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Non-recurring expenses subdue profitability

ONGC’s profitability came under pressure in Q4FY07; during
the quarter, the company’s net margins fell to 18% from
21%YoY and 30%QoQ. This was as the result of one-time
provisioning for staff cost and higher discounts on sale of
crude and other products.

We believe that OVL, a 100% subsidiary of ONGC, which has
operations in Sakhalin, Sudan, and Syria, will be the future
growth driver for ONGC. OVL’s production has increased by
25% YoY to 7.95 MTOE for FYO7. ONGC’s stock is trading at
9.7x FYO9E EPS of Rs 93.10 and 5.1x EV/EBITDA FYO9E. We
remain positive on the stock considering the valuation
discount to domestic and international peers; our view is also
supported by the triggers of significant reserve accretions,
higher gas price realisations, and lower subsidy discounts .
We maintain our “BUY” rating on the stock.

4 Net sales up by 4% YoY but down 20% QoQ: ONGC'’s net
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sales increased YoY primarily due to higher volumes of
crude oil sales that increased by 7% to 6.11MMT in Q4FYQ7.
The growth in sales was adversely affected by higher
discounts offered to oil marketing companies on sales of
crude oil, LPG, and SKO. The discounts increased by 37%
YoY and 112% QoQ to Rs46,680mn in Q4FYOQ7; this
translated into a discount of $23.63/bb for the quarter.

Operating profits fall by 34% YoY and 50% QoQ to Rs44bn:
ONGC’s EBITDA margins declined from 57% in Q4FY06 to
36% in Q4FY07(PLEASE CHECK). This was due to higher staff
cost, statutory levies, and other expenditure, besides the
increase in discounts on sales. The staff cost increased by
more than 2x YoY and QoQ due to the inclusion of one-time
payments and provisions of Rs12,870bn for post-retirement
benefits and golden jubilee incentives. The statutory levies
were higher by 55% YoY due to an increase in cess on crude
oil from Rs1,800 per MT in FY06 to Rs2,500MT in FYOQ7.

Other income increases by more than 2x YoY and QoQ to
Rs21,789mn: ONGC received a one-time sum of Rs11,600mn
from GAIL on account of the surplus in gas pool a/c. The
company also received interest income from loan disbursed
to OVL for a period of 9 months in FYO7.

Net profits down by 13% YoY and 43% QoQ: ONGC’s net
profit for Q4FYQ7 fell to Rs26,817mn, from Rs30,858mn in
Q4FY06 and Rs46,685mn in Q3FYO7. The profits were
impacted by a steep rise in staff cost due to a one-time
expense of Rs12,870mn, higher statutory levies, and crude
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discounts of Rs46,680mn. The fall, however, was cushioned by higher other income
and extraordinary gains in terms of claims accrued on BHN platform fire.

Key Investment Highlights

4 Reserve accretion improves Reserve replacement ratio

ONGC has positively surprised the market by achieving the highest Initial In-place
(IIP) Accretion of 169MTOE (1,243mn barrels) in the past 10 years. As a group,
ONGC has recorded an ultimate reserve accretion of 80.29MTOE with 65.56MTOE
coming from ONGC operated fields, 4.77MTOE from domestic J/V(PSC), and
9.96MTOE from Overseas JV.

With a production of 48.49MTOE in FYO7, ONGC was able to attain a Reserve
Replacement Ratio (RRR) of 1.35x. This is much higher than the company’s average
RRR of 0.50x for the past three years. The management has also indicated a low
finding cost of $1.5/bbl for FYO7, with 22 discoveries including 13 new pools. The
company had been plagued by concerns of not adding a major find during the past
years. This reversal in trend signals positive development for the company and
may improve market sentiments, resulting in the re-rating of the stock.

4  Gas pricing to unlock value

As per the recommendation of the Tariff Commission, the producer price of APM
gas needs to be revised to Rs3,600scm(2.21/mbtu) from the present
Rs3,200scm(1.97/mbtu). The time of implementation is not yet certain.
Nevertheless, since 90% of the present gas volume sold by the company is of APM
category, the potential upside from the de-regulation would be significant.

4 New find — KG DWN-98/2 Block

As per media reports, the block contains estimated reserves of 2-14tcf of natural gas.
DGH is yet to approve the commerciality and the quantum of reserves. With the
exploration of block still in progress, a revision of current estimates resulting in
potential upside cannot be ruled out.

Subsidy sharing in Rupee denomination

In the near future, the Government of India is expected to announce a package for
the oil industry in respect of subsidy sharing. The package would indicate the
amount to be shared by various oil industry players for FY08. The company expects
that the subsidy shared by it in form of discounts will be on Rupee denominated
price of crude instead of USD. This is likely to protect ONGC’s profitability from
volatility in exchange rates.

> 2 ONGC/OIL & Gas



AIISFS INVESTSMART Oil & Gas

Institutional Equity

Table 1. Quarterly comparison of sales volume, value and discounts

Sales volumes Q4FY07 Q4FY06 YoY (%) Q3FY07  QoQ (%)
Crude oil (MMT) 6.11 5.70 7% 6.23 -2%
NG (BCM) 5.17 5.10 1% 5.24 -1%
LPG (MMT) 0.26 0.30 -12% 0.28 -6%
Naphtha (ARN) (MMT) 0.40 0.40 1% 0.39 3%
C2 C3 (MMT) 0.14 0.10 41% 0.15 -5%
Sales value (Rs mn)

Crude oil 79,600 85,650 -71% 109,710 -27%
NG 18,710 16,680 12% 18,970 -1%
LPG 3,000 2,600 15% 3,910 -23%
Naphtha 10,110 8,790 15% 9,290 9%
C2C3 2,350 1,660 42% 2,370 -1%
Discounts

Rs mn 46,680 34,069 37% 22,040 112%
$/bbl 23.63 18.43 10.75

Source: |ISL research, company

Table 2. Quarterly result table

Rs mn Q4FYO7 QA4FYO6 YoY (%) Q3FY07 QoQ (%)
Net Sales 123,969 118,983 4% 155,645 -20%
(Increase)/Decrease in Stock-in-trade 209 (2,090) 110% (513) 141%
Purchases (Trading) 12,542 7,571 66% 13,788 -9%
Consumption of raw materials 894 2,365 -62% 1,617 -45%
Staff expenditure 15,548 5,027 209% 5,020 210%
Statutory Levies 28,392 18,275 55% 30,582 7%
Other Expenditure 22,238 20,579 8% 16,057 38%
Total Expenditure 79,823 51,727 54% 66,551 20%
Operating profit 44,146 67,256 -34% 89,094 -50%
Other Income 21,789 6,298 246% 7,044 209%
PBIDT 65,935 73,554 -10% 96,138 -31%
Depreciation 28,637 31,573 -9% 25,575 12%
EBIT 37,298 41,981 -11% 70,563 -47%
Interest 65 323 -80% 76 -14%
Profit before Tax 37,233 41,658 -11% 70,487 -47%
Provision for Tax 15,166 17,205 -12% 23,802 -36%
Profit After Tax 22,067 24,453 -10% 46,685 -53%
Extraordinary items 4,750 6,405 -26% -

Net Profit 26,817 30,858 -13% 46,685 -43%
No of Shares 2,139 1,426 2,139

EPS 12,5 21.6 21.8

Key ratios %

Gross margin 66% 78% -15% 71% -1%
Employee cost to sales 13% 4% 197% 3% 289%
EBITDA margin (%) 36% 57% -37% 57% -38%
EBIT margin (%) 30% 35% -15% 45% -34%
Effective Tax Rate (%) 41% 41% -1% 34% 21%
Net Profit Margin (%) 18% 21% -13% 30% -41%

Source: IISL research, company
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Valuations

We believe that OVL, a 100% subsidiary of ONGC, which has operations in
Sakhalin, Sudan, and Syria, will be the future growth driver for ONGC. OVL’s
production has increased by 25% YoY to 7.95 MTOE for FYO7. ONGC'’s stock is
trading at 9.7x FYO9E EPS of Rs 93.10 and 5.1x EV/EBITDA FYO9E. We remain
positive on the stock considering the valuation discount to domestic and
international peers; our view is also supported by the triggers of significant reserve
accretions, higher gas price realisations, and lower subsidy discounts. We maintain
our “BUY” rating on the stock.
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IISL and other group companies, its directors, associates, employees may have various positions in any of the stocks, securities and financial
instruments dealt in the report or may make sale or purchase or other deals in the securities from time to time or may deal in other securities of

the companies/ organizations described in this report

Certification of Research Analyst
I, Amit Whabi ,hereby certify that: the views expressed in the attached research report accurately reflect my personal views about ONGC and
its securities, and my compensation is not directly or indirectly, related to the specific views or recommendations expressed in the research

report.

Disclaimer Clause

This report has been prepared by the Research Department of IL&FS Investsmart Securities Limited (IISL). E*TRADE Financial Corporation
holds an equity interest in [ISL. E*TRADE and the asterisk logo are registered trademarks of E*TRADE Financial Corporation or its

subsidiaries and are used with permission.

The information and opinions contained herein have been compiled or arrived at based upon information obtained in good faith from sources
believed to be reliable. Such information has not been independently verified and no guarantee, representation or warranty, express or implied
is made as to its accuracy, completeness or correctness. All such information and opinions are subject to change without notice. This report
has been produced independently of any company or companies mentioned herein, and forward looking statements, opinions and
expectations contained herein are entirely those of 1ISL and given as part of its normal research activity and not as a Manager or Underwriter
of any Offering or as an agent of the subject company (the “Company”) or any other person. Accordingly if any such Company should at any
time commence an Offering of securities, any decision to invest in any such Offer or invitation to subscribe for or acquire securities of any such
Company must be based wholly on the information contained in the Final Prospectus issued or to be issued by any such Company in
connection with any such Offer or invitation and not on the contents hereof. This document is for information purposes only and is provided on
an “as is” basis. Descriptions of any company or companies or their securities mentioned herein are not intended to be complete and this
document is not, and should not be construed as an offer, or solicitation of an offer, to buy or sell any securities or other financial instruments.

We are not soliciting any action based on this research report.

IISL, its directors, analysts or employees do not take any responsibility, financial or otherwise, of the losses or the damages sustained due to
the investments made or any action taken on basis of this report, including but not restricted to, fluctuation in the prices of the shares and

bonds, changes in the currency rates, diminution in the NAVSs, reduction in the dividend or income, etc.

This report is not directed to or intended for display, downloading, printing, reproducing or for distribution to or use by any person or entity who
is a citizen or resident or located in any locality, state, country or other jurisdiction where such distribution, publication, reproduction, availability
or use would be contrary to law or regulation or would subject IISL or its affiliates to any registration or licensing requirement within such
jurisdiction. If this report is inadvertently sent or has reached any individual in such country, the same may be ignored and brought to the

attention of the sender. This document may not be reproduced, distributed or published for any purpose without prior written approval of IISL.

Foreign currency denominated securities, if any, wherever mentioned are subject to exchange rate fluctuations which could have an adverse
effect on their value or price, or the income derived from them. In addition, investors in securities such as ADRs or GDRs, the values of which
are influenced by foreign currencies effectively assume currency risk. Certain transactions, including those involving futures, options and high

yield securities give rise to substantial risk and are not suitable for all investors.
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This research report is for the general information and does not take into account the particular investment objectives, financial situation or
needs of any individual customer, and it does not constitute a personalized recommendation of any particular security or investment
strategy. Before acting on any advice or recommendation in this research report, a customer should consider whether it is suitable given the
customer’s particular circumstances and, if necessary, seek professional advice. Certain transactions, including those involving futures,

options, and high yield securities, give rise to substantial risk and are not suitable for all investors.

E*TRADE Capital Markets, LLC, E*TRADE Canada Securities Corporation, E*XTRADE Securities Limited and E*TRADE Securities (Hong
Kong) Limited (together with E*XTRADE Financial Corporation and collectively “E*TRADE”) do not represent or endorse the accuracy or
reliability of any of the information or content of the research report and reliance upon it is at your own risk. E*TRADE expressly disclaims
any and all warranties, express or implied, including without limitation warranties of merchantability and fithess for a particular purpose with
respect to the research report and any information in it. E*TRADE shall not be liable for any direct, indirect, incidental, punitive or

consequential damages of any kind with respect to the research report.

Distribution of this report into the United States is intended to be solely to “major U.S. institutional investors” pursuant to Rule 15a-6 under
the U.S. Securities Exchange Act 1934, as amended. All U.S. persons that receive this report, by their acceptance thereof, represent and
agree that they are a major U.S. institutional investor and understand the risks associated in executing transactions in securities. U.S.
persons wishing to obtain further information or effect transactions in any securities mentioned in the attached report should contact
E*TRADE Capital Markets, LLC, 135 East 57th Street, 14th Floor, New York, NY 10022, Telephone Number- 646-840-8730, Fax - 646-840-
8701.

Research, analysis, charting, reports, estimates, commentary, information, data, views, opinions, news and other content (collectively, the
“Research”) provided to you by E*TRADE Canada Securities Corporation (“E*TRADE Canada”) is for informational purposes only. The
Research provided herein by E*TRADE Canada has been prepared by IISL, but such research has been prepared independently from
E*TRADE Canada and its employees. Accordingly, the Research may not have been, and no representation is made that such Research
has been, prepared in accordance with Canadian disclosure requirements. Neither the Research nor the profiles of the third party research
providers have been endorsed or approved by E*TRADE Canada, and E*TRADE Canada is not responsible for the content thereof or for
any third party products or services. Some Research may contain financial information, but nothing in the Research constitutes a
recommendation by E*TRADE Canada to buy, sell or hold any security discussed therein, and the Research neither is, nor should it be
construed as, an offer or a solicitation of an offer to buy or sell securities by E*TRADE Canada. E*TRADE Canada does not provide
investment advice or recommendations of any kind, nor advice regarding the suitability or profitability of any investment. You are fully
responsible for any investment decisions that you make and any profits or losses that may result. Any opinions, views, advice, services or
other content provided by a third party are solely those of such third party, and E*XTRADE Canada neither endorses nor accepts any liability

in respect thereof.

E*TRADE Securities Limited is a company registered in Scotland No. SC103238 with its principal place of business at 42nd Floor, One
Canada Square, London E14 5AA, United Kingdom. Registered Office: 24 Great King Street, Edinburgh EH3 6QN, United Kingdom.
E*TRADE Securities Limited is a member of the London Stock Exchange and is authorised and regulated by the Financial Services
Authority.

E*TRADE Securities (Hong Kong) Limited is licensed by the Hong Kong Securities & Futures Commission under Central Entity Number:
ACT 764. Registered Office: Suite 2401-12 Two Pacific Place, 88 Queensway, Admiralty, Hong Kong.
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