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3QFY11 Results Update
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 EBITDA below estimates: GAIL India's 3QFY11 EBITDA was up 4% YoY and down 8% QoQ at Rs13b (lower than

our estimate of Rs15b), led by lower profits in the transmission and petrochemical businesses. However, reported

PAT was in line at Rs9.7b (against our estimate of Rs9.5b) due to (1) higher-than-expected other income (due to a

special dividend by ONGC), and (2) lower-than-expected depreciation.

 Lower-than-expected profit in transmission, petchem businesses: Lower-than-expected transmission EBIT

was mainly due to lower average tariffs (Rs906/mscm v/s Rs924/mscm in 2QFY11). Lower petchem profits were due

to lower sales, which were impacted by higher imports by India.

 GAIL's share in upstream subsidy lowers QoQ: GAIL's subsidy stood at Rs4.2b (v/s Rs4.5b in 3FY10 and

Rs3.5b in 2QFY11). GAIL's share in upstream subsidy sharing stood at 8% v/s 9.2% in 2QFY11.

 Earnings sensitivity: For every 10mmscmd variation in transmission volumes, GAIL's EPS changes by Rs1.7

(5.5%) for FY12 and Rs2.6 (7%) for FY13. We model average transmission volume to increase by 14% CAGR over

FY10-14 to 181mmscmd against current volume of 125mmscmd.

 Key events to watch for are GAIL's transmission volume increase led by KG-D6 gas and expanded volumes at

Petronet's Dahej terminal.

Cutting estimates, lowering target price to Rs514; maintain Buy

 We are cutting our FY11/FY12/FY13 EPS by 1%/2%/2% respectively to factor-in an increase in feedstock and fuel

costs (due to a hike in APM gas prices to non-priority sectors from US$4.75/mmbtu to US$5.2/mmbtu).

 GAIL's earnings are highly sensitive to transmission volumes. There is uncertainty regarding a ramp-up in domestic

gas from KG-D6. We do not see any risk to our FY12 assumptions as growth will be driven by RLNG. However, our

FY13 estimates might be at risk as KG-D6 gas will be the key growth driver in FY13.

 We are rolling over our SOTP-based target price to FY13 basis and cutting our target P/E multiple from 14x to 12x

due to concerns over FY13 gas volume ramp-up. Our target price is lowered to Rs514 (earlier Rs527).

 Adjusted for investments, the stock trades at 11x FY13E EPS of Rs36.1. Maintain Buy.

*Adjustment for investments
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GAIL: segment-wise performance (Rs m)
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Gas transmission: EBIT down 8% QoQ due to lower average transmission
tariff

 Reported gas transmission EBIT was lower than our estimate of Rs7.4b, at Rs6.7b
(up 12% YoY, but down 8% QoQ) led by lower average tariffs. Transmission volumes
were 120mmscmd, up 10% YoY and 5% QoQ.

 Transmission tariff was Rs906/mscm (v/s Rs924/mscm in 2QFY11 and Rs850/mscm
in 3QFY10). The QoQ decline was mainly due to transporting PMT gas on old HVJ
pipeline v/s transporting RLNG on a newer pipeline in the previous quarter. Tariff on
the new pipeline is more than double that on HVJ. We expect GAIL's tariff to increase
as the proportion of new pipelines in GAIL's network increases.

 Near term volume increase for GAIL would only come from RLNG, as RIL has
indicated that it is unlikely to increase its KG-D6 volumes before 4QFY12. Likely
reallocation of the KG-D6 gas could be a positive surprise for GAIL's volumes.

Petrochemicals: EBIT down 28% QoQ due to lower sales volume; impacted
by higher imports

 Petchem realizations were largely in line, but EBIT was Rs1.9b (down 43% YoY and
down 28% QoQ)  against our estimate of Rs3.4b. Net realization in 3QFY11 was
strong at Rs.70.5/kg, up 5% QoQ and up 7% YoY.

 Significantly lower EBIT was due to (1) lower petchem sales volumes at 81KT against
our estimate of 109KT and (2) increase in processing costs at US$1037/MT (v/s
US$900/MT in 2QFY11).

 Pressure from increased PE imports impacted GAIL's sales volumes. Besides, it had
a shutdown at its petrochemical complex at Pata and had ~zero inventory at the start
of the shutdown. So it was unable to sell products during the shutdown period. Hence,
though GAIL produced 102KTA in 3QFY11, it sold only 81KTA and ended the quarter
with inventory build-up.

 The gas price to non-priority APM customers like GAIL was increased in December
2010 from US$4.75 to US$5.25/mmbtu with effect from July 2010. So, GAIL had to
bear a one-time charge (for the period from July to September) for increased gas
prices, putting pressure on petchem margins.

GAIL's share in upstream subsidy lowers QoQ

 GAIL's subsidy stood at Rs4.2b (v/s Rs4.5b in 3FY10 and Rs3.5b in 2QFY11). GAIL's
share in upstream subsidy sharing stood at 8% v/s 9.2% in 2QFY11.

 The Petroleum Secretary indicated that upstream companies (ONGC, OIL and GAIL)
would share a third of the total under-recoveries. As indicated, we also model upstream
sharing at a third of the total under-recoveries.

Other key highlights

 Other income included special dividend income of Rs1.7b from ONGC.
 Since this is tax deducted, the overall tax rate in 3QFY11 was 28% against our estimate

of 33%. Adjusted for dividend, the income tax rate was 32%.
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Operational highlights ('000 MT)
 FY10                  FY11            3QFY11 (%)

Rs b 1Q 2Q 3Q 4Q 1Q 2Q 3Q YoY QoQ

Transmisson

1. Natural gas (mmscmd) 96.7 106.7 109.0 114.8 116.2 114.9 120.1 10 5

2. LPG 741.0 728.0 820.0 871.0 788.0 799.0 893.0 9 12

Gas trading (mmscmd) 79.9 81.1 81.2 83.6 84.9 79.0 80.0 -1 1

Petchem sales 92.0 88.0 120.0 109.0 88.0 107.0 81.0 -33 -24

LPG & liquid HC 334.0 379.0 375.0 356.0 356.0 337.0 331.0 -12 -2

Source: Company/MOSL

Segment-wise revenue break-up (Rs b)
 FY10                  FY11            3QFY11 (%)

Rs b 1Q 2Q 3Q 4Q 1Q 2Q 3Q YoY QoQ

Transmission

Gas transmission 7.3 8.4 8.5 7.4 9.0 9.8 10.0 17 3

LPG transmission 1.1 1.0 1.2 1.2 1.1 1.1 1.3 11 13

Natural gas trading 46.4 49.7 45.3 46.6 54.5 62.9 67.7 50 8

Petrochemicals 6.2 6.2 7.9 8.2 6.4 7.2 5.7 -28 -21

LPG & liquid HC (pre-subsidy)7.6 9.7 11.7 12.6 12.3 10.8 11.5 -2 6

GAILTEL & unallocated 0.1 0.2 0.2 0.2 0.2 0.1 0.2 -9 5

Sub-total 68.8 75.2 74.7 76.2 83.4 92.0 96.4 29 5

Less subsidy 0.7 4.6 4.6 3.4 4.5 3.5 4.2 -8 21

Segmental total 68.0 70.6 70.2 72.9 79.0 88.5 92.2 31 4

Less inter-segment 7.8 8.6 8.3 7.6 8.0 7.5 8.5 3 14

Net sales 60.2 62.0 61.9 65.2 71.0 81.0 83.6 35 3

Source: Company/MOSL

Segment-wise EBIT performance (Rs b)
 FY10                  FY11            3QFY11 (%)

Rs b 1Q 2Q 3Q 4Q 1Q 2Q 3Q YoY QoQ

Transmission

1. Natural gas 5.2 6.2 6.0 5.1 6.4 7.2 6.7 12 -8

2. LPG 0.7 0.6 0.6 0.9 0.7 0.8 0.8 32 7

Natural gas trading 1.1 1.1 1.2 0.4 1.6 1.6 2.1 75 29

Petrochemicals 2.6 2.8 3.4 4.5 2.8 2.7 2.0 -43 -28

LPG & liquid HC (pre-subsidy)2.2 3.9 5.8 7.5 6.8 5.2 5.7 -2 9

GAILTEL & unallocated -1.2 -0.3 -0.1 -1.9 -0.1 -0.5 -0.2 0.1 -0.7

Total 10.7 14.2 16.8 16.4 18.2 17.0 17.0 1 0

Less subsidy        0.7        4.6        4.6        3.4        4.5        3.5        4.2 -8 21

Reported EBIT 9.9 9.6 12.3 13.0 13.8 13.6 12.8 5 -5

Source: Company/MOSL
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Valuation and view
Our key earnings model assumptions are summarized below

FY09 FY10 FY11E FY12E FY13E FY14E

Exchange rate (Rs/US$) 46.1 47.5 46.0 45.0 44.0 42.0

Subsidy (Rsb) 17.8 13.3 18.8 17.5 10.0 4.8

Natural gas transmission

Volume (mmsmd) 83 107 119 134 161 181

Average Tariff (Rs/mscm) 827 817 897 1,069 1,131 1,188

LPG Transmission

Volume ('000 MT) 2,744 3,160 3,373 3,474 3,578 3,686

Average tariff (Rs/MT) 1,391 1,416 1,440 1,440 1,440 1,440

Petrochemicals

Petchem sales ('000 MT) 423 409 384 475 625 720

Realization (Rs/kg) 67 70 70 68 66 63

EBIT (Rs/kg) 29 32 27 23 21 23

LPG & liquid HC

Sales ('000 MT) 1,405 1,444 1,380 1,435 1,464 1,493

Realization (US$/MT) 748 608 779 740 675 675

Source: Company/MOSL

Segmental EBIT breakup (Rs m)
FY09 FY10 FY11E FY12E FY13E FY14E

Natural gas transmission 16.1 22.4 27.1 34.0 43.2 51.0

LPG transmission 2.2 2.8 3.2 3.3 3.4 3.5

Natural gas trading 3.5 3.7 7.3 7.3 7.2 7.0

Gas transmission and trading 21.8 28.9 37.6 44.6 53.8 61.6

As a % of total 53 65 69 73 71 68

Petrochemicals 12.2 13.3 10.5 10.7 13.2 16.6

LPG & liquid HC (pre-subsidy) 26.5 19.4 26.1 23.2 18.5 17.5

Other (1.7) (3.6) (0.8) 0.0 0.0 0.0

Total 58.8 58.0 73.4 78.5 85.6 95.7

Less subsidy (17.8) (13.3) (18.8) (17.5) (10.0) (4.8)

Total EBIT 41.0 44.7 54.5 60.9 75.6 91.0

Source: Company/MOSL

Earnings sensitivity

 For every 10mmscmd variation in transmission volumes, GAIL's EPS changes by
Rs1.7 (5.5%) for FY12 and Rs2.6 (7%) for FY13.

 Key events to watch for are GAIL's transmission volume increase, led by KG-D6 gas
and expanded volumes at Petronet's Dahej terminal.

 We model average transmission volume to increase by 14% CAGR over FY10-14 to
181mmscmd against current volume of 125mmscmd.

Source-wise gas supply assumptions
FY09 FY10 FY11E FY12E FY13E

Existing (ONGC + Ravva) 48 50 50 50 50

PMT 12 16 16 16 16

KG Basin - 17 28 28 50

RLNG 24 24 25 40 45

Total 84 107 119 134 161

Source: Company/MOSL
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Cutting estimates, target price to Rs514, maintain Buy

 We are cutting our FY11/FY12/FY13 EPS by 1%/2%/2% respectively to factor-in an
increase in feedstock and fuel costs (due to a hike in APM gas prices to non-priority
sectors from US$4.75/mmbtu to US$5.2/mmbtu).

 GAIL's earnings are highly sensitive to transmission volumes. There is uncertainty
regarding a ramp-up in domestic gas from KG-D6. We do not foresee risk to our
FY12 assumptions as GAIL's growth is driven by RLNG. However, our FY13 estimates
might be under risk as KG-D6 gas will be the key growth driver in FY13.

 We are rolling over our SOTP based target price to FY13 basis and cutting our target
P/E multiple from 14x to 12x due to concerns about FY13 gas volume ramp-up. Thus,
our target price is lowered to Rs514 (earlier Rs527).

 Adjusted for investments, the stock trades at 11x FY13E EPS of Rs36.1. Maintain
Buy.

Reducing target price to Rs514, rolling over target price on FY13 basis (Rs)
Business Previous Revised

Core business 449 433 12x FY13 EPS

E&P 20 20 Four key blocks valued on in-place/contingent

resources

Listed investments 53 53 20% discount to CMP/target price

Unlisted investments 8 8 At book value

Target price 530 514

CGD (additional 25mmscmd) 27 28

Value with upside potential 557 542

Source: Company/MOSL
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Company description

GAIL is a major gas transmission, processing, distribution
and marketing company in India, with interests in gas
distribution, petrochemicals, LPG, and telecom. It owns
~7,000km of pipelines (including LPG transmission
pipelines), has 500KTA petchem capacity, 1.3mt LPG/other
hydrocarbons capacity and over 13,000km of optical fiber
cable network. GAIL is also involved in city gas distribution,
E&P and power businesses through its joint ventures.

Key investment arguments

  GAIL is in the middle of a capex cycle. It is executing
pipeline projects totaling Rs303b, to be completed by
FY13. It is also in the process of doubling its petchem
capacity to 800kT by FY13.

 Transmission business growth promise (>60% of its
EBIT), though remain strong in the long term, concerns
have emerged in the medium term as RIL’s KG-D6
ramp-up has been halted. We currently model 14%
CAGR volume growth through FY14, however
downside risk remains to our FY13 and FY14 estimates.

 GAIL will double its petchem capacity by FY13,
however risk remains from the higher supplies from
new capacities in Middle East.

 GAIL operates a CGD network in several key cities
via 12 JVs and plans to add 130 cities over 6-7years. It
has stake in 27 E&P blocks in India and overseas and
has encountered hydrocarbon finds in five of its blocks.

Shareholding Pattern (%)
Dec-10 Sep-10 Dec-09

Promoter 64.6 64.6 64.6

Domestic Inst 18.5 19.1 17.9

Foreign 14.0 13.2 14.7

Others 3.0 3.1 2.8

GAIL (India): an investment profile

Stock performance (1 year)

EPS: MOSL forecast v/s consensus (Rs)
MOSL Consensus Variation

Forecast Forecast (%)

FY11 29.0 29.2 -0.6

FY12 31.5 33.0 -4.4

Target Price and Recommendation
Current Target  Upside Reco.

Price (Rs) Price (Rs)  (%)

478 514 7.5 Buy

Key investments risks

 Lower than expected transmission volumes.
 Pressure on petchem sales volume led by increased

imports in India.
 Significant increase in subsidies would impact its LPG

business.

Recent developments

 GAIL won rights to set up city gas distribution networks
in Meerut, Sonepat, Dewas and Kota.

 Completed petchem expansion to 500KT and will
further expand to 800KT by FY13.

Valuation and view

 Adjusted for investments, the stock trades at 11x FY13E
EPS of Rs36.1.

 Our SOTP-based price target for GAIL is Rs514/share.
Maintain Buy.

Sector view

 The gas sector in India is going through a phase of high
growth. Significant increase in domestic gas supply has
been accompanied by high investment commitment in
end use sectors, on going pipeline expansion, new RLNG
infrastructure investments.

 In the short term, there are some negative sentiments
owing to disappointment and delay in the ramp up
domestic gas supplies.

 Policy and regulatory regime is also expected to play a
crucial role in the growth of the sector in India.
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Financials and Valuation
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N O T E S
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