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BAD NEWS IS OVER - TIME TO BUY

The next 3 months present a strong buying opportunity for
Diageo. Most importantly, the tough quarters are now behind
Diageo: easy comps lie ahead. H1 numbers were undeniably
weak but much of the H1 EBIT shortfall was due to £49m higher
central costs: these were one-offs and will not recur in H2. Sales
declined 6% in Q1 so to have been down just 2% in H1 they must
have grown by around 4% in Q2. We expect this solid growth to
continue in H2, especially in Q3 (reporting 6 May), comping
against the -7% "destock quarter" a year ago. We disagree with
the notion that Diageo has under-invested in AMP on its brands.
We cut EPS 2% but we reiterate our Buy rating.

e We cut our F10 EPS 2% from 73.9p to 72.4p, F11 by 2.5% from 79.9p to 77.9p

e Trading is improving. There are signs of improvement in the USA with vols
up 4% in Dec. Jan has been weaker again but it's a very small month. The
destocking is largely over. No doubt some risk remains here (after all we've
heard them say that before!) - but clearly the worst is over. Elsewhere in the
world, Diageo recorded very strong performances (and share gains) in Britain,
Russia, LatAm (including Venezuela), Africa and even in China.

e Costs are falling. COGS will only rise 2% in the FY, not 4-5% as previously
guided. And, as we've been saying since the start of the new year, with media
rates down 10-12%, Diageo has not cut its AMP any more than media
deflation, so the brands are not "under invested". It has also cut out a lot of
non-working dollars from the AMP budget. It is also perfectly reasonable in our
view to cut AMP in markets such as Spain and Ireland which are structurally
challenged. The AMP rebuild begins right now, but to restore peak levels of
AMP, it needs to rise by 2%-pts of sales. History suggests this will happen in a
phased manner over 2+ years, so we see it as only a modest drag to earnings
(essentially the first 1% of sales growth will be profitless for 2 years).

e Price/mix was weak in H1 but in fairness to Diageo there has been a lot of
downtrading in the USA and many of Diageo's brands are at very premium or
even super-premium price points (eg Crown Royal, Tanqueray, Baileys,
Johnnie Walker Black). Diageo's view is that we are now at the bottom of the
price promotion cycle in the USA so price/mix should be stronger hereafter.

e We are less bearish than the market on AMP: We refute the notion that
Diageo has under-invested in AMP on its brands and we see the rebuild of
AMP as a modest drag on earnings, not a major drag. With media rate cards
down 10-12%, we contend that there has been no underinvestment in AMP on
the brands. We demonstrated in our January note that to restore AMP to peak
levels as a % of sales, AMP investment will grow by 1%-of-sales per year for 2
years, which is only a modest earnings drag.
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Rating BUY
Target price (p) 1300p
Current Price (p) 1018p
Market Cap (Em) 25,494
EV/EBITDA 10.1
Reuters/Bloomberg DGE.L/ DGE LN
52-wk Range 727p-1098p
Year-end June (Em) 2009 2010E 2011E
Revenue 9,311 9,435 9,804
EBITA 2,613 2,760 2,916
PBET 2,185 2,449 2,635
Net profit 1,598 1,797 1,933
Net (debt)/cash (7,563) (6,736) (5,796)
Net assets/(def) 3,936 5,033 6,190
Dil EPS (p) 641 724 779
DPS (p) 36.10 37.91 39.80
P/E (x) 14.9 135 124
EV/EBITDA (x) 10.8 10.1 9.4
Net debt:EBITDA (x) 2.48 214 1.75
Interest cover (x) 4.7 6.5 7.3
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IMPORTANT DISCLOSURES

General Disclosures

MCC is committed to publishing accurate but non-independent research reports. MCC may provide
financial advice to, and undertake corporate finance and other transactions on behalf of, companies
on which it publishes research. Therefore, research reports published by MCC have not been
prepared in accordance with legal requirements designed to promote the independence of
investment research; nor is MCC subject to any prohibition on dealing ahead of the dissemination of
investment research. Accordingly, this research report should be treated as a marketing
communication.

This report was first released on 12 February 2010.

Unless otherwise noted, the securities prices noted in this report were market prices on 09 February
2010.

We seek to update our research as appropriate, but various regulations may prevent us from doing
so. Our reports are published at irregular intervals as appropriate in the analyst's judgement.

MCC's price targets are based on several methodologies, which may include, but are not restricted
to, analyses of market risk, growth rate, revenue stream, discounted cash flow, EBITDA, EPS, cash
flow (CF), free cash flow (FCF), EV/IEBITDA, P/E, PE/growth, P/CF, premium (discount)/average
group EV/EBITDA, premium (discount)/average group P/E, sum of the parts, net asset value,
dividend returns, and return on equity over the next 12 months.

This report has been prepared by the individual(s) whose name(s) appear(s) on the front cover.
Unless it has been otherwise specified, the preparers are employed by MCC as research analysts.
Research analysts are paid in part based on the profitability of MCC, which includes remuneration
received from investment banking transactions.

Specific Disclosures

Company Disclosure
Diageo (DGE) None

1. Matrix Corporate Capital acts as broker
2. Matrix Corporate Capital acts as NOMAD
3. Matrix Corporate Capital acts as market maker

MCQC, its partners, employees and any affiliated undertaking may have a position or holding in any of
the securities mentioned in this report or in a related instrument.

Disclaimer

This report is issued by Matrix Corporate Capital LLP ("MCC") which is authorised and regulated in
the United Kingdom by the Financial Services Authority (FSA) and is a member of the London Stock
Exchange.

This report is not directed to, or intended for distribution to, or use by, any person or entity who is a
citizen or resident of, or located in any locality, state, country or other jurisdiction where such
distribution, publication, availability or use would be contrary to law or regulation or which would
subject MCC to any registration or licensing requirement within such jurisdiction.
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This report is for the use of the addressees only and is intended for use only by a person or entity
that qualifies as an authorised person or exempt person within the meaning of section 19 of the
Financial Services and Markets Act 2000 (the "Act") or qualifies as a person to whom the financial
promotion restrictions imposed by the Act do not apply by virtue of the Financial Services and
Markets Act 2000 (Financial Promotion) Order 2005, or is a person classified as an "professional
client" for the purposes of the Conduct of Business Sourcebook of the FSA. Consequently, this
report is intended for use only by high net worth entities or by persons having professional
experience in matters relating to investments. This report is not intended for use by other persons, in
particular, "retail clients" as defined by the rules of the FSA. Any such person who receives this
report should not act upon the contents of this report.

The information and materials presented in this report have been obtained or derived from sources
believed by MCC to be reliable. Such information and materials have not been independently verified
and MCC makes no representation as to their accuracy or completeness. Neither MCC, nor any of
its directors or employees accepts liability for any loss arising from the use of material presented in
this report.

Any forecasts or target prices shown for companies or securities noted in this report may not be
achieved due to multiple risk factors including, without limitation, market volatility, sector volatility,
corporate actions, the unavailability of complete and accurate information or assumptions made by
MCC or other sources relied on in the report subsequently transpiring to be inapposite.

The information and materials presented in this report are provided to you for information purposes
only and are not to be used or considered as an offer, or the solicitation of an offer, to sell or buy or
subscribe for securities or other financial instruments. This report was prepared for general
circulation and does not give investment advice or personal recommendations specific to individual
investors. As such, the companies and securities discussed in this report may not be suitable for all
investors who must make their own investment decisions based on their specific investment
objectives and financial situation utilising their own financial advisors as they deem necessary. MCC
will not treat recipients of this report as clients by virtue of their receiving it.

Past performance should not be taken as an indication or guarantee of future performance, and no
representation or warranty, express or implied, is made regarding future performance. Information,
opinions and estimates contained in this report reflect the preparer's best judgement at the date of
publication and are subject to change without notice. The price, value of, and income from any of the
securities or financial instruments mentioned in this report can fall as well as rise. You may not get
back as much as you invest. Fluctuations in exchange rates could have adverse effects on the value
or price of, or income derived from, certain investments.

None of the material presented in this report, nor its content, nor any copy of it, may be altered in
any way, transmitted, copied or distributed to, any other party, without the express prior written
permission of MCC.
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