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3QFY11 Results Update
SECTOR: OIL & GAS

HPCL
BSE SENSEX S&P CNX

17,729 5,310 Rs340 Buy
Bloomberg HPCL IN

Equity Shares (m) 339.0

52-Week Range (Rs) 555/293

1,6,12 Rel. Perf. (%) -2/-28/-12

M.Cap. (Rs b) 115.8

M.Cap. (US$ b) 2.6

 HPCL reported EBITDA of Rs6.3b for 3QFY11 (v/s our estimate of Rs7.1b), up 4.4x YoY and down 73% QoQ. Lower

than estimated EBITDA was due to higher net under-recoveries at Rs5.4b (v/s our estimate of Rs3.4b), partly

compensated by higher GRM at US$5.1/bbl (v/s our estimate of US$4.8/bbl). PAT was Rs2.1b (v/s our estimate of

Rs2.5b), up 6.7x YoY and down 90% QoQ. HPCL's 9MFY11 PAT was Rs4.2b (v/s our estimate of Rs13b for FY11).

 GRM at US$5.1/bbl: GRM for 3QFY11 was US$5.1/bbl (v/s -US$0.3/bbl in 3QFY10; US$2.7/bbl in 2QFY11). The

regional benchmark Reuters Singapore GRM was US$5.5/bbl. Refinery throughput stood at 4.1mmt (in line with our

estimate), up 10% YoY and 35% QoQ. The significant QoQ jump is due to shutdown in the Visakh refinery in

2QFY11.

 Government sharing ad-hoc; clarity only towards end-FY11: In 9MFY11, HPCL's gross under-recovery was

Rs103b, of which upstream shared Rs34b and the government shared Rs46b, resulting in net under-recovery of

Rs23b. We currently model upstream share at 1/3rd, government share at 57% and OMCs' share at 10%. As in

previous years, subsidy sharing is likely to be finalized only towards the end of the year (in 4Q); quarterly sharing is
no indication of the final sharing formula. In 9MFY11, the government has announced Rs210b compensation to

OMCs (yet to be disbursed by the government) and we expect further compensation in 4QFY11.

 Valuation and view: The stock trades at 8.9x FY12E EPS of Rs38.3 and 0.9x FY12E BV. We expect the government

to spell out the sustainable subsidy sharing formula (at different oil prices) over the next few months. This should
translate into higher valuations for HPCL. Buy.
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Operational performance

 GRM for 3QFY11 was US$5.1/bbl (v/s -US$0.3/bbl in 3QFY10; US$2.7/bbl in
2QFY11). The regional benchmark Reuters Singapore GRM was US$5.5/bbl.

 Refinery throughput stood at 4.1mmt (in line with our estimate), up 10% YoY and 35%
QoQ. The significant QoQ jump is due to shutdown in the Visakh refinery in 2QFY11.

 Marketing volumes were 7.1mmt, up 6% YoY and 17% QoQ.

Operational Highlights
FY10 FY11 3QFY11 (%)

1Q 2Q 3Q 4Q 1Q 2Q 3Q    YoY QoQ

Marketing Volumes (mmt) 6.8 6.3 6.7 6.5 6.7 6.0 7.1 6 17

Throughput (mmt)

Mumbai 1.8 1.8 1.5 1.8 1.2 1.5 1.8 21 20

Visakh 2.3 2.2 2.2 2.1 2.1 1.5 2.3 3 50

Total 4.1 4.0 3.7 3.9 3.3 3.0 4.1 10 35

Blended GRM (US$/bbl) 5.7 1.8 (0.3) 3.2 3.7 2.7 5.1 nm 93

Source: Company/MOSL

Reported GRM has been Trending Below Singapore GRM (US$/bbl)

Source: Company/MOSL

Government sharing ad-hoc; clarity only towards end-FY11

 In 9MFY11, HPCL's gross under-recovery was Rs103b, of which upstream shared
Rs34b and the government shared Rs46b, resulting in net under-recovery of Rs23b.

 We currently model upstream share at 1/3rd, government share at 57% and OMCs'
share at 10%. As in previous years, subsidy sharing is likely to be finalized only towards
the end of the year (in 4Q); quarterly sharing is no indication of the final sharing
formula.

 In 9MFY11, the government has announced Rs210b compensation to OMCs (yet to
be disbursed by the government) and we expect further compensation in 4QFY11.
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HPCL's Subsidy Sharing: Net Sharing at 22% in 9MFY11; We Model 10% for FY11 (Rs b)
FY10 FY11 3QFY11 FY10 9MFY11 FY11E

1Q 2Q 3Q 4Q 1Q 2Q 3Q  YOY  QOQ

 (%) (%)

Gross Under recovery 11.6 22.2 29.4 37.2 44.1 24.2 34.3 16 41 100.4 102.6 153.3

Less: Sharing

Upstream Sharing 1.7 7.6 9.6 13.5 14.7 8.1 11.4 18 41 32.5 34.2 51.1

Oil Bonds/Cash 0.0 0.0 19.0 36.7 0.0 28.3 17.5 -8 -38 55.6 45.8 86.8

Net Under/(over) recovery 9.9 14.6 0.8 (13.0) 29.4 (12.2) 5.4 546 nm 12.3 22.6 15.4

As a % of Gross    85.1    65.7      2.8 nm    66.7  nm  nm     12.2     22.0         10.0

Source: Company/MOSL
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*Net Under-recovery = Gross Under-recovery less Government and Upstream Sharing

Source: Company/MOSL

We Model OMCs' Sharing at 10% in FY11 and FY12
FY08 FY09 FY10 9MFY11 FY11E FY12E

Fx Rate (Rs/US$) 40.3 46.0 47.5 45.7 45.5 45.0

Brent (US$/bbl) 82.3 84.8 69.6 80.2 82.7 80.0

Gross Under recoveries (Rs b)

Petrol 73 52 52 27 27 -

Diesel 353 523 93 173 277 236

PDS Kerosene 191 282 174 135 185 181

Domestic LPG 156 176 143 135 205 207

Total 773 1,033 461 470 695 624

Sharing (Rs b)

Oil Bonds/Cash 353 713 260 210 396 354

Upstream 257 329 145 155 230 208

OMC's sharing 163 (9) 56 105 69 62

Total 773 1,033 461 470 695 624

Sharing (%)

Oil Bonds 46 69 56 45 57 57

Upstream 33 32 31 33 33 33

OMC's sharing 21 (1) 12 22 10 10

Total 100 100 100 100 100 100

Source: Company/MOSL

Valuation and view

The stock trades at 8.9x FY12E EPS of Rs38.3 and 0.9x FY12E BV. We expect the
government to spell out the sustainable subsidy sharing formula (at different oil prices)
over the next few months. This should translate into higher valuations for HPCL. Buy.

Other highlights

 Gross debt increased significantly QoQ to Rs220b v/s Rs200b in 2QFY11, resulting in
jump in interest cost to Rs2.4b v/s Rs2.2b in 2QFY11.

 Oil bonds on the balance sheet stood at Rs80.5b at the end of 3QFY11.
 Other income of Rs3b includes forex gain of Rs1.5b.

Ad-hoc Subsidy Sharing Resulting in Volatile Quarterly Profits (Rs b)
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Company description

A Fortune-500 company, HPCL is a refining and marketing
company in India and also has interests in upstream. It owns
13.5mmt of refining capacity, split across Mumbai (5.5mmt)
and Vishakapatnam (7.5mmt). It has a crude and product
pipeline network of ~2,100km and sells ~26mmt of petroleum
products. HPCL also holds a 16.9% stake in MRPL, a
standalone refiner, which it jointly promoted. MRPL is now
a subsidiary of ONGC. HPCL is a state-owned company,
with 51.11% Government of India (GoI) stake.

Key investment arguments

 HPCL's profitability continues to be determined by the
quantum of under-recoveries and sharing mechanism,
rather than fundamentals. Recently hopes were
rejuvenated by the partial de-regulation in July 2010,
but no further policy decision has been taken by GoI.

 Medium to long-term growth would come from its
9mmtpa grassroots refinery being setup in JV (~50%
stake) with Mittal Energy Investments, with an estimated
capex of Rs172b.

 HPCL's valuations should benefit due to improvements
in (1) earnings quality, (2) RoCE and RoE, (3) cash
cycle, and (4) debt levels.

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

Promoter 51.1 51.1 51.1

Domestic Inst 27.7 27.9 26.9

Foreign 8.6 9.0 11.6

Others 12.6 12.1 10.4

HPCL: an investment profile

Stock performance (1 year)

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

Forecast Forecast (%)

FY11 38.7 41.1 -5.9

FY12 38.3 46.4 -17.4

Target Price and Recommendation
Current Target  Upside Reco.

Price (Rs) Price (Rs)  (%)

340 - - Buy

Key investment risks

 Delays in the diesel deregulation and ad-hoc subsidy
sharing

 Non-commensurate increase in retail fuel prices as oil
prices rise leads to under-recoveries for the company,
and ad-hoc nature of subsidy sharing impacts profits.

Recent developments

 Partial deregulation of auto fuels and price hikes of
domestic fuels in June 2010

Valuation and view

 The stock trades at 8.9x FY12E EPS of Rs38.3 and
0.9x FY12E BV. Buy.

Sector view

 We expect refining margins to remain range-bound amid
economic recovery and prevailing cold winters.
However, the ceiling would be capped in the near term
due to significant new capacities coming online in FY12/
13. We expect demand-supply gap to correct only
through the refinery closures of simple refiners and
continuous pick-up in global demand.
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Financials and Valuation
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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 HPCL
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.

For more copies or other information, contact
Institutional: Navin Agarwal.   Retail: Manish Shah

Phone: (91-22) 39825500 Fax: (91-22) 22885038. E-mail: reports@motilaloswal.com
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