant weakness that compromises data integrity.

» Other Assets & Liabilities: Capital Advances jumped to [B1.87 Cr and Capital Creditors rose to [B0.41 Cr,
confirming the massive scale of the ongoing expansion; Miscellaneous Expenses rose to [6.82 Cr, while Rent
for short-term leases spiked 51.1% to [26.64 Cr due to distribution network expansion.

» The dominant financial theme of the year is a transition from a deleveraged, cash-rich state to an
aggressive, debt-funded expansion phase characterized by a widening gap between PAT and CFO due to
massive Inventory and Capex outlays.

3.3 Contingent liabilities & commitments

* Capital Commitments: [204.93 Cr (vs [22.16 Cr in FY24) — High liquidity outflow risk.

» Export Obligations (EPCG): [12.84 Cr — Potential duty and interest if targets are not met.
* Indirect Tax Disputes: [1.86 Cr — Pending in High Court/Appeals.

* Income Tax Disputes: [0.74 Cr — Pending with CIT(A).

* Financial Guarantees: [B.54 Cr provided for the Novandie JV.



3.9 Earnings quality & forensic checks

# Check

10

11

12

13

14

15

16

PAT vs CFO trend

Receivables & channel-
stuffing signal

Revenue timing

Revenue from related
parties %

Inventory vs revenue growth
Inventory valuation method

change

Exceptional items in
operating profit

Depreciation rate vs useful
life policy

Provision reversals boosting
PAT

Tax rate consistency + cash
tax vs P&L tax

CWIP age and stalling
projects

Deferred tax asset
recognition adequacy

RPT quantum and trend

Dividend paid vs FCF
adequacy

Audit Trail Integrity

Subsidiary/JV Transparency

Impact

Profit | — earnings overstate cash; [93.3 Cr inventory
build absorbs CFO conversion.

Revenue 11 — channel stuffing risk; receivables +
inventory rising 34% vs sales 9%.

Neutral — steady conversion of order book; advances

from customers remain stable.

Neutral — revenue primarily from external dairy
customers; RPT focused on financing.

Profit | — inventory buildup outpaces sales; potential
valuation risk if commodity prices drop.

Neutral — consistent application of weighted average
cost method for dairy inventory.

Profit 1 — non-recurring investment gains of [16.9 Cr
mask core operational performance.

Profit 11 — mixed depreciation methodologies; CERC
rates for energy assets vs Schedule II.

Profit 1 — lower inventory write-downs of [1.94 Cr vs

[6.71 Cr boost PAT.

Profit 1 — favorable GST classification resolution of
[B.52 Cr provides one-time benefit.

Neutral — massive capex cycle underway; commitments
surged 10x for plant modernization.

Neutral — deferred tax recognition appears consistent
with standard accounting for impairments.

Profit | — KMP remuneration growth of 70% significantly

outpaces 9% revenue growth.

Profit | — negative free cash flow; heavy capex and

working capital drain cash.

Profit 11 — Risk of undetected manual data manipulation

due to disabled database logs.

Neutral — Lack of assurance on JV data integrity during

restructuring phase.

4. Management & governance

Status

Notes detail

Cash Flow
Statement & Note 13

Note 13, 14 & 24

Note 22 & 24

Note 41 & 48

Note 13

Note 3(j)

Note 25 & 46(e)

Note 3(g)

Note 13

Note 42(b)

Note 42(a) & 12

Note 46(e)

Note 41

Cash Flow
Statement & Note 38

Note 50

Note 50

A. Auditor Report & Key Audit Matters - Audit Opinion Type: Unqualified. - KAM 1: Audit Trail (Internal
Control Weakness): The auditor flagged that while audit trails are enabled at the application level, they are not
enabled at the database level for SAP S/4AHANA. Management cited storage and performance optimization as
the rationale. This represents a significant forensic risk as direct database changes are not logged. - KAM 2:
Impairment of Investment in Joint Venture: Exceptional loss of [B.70 Cr recorded as the Heritage Novandie
venture failed to meet goals, leading to a "repurposing” of the business. - KAM 3: Revenue Recognition (Cut-
off & Discounts): Focus on high transaction volumes and a complex discount structure ((1147.89 Cr) and the
risk of incorrect period recognition.



B. Related Party Transactions | Party | Relationship | Nature | Amount (CICr) | Concern | | :=-- | === | === | === | == |
| Heritage Finlease Ltd | Significant Influence | Loan Remittance | 188.16 Cr | Deep operational integration;
company acts as a collection agent for promoter-owned finance entity | | Heritage Nutrivet Ltd | Subsidiary
| Cattle Feed Purchases | 130.10 Cr | Captive sourcing; pricing transparency risk | | N Bhuvaneswari | VC & MD
| Remuneration | 13.22 Cr | 70.33% YoY growth significantly outpaces EBITDA growth of 40.7% | | N
Brahmani | ED | Remuneration | 10.57 Cr | 70.22% YoY growth; combined promoter pay consumes 12.6%
of PAT | | Heritage Finlease Ltd | Significant Influence | Lease Rentals Paid | 10.63 Cr | Increasing reliance on
promoter-owned infrastructure | | NTR Memorial Trust | Significant Influence | CSR Expenditure | 3.00 Cr |
Related party implementing agency for social spend |

C. Shareholding - Promoter & Promoter Group: 41.30% - Public: 58.70% - Promoter Pledging: 0.00%

D. Board Composition + KMP Compensation - Independent %: 66.67% (4/6 Directors). - Women Directors: 3
(Mrs. N. Bhuvaneswari, Mrs. N. Brahmani, Mrs. Aparna Surabhi). - KMP Compensation Analysis: Aggregate
KMP compensation grew significantly faster than the 9.27% revenue growth. The Bhuvaneswari and Brahmani
(Mother-in-law and Daughter-in-law) combined remuneration of [23.79 Cr represents 12.6% of PAT, which is
exceptionally high for the sector. Outstanding payables to these KMPs total [19.64 Cr (unpaid commissions/
bonuses).

F. Capital Allocation & Capex | Action | FY current (OCr) | FY prior (OCr) | % of PAT (calc.) | Signal | | :--- | :---

| :--- ] :---] :--- | | Dividends | 23.20 Cr | 23.20 Cr | 12.32% | — | | Capex (Capital Advances) | 31.87 Cr | 2.35 Cr |
16.93% | — | | Acquisitions (JV Investment) | 7.50 Cr | 9.80 Cr | 3.98% | — | | Net Debt Change | 58.38 Cr |
-54.97 Cr | 31.01% | — | | Interest Payments | 15.43 Cr | 9.06 Cr | 8.20% | — | | Impairments (JV) | 8.70 Cr | 0.00

Cr|4.62% | — |

Capex analytical notes: - CFO Coverage of Capex: Net cash decreased by [14.03 Cr as investing activities
([228.95 Cr) outpaced cash generation. - Nature of Capex: Capital commitments have surged 10x to
[204.93 Cr, signaling a massive, debt-funded expansion phase. - Capex Deployment Efficiency: Revenue
growth (9%) is currently lagging the 35.6% inventory buildup, suggesting a gestation lag.

H. Risks - Audit Trail (High): Database-level logging disabled in SAP; risk of undetected manual data
manipulation. - Capital Outflow (High): [204.93 Cr in capital commitments creates significant liquidity pressure
and interest cost spikes. - Inventory Trap (Medium): 35.6% inventory growth vs 9% revenue growth; risk of
NRV write-downs if milk prices soften. - JV Contagion (Medium): Continuous losses in Heritage Novandie;
further capital drain likely during "repurposing.”



5. Scorecard & verdict

Part a: scorecard

Dimension Key evidence One-line rationale
. . VAP growth 20%+; 39% Strong pivot to high-margin VAP and structural
Business quality 4 1 ) )
renewable energy hedge cost hedges improve quality.
. . D/E 0.07x; Net Debt t+ (58 Cr; Balance sheet is safe but cash generation is
Financial health 3 ! .
CFO < PAT currently weak due to inventory/capex.
. . Audit trail disabled; Inventory 1 Significant forensic flags regarding data integrity
Earnings quality 2 ! . . .
35.6% and working capital buildup.
Management & 5 Promoter pay 12.6% of PAT; Aggressive value extraction by promoters and
governance - High RPTs deep RPT links remain major concerns.
Capital allocation & 3 . [204 Cr Capex; JV High growth visibility from new capex, but returns
visibility restructuring are currently unproven.

Business positives (for this company this year) * VAP Momentum: Value-Added Products segment growing
at 20%-+, outpacing the core dairy industry growth of 9%. * Energy Hedge: 39% of electricity needs met via
captive renewable energy (12.14 MW), protecting margins from tariff hikes. * Deleveraged Base: Despite the
debt increase, the Gearing Ratio remains very safe at 6.89%. * Digital Procurement: 100% digital payment
integration for 300,000+ farmers ensures supply chain loyalty. * Strategic Cleanup: Majority acquisition of
Novandie JV allows for "repurposing" failed assets into the core Heritage brand.

Business negatives | concerns (for this company this year) * Audit Trail Failure: Database-level logging
disabled in SAP for two consecutive years, a critical IT governance red flag. * Working Capital Stress:
Inventory grew 35.6% (CB55 Cr) vs. Revenue growth of 8.9%, indicating a massive cash drain. * Promoter
Extraction: KMP remuneration for the promoter family grew 70% YoY, consuming 12.6% of PAT. * CFO
Weakness: Net cash decreased by [14.03 Cr despite a 76% jump in PAT, showing poor earnings-to-cash
conversion. * Capital Commitment Spike: 10x surge in capital commitments ([204.93 Cr) will pressure liquidity
and interest coverage.

Overall scorecard summary Heritage Foods is in a state of aggressive operational transition, successfully
pivoting toward high-margin Value-Added Products and strengthening its procurement moat through digital tools.
However, financial health is temporarily strained by a massive inventory buildup and a 10x surge in capital
commitments, leading to poor cash flow conversion. Governance remains the weakest link, characterized by
excessive promoter compensation and a persistent refusal to address database-level audit trail vulnerabilities,
which necessitates a significant governance discount.



Part b: governance check matrix

# Check Status
1 Audit opinion clean? —
2 Promoter pledge = 0? —
3 KMP pay < 5% of PAT? —
4 RPT quantum < 5% of revenue? —
5 Board > 50% independent? —
6 At least 1 woman director? —
7 No statutory dues outstanding? —
8 No fraud reported? —
9 Audit trail enabled? —
10 Frequent Auditor change =

Final line: "Total: 7/10 — Governance Rating: 2"
Part c: investor verdict

Thesis: Heritage is a high-growth FMCG dairy play with a fortress procurement moat, currently undergoing a
massive, debt-funded capacity expansion. Overall stance: Watch Rationale: Strong operational momentum is
currently offset by poor cash conversion and significant governance/IT-audit red flags. Re-evaluate when:
Inventory Days drop below 35 days AND database-level audit trails are enabled. BULL CASE: Repurposed
Novandie assets and new VAP capacity drive ROCE above 20% by FY27. BEAR CASE: Softening milk prices
lead to major NRV write-downs on the [B55 Cr inventory, while interest costs on new debt erode PAT. Key
monitorable: Inventory Growth vs Revenue Growth: Current 35.6% — Watch for <10%.



7. Year-over-year analysis

7.1 Changes
Metric / theme Summary a status Summary b status Forensic takeaway
Exceptional cash The company has swung from a period
. ) P . Significant cash drag; inventory P . y. g S P
Working Capital conversion; inventory fell of aggressive inventory liquidation to a
- . surged 35.6% (4x revenue i . )
Efficiency 31% leading to record CFO . concerning phase of working capital
growth) causing CFO to lag PAT.
(CB89.9 Cr). bloat.
Canital Deleveraging focus; repaid Aggressive expansion; capital Management has pivoted from a
apital
AIIcE)cation [126.4 Cr in debt with commitments surged 10x to conservative, debt-averse posture to a

minimal maintenance capex. [204.93 Cr, funded by new debt.  high-stakes, debt-funded growth cycle.

High quality; CFO was 3.6x Lower quality; net cash Reported profits are increasingl
ond ¥ ' decreased despite record PAT, P P gy

Earnings Quality ~ PAT with minimal non- ) ) decoupled from cash generation due to
. with 9% of PBT derived from . )
operating income. . inventory traps and non-core income.
treasury gains.
Aggressive at 12.6% of PAT; Promoter value extraction has
Management High at 9% of PAT; growth 70% pay hike significantly intensified, with compensation growth
Remuneration aligned with 84% PAT surge. outpaced the 9% revenue now decoupled from top-line operational
growth. performance.
. L . Active restructuring; recorded Management has moved from sustaining
Passive monitoring; auditor . . . .
. [8.7 Cr impairment and moved a failed partnership to a full-scale, costly
JV Strategy flagged carrying value of the . . . .
. ) to acquire 94.4% to "repurpose” internal absorption of the distressed
loss-making Novandie JV. .
assets. yogurt business.

7.2 Persistent patterns

* The audit trail remains disabled at the database level for SAP SI4HANA across both periods,
representing a structural and unaddressed risk to data integrity.

* Promoter remuneration consistently consumes a disproportionate share of net profits (9-13%),
signaling a permanent governance discount for minority shareholders.

* There is a deep structural dependency on Heritage Finlease (a promoter entity) for farmer financing,
creating a permanent related-party lock on the procurement supply chain.

» The Heritage Novandie JV remains a chronic capital drain, transitioning from carrying-value warnings
to active impairment losses and equity infusions.

* Value-Added Products (VAP) maintain a steady upward trajectory in the revenue mix, confirming the
successful long-term execution of the branded FMCG pivot.

* Promoter pledging remains at 0%, reflecting a clean equity structure and a lack of personal leverage
risks among the core promoters.

 The auditor consistently identifies the complexity of discount schemes and revenue recognition cut-offs as a
Key Audit Matter (KAM).

* The company maintains a robust procurement moat, consistently handling over 2 million liters of milk
per day across its Southern Indian stronghold.
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