DIAGEO

BEVERAGES

SABDIAGEO? OR DIAGEABINBEV?

Our pre-closed season meeting with Diageo leads us to see
further upside risk to our FY 2010 forecasts, which we upgraded
after the strong Q3 sales. We expect Diageo to beat our organic
sales growth rate of +2.0% — we now see this coming in closer to
+3.0%. We also expect Diageo to beat our FY EPS forecast of
74.0p and consider consensus of 75.0p to be safe. M&A
prospects are becoming more interesting. As well as the
continued possibility of a Moet-Hennessy acquisition, Diageo
seems open to thoughts of a merger with a global brewer, due to
the strong revenue synergies available. However, with most
brewers’ balance sheet constrained, we do not expect this to
materialise in the next two years.

e Following our meeting we see upside risk to our FY forecasts of +2.0% organic
sales growth and EPS of 74.0p. We think organic sales growth will be nearer
+3.0% and EPS will be at least in line with consensus of 75.0p.

e USA is growing again but at a sluggish +1%. Europe is broadly flat with growth
in the UK offsetting declines in Spain. Africa is in solid growth. LatAm is in
rapid growth. Asia is seeing strong recoveries in South Korea and Taiwan,
markets where Diageo is the #1 player and where margins are strong.

¢ Diageo reconfirmed its interest in Moet-Hennessy (we value the 66% it does
not own at £10.5bn). It would also acquire José Cuervo should it be available.

e Diageo believes strongly in the ‘total beverage alcohol’ strategy, pointing to the
strong revenue synergies achieved between spirits and beer in its South
African JV with Heineken. Stretched balance sheets mean that no deal is
imminent, but we now expect more JVs like the South Africa business. We
also believe the endgame in beer could involve a merger that includes Diageo:
this could be SAB and Diageo or ABI and Diageo, or possibly a merger
encompassing all three. We do not expect this in the next 2—3 years but we do
believe it is a realistic ultimate outcome.
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SABDIAGEO? OR DIAGEABINBEV?

We had a 1/1 meeting with Diageo this week, which was enlightening in a number of
areas. Diageo has just finished its financial year and goes into closed season soon.

Diageo does not expect industry consolidation in the near future, for three reasons:

¢ In spirits, the second-tier companies (Campari, Rémy Cointreau, William Grants
etc.) are mostly performing fairly well. Some are weaker (such as Bacardi,
Fortune Brands) but nonetheless this reduces the pressure for cost reduction.

e Also, one of the two obvious consolidators, Pernod Ricard, has a very stretched
balance sheet, so vendors are unlikely to put businesses up for sale until they
can create an auction between Diageo and Pernod. This could take another 2-3
years.

e Most of the beer consolidators (AB InBev, Heineken, Carlsberg) also have
stretched balance sheets. Only SAB could move rapidly.

Moet-Hennessy

Diageo remains keen on Moet-Hennessy — if LVMH were ever willing to sell. We
believe our valuation of £10.5bn for the 66% that Diageo does not currently is
reasonable. We estimate that Diageo would probably fund 30-50% of this with
equity, the rest with debt.

José Cuervo

José Cuervo also remains an attractive target, but the multiple Diageo would pay is
not as great as it would have been a few years ago, because most of the growth in
tequila is now at the super- and ultra-premium end, whereas Cuervo is the leading

mainstream brand.

A beer merger encompassing Diageo

We put to Diageo our theory that AB InBev will continue to consolidate the industry
and that its obvious targets are SABMiller (first) and Diageo (second). We also
expressed our view that Diageo could try to pre-empt this by merging either with
SABMiller or with Heineken.

Diageo’s reaction to these comments indicated to us a genuine openness to
corporate action. As the primary believer in 'total beverage alcohol’ Diageo sees real
revenue synergies from merging with a major brewer: merging with ABI or SAB
would give its spirits business much more rapid growth in LatAm and certain other
markets. Meanwhile it could deliver numerous markets in Europe and Africa that
both ABI and SAB lack.

Our impression is that Diageo’s door is open to a deal with either company.
Following the 1997 creation of Diageo, which was a nil-premium 'merger of equals’,
Diageo sees this as the best route to creating shareholder value in the industry. It is
notable that today Diageo and SABMiller have market capitalisations very similar to
those of Guinness and GrandMet in 1997 (DGE £27bn, SAB £31bn).

While a Diageo/SAB combination has the 'merger of equals’ attraction, Diageo was
much more open to an ABI deal than we had anticipated — although it agreed that
the obvious next target for ABI is SAB (selling MillerCoors on to Molson Coors as
part of the deal).
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Would Diageo merge with Heineken to prevent any of this? The very fact that it sees
such merit in a deal with ABI or SAB suggests that it would not. Equally, it is clear to
the market from the structure of the FEMSA acquisition that the Heineken family’s
priority is to maintain control. Diageo added that Heineken still lacks a broad enough
emerging market platform from which its spirits brands would benefit if distributed by
ABI or SAB — an interesting point. Nonetheless, the premium Heineken brand is
clearly a great fit for Diageo, especially in the USA.
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Q4 AND FY10 TRADING UPDATE

USA (44% EBIT) remains sluggish. The spirits market is certainly not as weak as it
was six months let alone 12 months ago; but overall industry volumes are only
growing by 1%, which is less than the Nielsen data suggests, because Nielsen only
captures off-trade data and the off-trade is gaining share from the on-trade.
Destocking continues but only at 20—30bps of sales. Although unemployment has
peaked, the fear of a double-dip is keeping consumer spending very subdued,
especially given the flexibility of labour markets. Pricing remains difficult but there is
less discounting now than there was a year ago, although pricing in vodka, US
whiskey and tequila is still very competitive.

Latin America is growing strongly. The number of people who can afford imported
spirits is rapidly accelerating and over the next five years should be double what it
was in the last five years. Brazil, Mexico, Colombia and Argentina are all growing
strongly. The problem market is Venezuela: consumer spending on spirits is actually
strong, but currency controls mean that Diageo is unable to repatriate capital to the
UK. So far, Diageo has continued to supply the market, but if currency controls are
not normalised Diageo may have to reduce its supply to Venezuela.

Africa is reasonably strong. Diageo is investing in Angola, Southern Sudan and
Tanzania, all new markets for Diageo with strong growth potential. The volume
weakness felt by the whole drinks industry in Nigeria in the January-March quarter
did not recur last quarter, as the new president, the stronger oil price and the
recovering stability of the banking industry in the country have all improved
consumer confidence. Mix is negative in Nigeria as Guinness is down and Harp is up
strongly; nonetheless Diageo is growing volumes and revenues by 20% in that
country. In South Africa, the Brandhouse JV with Heineken is performing well with
both spirits and beer up in low/mid single digits. It has delivered very strong revenue
synergies for both Diageo and Heineken and Diageo would be strongly in favour of
replicating the model in other markets.

Europe was recently covered in Diageo’s conference call with Andrew Morgan. The
UK is strong, driven by market share gains resulting from superior service levels to
the retail trade and to a well-executed ’spirit of summer’ marketing campaign
encouraging consumers to buy spirits for home consumption. Discounting is much
more modest in the UK now, due to the government’s anti-drinking initiatives of the
past two years. Spain, however, remains terrible. No further cost reductions are
planned, although Diageo commented that, if the current decline migrates from
cyclical to structural, it would totally change its business structure in that market,
pulling out a lot of costs.

Asia is performing well. Some of the more established markets, such as Korea and
Taiwan, where Diageo is market leader and where margins are high, are back into
solid growth (albeit in single digits). In China, Diageo is performing well in the scotch
category, gaining significant share from Chivas; however, Diageo agreed that
cognac massively dominates the available profit pool, so unless Diageo acquires
MH, it will remain a niche player in China. India remains a nascent market in profit
terms for the whole industry: the local brands that have driven Pernod’s top line
make very low profits in dollar terms and both Diageo’s and Pernod’s imported
brands are still small in volume terms. The progress towards tariff reduction in India
has been set back by the banking crisis as regulators have more pressing concerns.
Australia is in reasonable growth, led by RTD and Johnnie Walker, but the impact of
improved Chinese macroeconomic growth is yet to be felt.
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Our FY numbers look slightly low. We currently forecast EPS 74.0p for 2010
(consensus 75.0p). Our forecast includes 0% organic sales growth in Q4, and on the
back of this meeting we now think 2-3% in Q4 would be more accurate, meaning
that our 2% FY organic sales growth should rise closer to 3%. It is not a dramatic
upgrade — but at least our numbers and consensus look very safe.

The shares have outperformed the market by 9% since our initiation in January but
are still only on a 12.8x Cal 2011E P/E. BUY.
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IMPORTANT DISCLOSURES

General Disclosures

Matrix Corporate Capital LLP (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 09 July 2010.

Unless otherwise noted, the securities prices noted in this report were market prices on 08 July
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/EBITDA, 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 None

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

MCC, 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 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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