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HPCL reported EBITDA loss of INR29.4b for 2QFY12 v/s our expectation of an EBITDA of INR12.6b, primarily due to (1)

nil government compensation v/s our estimate of INR32b, (2) GRM of USD1.9/bbl, much lower than our estimate of
USD6.8/bbl, led by the June 2011 duty cut impact on crude inventory, and (3) forex loss of INR10b. The company

reported a net loss of INR33.6b v/s a net profit of INR21b in 2QFY11 and loss of INR30.8b in 1QFY12.

Net under-recovery sharing at 67% in 2QFY12, 44% in 1HFY12; model 4% in FY12

 Of the gross under-recovery of INR47b in 2QFY12, HPCL received INR15.6b from upstream as discounts on crude

purchases. However, the government did not pay any compensation during the quarter. The net subsidy burden was

INR31.2b in 2QFY12.

 For FY12, we model upstream share at 38.7%, government share at ~57% and OMCs' share at 4%. For FY13, we

model OMCs' share at 13%.
June 2011 duty cuts impact GRM

 GRM for the quarter was USD1.9/bbl (v/s our estimate of USD6.8/bbl) as against USD2.7/bbl in 2QFY11 and USD1.1/

bbl in 1QFY12. The lower than expected GRM was led by duty cuts effected by the government in June 2011, which

impacted HPCL's crude inventory.

 We estimate the impact of duty cut on the 2QFY12 reported GRM at ~USD1.2/bbl. Further, the large underperformance

v/s the regional benchmark Reuters Singapore GRM in recent quarters is due to the difference in product slate -

HPCL is a diesel-heavy refiner and cracks of diesel were down QoQ in 2QFY12.

Valuation and view

 We model Brent oil price of USD110/95/90/85/bbl in FY12/FY13/FY14/long-term in our estimates. Similar to earlier

years, government subsidy sharing is likely to be finalized towards the end of the year. In view of the likely ONGC

FPO, we expect the government to spell out a sustainable subsidy-sharing formula.

 To account for lower GRM performance in 2QFY12, we cut our FY12E EPS by 19% to INR30.6. The stock trades at

10.9x FY12E EPS of INR30.6 and 0.9x FY12E BV. Key things to watch (apart from subsidy sharing) are the start of
commercial production at Bhatinda Refinery at full utilization and GRM performance. Valuations are reasonable.

Maintain Buy.
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Reports loss due to nil government sharing, forex loss and lower GRM

 HPCL reported EBITDA loss of INR29.4b for 2QFY12 v/s our expectation of an
EBITDA of INR12.6b, primarily due to (1) nil government compensation v/s our
estimate of INR32b, (2) GRM of USD1.9/bbl, much lower than our estimate of USD6.8/
bbl, led by the June 2011 duty cut impact on crude inventory, and (3) forex loss of
INR10b.

 The company reported a net loss of INR33.6b v/s a net profit of INR21b in 2QFY11
and loss of INR30.8b in 1QFY12.

 Given the ad-hoc subsidy sharing, we believe quarterly financials are not indicative of
the likely full-year performance. We now model OMCs' subsidy sharing at 4% in
FY12 (v/s 8.8% in FY11) and upstream sharing at ~39%. The rest would be borne by
the government.

Other key highlights

 Product inventory adventitious gain in the quarter was INR8.7b v/s gain of INR3b in
2QFY11 and INR2.2b in 1QFY12.

 Refinery throughput stood at 4.2mmt (v/s our estimate of 4.3mmt), up 38% YoY and
5% QoQ. Marketing volumes were 5% lower QoQ at 6.9mmt, led by seasonal factors.

 Gross debt stood at INR312b as at September 2011 v/s INR250b as at March 2011.
Despite sharp rise in debt levels, HPCL's interest cost was largely contained (INR3b
v/s INR2.6b in 1QFY12) due to lower interest rate at ~4.5%.

 HPCL is in the process of commissioning the CDU at its new Bhatinda Refinery and
expects to start commercial production by 4QFY12.

Ad hoc subsidy sharing results in volatile quarterly profits (INR b)

HPCL's subsidy sharing: Net sharing at 44% in 1HFY12, we model 4% in FY12 (INR b)
FY10 FY11 FY12 2QFY12 (%) FY11 1H

1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q 1Q 2Q YoY QoQ FY12

Gross Under recovery 11.6 22.2 29.4 37.2 44.1 24.2 34.3 68.6 95.0 46.9 93 -51 171.2 141.9

Less: Sharing

Upstream Sharing 1.7 7.6 9.6 13.5 14.7 8.1 11.4 32.1 31.7 15.6 93 -51 66.3 47.3

Oil Bonds/Cash 0.0 0.0 19.0 36.7 0.0 28.3 17.5 44.0 32.7 0.0 -100 -100 89.8 32.7

Net Under/(over) recovery 9.9 14.6 0.8 (13.0) 29.4 (12.2) 5.4 (7.5) 30.6 31.2 -357 2 15.1 61.9

As a % of Gross    85.1    65.7      2.8 n m    66.7  nm    15.7  nm     32.2     66.7       8.8     43.6

Source: Company/MOSL
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We model OMC sharing at 6% in FY12, 13% in FY13 (INR b)
FY08 FY09 FY10 FY11 FY12E FY13E

Fx Rate (INR/USD) 40.3 46.0 47.5 45.6 47.0 46.0

Brent (USD/bbl) 82.3 84.8 69.6 86.3 110.0 95.0

Gross Under recoveries (INR b)

Auto Fuels 426 575 144 375 696 256

Domestic Fuels 347 458 316 405 536 420

Total 773 1,033 461 780 1,232 676

Sharing (INR b)

Oil Bonds/Cash 353 713 260 410 697 326

Upstream 257 329 145 303 486 262

OMC's sharing 163 -9 56 67 49 88

Total 773 1,033 461 780 1,232 676

Sharing (%)

Government 46 69 56 53 57 48

Upstream 33 32 31 39 39 39

OMC's sharing 21 -1 12 9 4 13

Total 100 100 100 100 100 100

Source: Company/MOSL

Valuation and view

 We model Brent oil price of USD110/95/90/85/bbl in FY12/FY13/FY14/long-term in
our estimates. Similar to earlier years, government subsidy sharing is likely to be finalized
towards the end of the year. Led by delay in government compensation, we continue
to model higher debt levels (leading to higher interest costs) for the next two quarters
and expect bulk of the government compensation to come in 4QFY12. In view of the
likely ONGC FPO, we expect the government to spell out a sustainable subsidy-
sharing formula.

 To account for lower GRM performance in 2QFY12, we cut our FY12E EPS by 19%
to INR30.6. The stock trades at 10.9x FY12E EPS of INR30.6 and 0.9x FY12E BV.
Key things to watch (apart from subsidy sharing) are the start of commercial production
at Bhatinda Refinery at full utilization and GRM performance. Valuations are reasonable.
Maintain Buy.

HPCL's subsidy sharing: Net sharing at 32.2% in 1QFY12, we model 6% in FY12
FY10 FY11 FY12              2QFY12 (%)

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

Marketing Volumes (mmt)6.8 6.3 6.7 6.5 6.7 6.0 7.1 7.2 7.3 6.9 15 -5

Throughput (mmt)

Mumbai 1.8 1.8 1.5 1.8 1.2 1.5 1.8 2.0 1.8 1.9 21 5

Visakh 2.3 2.2 2.2 2.1 2.1 1.5 2.3 2.4 2.2 2.3 54 6

Total 4.1 4.0 3.7 3.9 3.3 3.0 4.1 4.3 4.0 4.2 38 5

Blended GRM (USD/bbl) 5.7 1.8 (0.3) 3.2 3.7 2.7 5.1 8.6 1.1 1.9 -27 77

Source: Company/MOSL
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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 (6.5mmt)
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.

 Medium to long-term growth would come from its
9mmtpa grassroots refinery being set up in JV (~50%
stake) with Mittal Energy Investments, with an estimated
capex of INR172b.

 Post deregulation and subsidy rationalization, 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 (%)
Sep-11 Jun-11 Sep-10

Promoter 51.1 51.1 51.1

Domestic Inst 28.6 29.1 27.9

Foreign 9.5 9.6 9.0

Others 10.8 10.2 12.1

HPCL: an investment profile

Stock performance (1 year)

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

Forecast Forecast (%)

FY12 30.6 43.7 -30.1

FY13 39.1 49.5 -20.9

Target price and recommendation
Current Target  Upside Reco.

Price (INR) Price (INR)  (%)

337 - - Buy

Key investment risks

 Delays in diesel deregulation and ad-hoc subsidy sharing.
 Non-commensurate increase in retail fuel prices. Oil

price rise leads to under-recoveries for the company,
and ad-hoc nature of subsidy sharing impacts profits.

Recent developments

 The government initiated the process of decontrol of
retail fuel prices, starting with petrol prices. The FPO
of IOCL and ONGC could be key triggers to start the
decontrol process for LPG, kerosene and diesel.

Valuation and view

 The stock trades at 10.9x FY12E EPS of INR30.6 and
0.9x FY12E BV.

 Valuations are reasonable. Maintain Buy.

Sector view

 We expect refining margins to remain range-bound
amidst mixed trends in the global economy and the
supply-side situation. However, the ceiling will be capped
in the near term, due to new capacities coming online
in FY12 and FY13. We expect the demand-supply gap
to correct only through refinery closure of simple
refiners and continuous pick-up in global demand.
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Financials and Valuation
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