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BSE Sensex: 12,858 [PCL IN 18 October 2006 Sell
REUTERS CODE
S&P CNX: 3,711  IPCL.BO Previous Recommendation: Buy Rs304
Equity Shares (m) *249.1 YEAR NET SALES  PAT EPS EPS P/E P/BV ROE  ROCE EV/ EV/
52-Week Range (Rs) 321/185 END (RS M) (RS M) (RS) GROWTH (%) (X) (X) (% (%  SALES EBITDA
1,6,12 Rel. Perf. (%) 7/8/-25 03/06A 84,690 9,195 36.9 17.0 86 21 277 333 09 44
M.Cap. (Rs b) 78.9 03/07E 92,364 11,512 46.2 25.2 69 17 272 385 07 29
M.Cap. (US$ b) 17 03/08E 80,371 10,585 42.5 8.1 75 14 203 286 06 29
Standalone* Standalone
« |PCL has reported merged earnings and has restated previous quarter earnings, following the court approval of the
merger of six polyester companies. Net profit at Rs3.5b, was up 9.4% YoY (beow our standalone estimate), while
EBITDA at Rs6.4b was up 38.2% YoY (same as our standalone estimates)
= We believe, profit growth was primarily driven by margin improvement, while volumes would have suffered on
account of floods and poor offtake on account of historic high product prices.
= Key product margins were at a historic high. Polymer and MEG spreads over all three feedstocks were up between
20-30% YoY, while PVC and LAB prices were up between 8-12% YoY. However, polyester margins were down
between 7-30%, setting off part of the gains.
« We are downgrading the stock to Sell on the back poor polyester business profits and outlook and higher than
expected equity dilution of 21.1% and consequent EPS dilution
« Stock trades at a P/E of 9.3x FY08E on merged entity basis. Downgrade to Sell. We would ook to review our
recommendation if additional domestic gas supply is secured, to replaceimported propaneand/ or if thelargecashin
balance sheet is put to productive use.
QUARTERLY PERFORMANCE (MERGED) (Rs Million)
Y/E MARCH FYO6 FYO7 FYO6 FYO7E
1Q 2Q 2HE 1Q 2Q 2HE
Net Sales 26,210 25880 57,130 30,180 30,480 52,299 109,220 112,959
Change (%) 196.5 15.1 17.8 -8.5 34
Change in Stocks -210  -1,200 -920 1,750 -1,360 -2,330
Raw Material Consumed 13,580 14,320 30,190 14,960 17,290 58,090
Staff Cost 1,120 1,140 2,290 1,390 1,210 4,550
Other Expenses 7,060 7,010 14,610 6,490 6,970 41,779 28,670 90,479
EBITDA 4670 4,610 10,960 5590 6,370 10,520 20,240 22,480
% of Net Sales 178 178 192 185 209 201 19.9
Depreciation 1,430 1,400 2,780 1,320 1,350 3,029 5,610 5,699
Interest 370 390 590 510 370 795 1,350 1,675
Other Income 400 340 730 620 1,180 2,000 1,470 3,800
PBT 3270 3,160 8,320 4380 5830 8,697 14,750 18,907
Tax 940 806 2,220 1,800 2,320 2,814 3,966 6,934
Rate (%) 287 255 267 411 398 324 36.7
Adjusted PAT 2330 2,354 6,100 2,580 3510 5,883 10,784 11,973
Change (%) 10.7 49.1 -3.5 11.0
Reported PAT 2330 3,210 6,100 2580 3510 5883 11,640 11,973
E: MOSt Estimates
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Results below expectation

IPCL has reported merged earnings and has restated
previous quarter earnings, following the court approval of
themerger of six polyester companies. Net profit at Rs3.5b,
was up 9.4% YaY, below our standaloneestimate. EBITDA
at Rs6.4b was up 38.2% YoY, same as our standalone
estimates. We estimate that polyester companies would
have contributed about Rs0.3b to EBITDA in 2QFY07.

Margin expansion was the key driver

We believe, profit growth was primarily driven by margin
improvement. Barring polyester, margins for all products
was at a high, thanks to historic high domestic product prices.
PE and PP spread over imported propane were up 23%
and 18% YoY, while spread over gaswas up 23% and 19.1%
YoY. Spreads over naphtha too were up 33% and 27%
YoY respectively. MEG spreads over propane, gas and
naphtha were up 18.9, 7.2% and 12.7% respectively.

PVC and LAB prices were up 8.3% and 12.5% YoY
respectively.

However, feedstock mix in the quarter would have been
dlightly skewed towards imported propane, given the gas
supply disruption, which would have hurt the profits.

Volumes likely to have been subdued

We believe, sales volume would have been subdued during
the quarter on account of floods as well as historic high
prices, leading to postponement of purchase by buyers.

Downgrading stock to Sell

We are downgrading the stock from Buy to Sell on account

of the following factors.

1. Poor polyester business profits and outlook,

2. Higher than expected equity and EPS dilution

3. Risk to earnings estimate, as sustaining 1HFY 07
earnings would be challenging

4. Stock is closeto our target price of Rs312/share

IPCL

Polyester business contribution lower than
expected, outlook weak

We estimate contribution of polyester businessto EBITDA
in 1QFYO07 at Rs410m, PBT contribution at Rs170m and
PAT contribution a negative Rs330m. Webelieve, 2QFY 07
performance would have been worse, given the fall in
polyester margins sequentially.

Outlook for polyester margins remainsweak giventhelarge
capacity overhang in China. Polyester operating rates in
China are reported to be between 60-63%, which has kept
margins at close to cash cost levels. However, Indian
polyester margins were better off, as players occasionally
were taking advantage of antidumping duties on the
products, thus ddivering better margin performance.

Webdieve, significant global polyester marginimprovement
is till some time away, while domestic margins could get
worseinthenear term, given thelarge new capacity addition
of 850ktpa by Relianceand Indorama over thelast 3 months.

Equity and EPS dilution higher than expected
IPCL is set to issue additional 5.25m shares on account of
the merger, leading to 21% dilution in equity. While, we
believe the swap ratio and dilution would have been based
on long term average product and profit margins, the
medium term weakness in polyester margins would lead to
large EPS dilution of 28% and 26% respectively for FY07
and FY08.

Repeat of 1HFYOQ7 earnings would be challenging
2QFY 07 witnesses historic high margins in key products,
while 1QFY 07 profits were boosted by strong margin and
higher volume driven by inventory de-stocking. Webdieve,
arepeat of 1HFY 07 earnings would be difficult to achieve,
as product prices and margins have already started falling
on the back of lower crude price. For IPCL, product prices
aresignificant givenits fixed price gas feedstock (currently
at US$4.75/mmbtu), which forms about 40-45% of thetotal
feedstock by volume.
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MERGED ENTITY: EARNINGS ESTIMATE (RS M)

FYO6A FYO7F FYO8F FYO9F

Net Sales 109,220 112,959 100,966 98,842
EBITDA 20,240 22,480 18,115 16,409
PBT 14,750 18,907 16,195 15,092
Net profit 11,640 11,973 9,858 9,219
FDEPS (Rs) 38.6 39.7 32.7 30.6
P/E (x) 7.9 7.7 9.3 9.9

Source: Motilal Oswal Securities

Key upside risks

Feedstock cost savings from PMT gas

IPCL could contract additional volumeof domestic gasfrom
PMT (Panna, Mukta and Tapti). PMT is expected to
increase production SMMSCMD in 4QFY 08. This would
replace high cost propaneimports (currently supplementing
domestic gas feed on account of short supply of domestic
gas) to Gandhar. Similar substitution could also be expected
at Nagothane on completion of Dahej-Uran pipeline,
currently scheduled for February 2007 completion. The
benefit from the substitution is expected to be between
Rs3.3 - 5b per annum.

IPCL

However, petrochemical down cycle could set in by FY09
and hencethefeedstock savingsisunlikely toimproveprofits
significantly. Our current FY 09 estimates do not factor in
this scenario.

Large value accretive acquisition or merger
IPCL has large cash on the balance sheet, which could be
used to fund large value accretive acquisition.

We would look to review our recommendation in case of a
positive surprisewith regard to thetwo possible upsiderisks.

Valuation is stretched; downgrade to Sell

The stock trades at a P/E of 9.7x FYO8E merged entity
earnings. Webdlieve, potential upsideto earningsis limited
and valuation is stretched. We are downgrading the stock
to a Sell with atarget price of Rs270 (@8.25x FY O8E).
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IPCL: an investment profile

Company description

IPCL is the second largest player in the petrochemicals
industry in India after Reliance. It is the largest integrated
PVC player, largest PE producer and second largest MEG
producer. It also has the largest ethylene capacity. Low
operating rates and high cost borrowings affected
performance under the previous management. However,
currently operating rates are considerably higher than
nameplate capacity, propane imports supplement gas, and
total debt as well as cost of debt has fallen significantly.

Key investment arguments

« Pure petrochemical cycle play

« Petrochemical prices and margins are buoyant
= But, merger pulls down EPS

Key investment risks

= Weaker-than-expected global demand growth leading
to a muted petrochemical cycle improvement.

= Sharp fall in crude prices, leading to lower product
prices, impacting margins for IPCL.

COMPARATIVE VALUATIONS

IPCL

Recent developments
« |PCL has merged six polyester companies with itself
leading to dilution of 21% in equity.

Valuation and view

« The stock trades at a P/E of 9.7x FYO8E (merged
entity).

= We believe the valuation valuation is stretched and
earnings upsideis limited.

= Downgrade from Buy to Sell with a target price of
Rs270/share (based on 8.25x FY08E EPS).

Sector view

« Petrochemical upcycle expected to continue over the
next 18 months, as demand growth outpaces capacity
addition.

EPS: MOST FORECAST VS CONSENSUS (RS)

IPCL RELIANCE MOST CONSENSUS VARIATION
P/E (x) FYO7E 6.9 16.8 FORECAST FORECAST (%)
FYOSE 7.5 16.4 FYO7 39.7 28.8 37.8
P/BV (x) FYO7E 1.7 4.4 FY08 32.7 25.4 28.7
FYOSE 1.4 3.6
EV/Sales (X) EYO7E 0.7 1.9 TARGET PRICE AND RECOMMENDATION
EYOSE 0.6 2.0 CURRENT TARGET UPSIDE RECO.
EV/EBITDA (x) FYO7E 2.9 11.1 PIRICE (%) PIRICE (%) )
FYOSE 29 10.5 304 270 -11.2 Sell
STOCK PERFORMANCE (1 YEAR)
IPCL (Rs) - LHS Rel. to Sensex (%) - RHS
SHAREHOLDING PATTERN (%)
325 8
SEP.06 JUN.O6 SEP.05
200 & A Y% S 4
Promoter 46.5 46.0 46.0
255 ~ \w‘\ WA -16
Domestic Inst 15.0 15.8 15.8 A
220 s e | -28
Foreign 16.1 13.8 11.8
185 -40
Others 22.4 24.4 26.4 Oct-05 Jan-06 Apr-06 Jul-06 Oct-06
4
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INCOME STATEM ENT (Rs Million) RATIOS
Y/E MARCH 2005 2006* 2007E 2008E 2009E Y/E MARCH 2005 2006 2007E 2008E 2009E
Net Sales 81,991 84,690 92,364 80,371 78,247 Basic (Rs)
Change (%) 13 3.3 9.1 -13.0 26 EPS 31.6 36.9 46.2 42.5 410
Cash EPS 519 56.2 65.5 63.1 619
Raw M aterials Cons 36,839 3921 436 35404 34254  BookVvalue s Wl BWO3 2277 2636
Stores and Spares, Purchases 6138 5673 5829 5B4 4,967  GrossDPS 45 45 45 45 45
Sales and Distribution Exp 3053 3022 2992 3052 3m  Payout n2 2 9.7 b6 no
Employee Costs 5224 4701 4,350 4,698 5074
Other Expenditure 553 14,652 155337 5969 B30  valuation (x)
P/E 0.0 8.6 6.9 75 7.7
EBITDA 15,615 17,520 20,680 16,115 14,209 ~ CAashP/E 61 56 48 50 51
%o0f Net Sales 1.0 20.7 224 20.1 82 EV/EBITDA 5.4 4.4 2.9 2.9 2.3
Depreciation 5057 4800 4799  5p1 52;  EV/Sales 10 0.9 0.7 06 04
Interest 1620 1180 1075 0 0 Price / Book Value 2.7 2.1 17 14 12
Other Income 1322 1361 1638 416 5584  DividendYield (%) 14 14 14 14 14
Profitability Ratios (%)
PBT 10,259 12,901 16,445 15,121 14,577 RoE 303 977 970 203 57
Tax 2400 3706 4934 43536 4373 poop 260 333 385 286 237
Rate (%) 234 28.7 30.0 30.0 30.0
Turnover Ratios
PAT 7,859 9,195 11512 10,585 10,204 Debtors (No. of Days)
Change (%) 187.3 o 252 8.1 36 Fixed Asset Turnover (x) 16 18 2.0 19 2.0
*FY06 PAT net of extraordinary
Leverage Ratio
BALANCE SHEET (Rs Million) Net Debt / Equity (x) 0.1 -0.1 -0.3 -0.5 0.0
Y/E MARCH 2005 2006 2007E 2008E 2009E
Share Capital 2,491 2491 2,491 2,491 2,491
Reserves 26,720 34,651 44,898 54219 63,158 CASH FLOW STATEMENT (Rs Million)
Net Worth 29,211 37,141 47,389 56,709 65,649 Y/E MARCH 2005 2006 2007E 2008E 2009E
Long Term Loans 1,801 5,750 750 750 0 OP/(Loss) before Tax 565 17,520 20,680 B,15 14,209
Short Term Loans 736 0 0 0 0 Interest Paid -1620  -1180  -1075 0 0
Deferred Tax Do 2947  BAW  T682 B89 pject Taxes Paid 1060 1771 2,467 2,268 2,187
Capital Employed 52,759 55,839 63,553 75,141 85,518 (Incy/Dec inWkg. Capital 8830  -3.992 654 -1130 64
Gross Fixed Assets 97,858 10241 12,531 4826 1627 O 10M Op. Activity 21764 10,577 17,792 12,717 12,086
Less: Depreciation 47,809 52,609 57,408 62529 67,745  Others -254 -13 -13 -13 43
Net Fixed Assets 50,049 47,632 45,124 42,298 38,381
Capital WIP 588 500 500 500 500 (Inc)/Dec in FA & CWIP -1029 -2,295 -2,290 -2,295 -1,300
Investments 1653 1653 1653 1,653 1,653 (Pur)/Sale of Investments -41 0 0 0 0
Inc from Invst 1322 1361 1638 4,126 5,584
Curr. Assets, L & Adv. CF from Inv. Activity 151  -934  -652 1831 4,284
Inventory 6,231 6,101 6,707 5,704 5,517
Debtors 701 792 8629 7,509 7,31 lssue of Shares o o o o o
Cash & Bank Balance 6,649 8243 1019 32403 46,759 Inc (Dec) in Debi 404 6785 -5.000 0 750
Loans & Adv. and Other Assets 4,566 4,292 4,292 4,292 4,292
Current Liab. & Prov. Dividends Paid (incl.tax) -117 -1121 -1121 -1121 -1121
Liabilities 19,995 18,456 20,187 16,707 16,166 CF from Fin. Activity -15,521 -7,907 -6,121 -1,121 -1,871
Provisions 3994 2037 2284 251 2,729
Net Current Assets 468 6,054 16,276 30,690 44,983 Inc / (Dec) in Cash 6,141 1,593 10,876 13,284 14,356
Misc. Expenses 0 0 0 0 0 Add: Opening Balance 507 6,648 8,243 ©,19 32,403
Closing Balance 6,648 8,242 19,119 32,403 46,759

Application of Funds

52,758 55,839 63,553

75,141 85,518

E: M OSt Estimates
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For more copies or other information, contact
Institutional: Navin Agarwal. Retail: Manish Shah, Mihir Kothari
Phone: (91-22) 39825500 Fax: (91-22) 22885038. E-mail: inquire@motilaloswal.com

Motilal Oswal SecuritiesLtd, 3rd Floor, Hoechst House, Nariman Point, Mumbai 400 021

This report is for the personal information of the authorized recipient and does not construe to be any investment, legal or taxation advice to you. Motilal Oswal
Securities Limited (hereinafter referred as MOSt) is not soliciting any action based upon it. This report is not for public distribution and has been furnished to you solely
for your information and should not be reproduced or redistributed to any other person in any form.

The report is based upon information that we consider reliable, but we do not represent that it is accurate or complete, and it should not be relied upon such. MOSt or
any of its affiliates or employees shall not be in any way responsible for any loss or damage that may arise to any person from any inadvertent error in the
information contained in this report. MOSt or any of its affiliates or employees do not provide, at any time, any express or implied warranty of any kind, regarding
any matter pertaining to this report, including without limitation the implied warranties of merchantability, fitness for a particular purpose, and non-infringement. The
recipients of this report should rely on their own investigations.

MOSt and/or its affiliates and/or employees may have interests/ positions, financial or otherwise in the securities mentioned in this report. To enhance transparency,
MOSt has incorporated a Disclosure of Interest Statement in this document. This should, however, not be treated as endorsement of the views expressed in the report.

Disclosure of Interest Statement IPCL
1. Analyst ownership of the stock No
2. Group/Directors ownership of the stock No
3. Broking relationship with company covered No
4. Investment Banking relationship with company covered No

This information is subject to change without any prior notice. MOSt reserves the right to make modifications and alternations to this statement as may be required
from time to time. Nevertheless, MOSt is committed to providing independent and transparent recommendations to its clients, and would be happy to provide
information in response to specific client queries.
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