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3QFY13 Results Update | Sector: Oil & Gas

Financials & Valuation (INR b)
Y/E March 2013E 2014E 2015E

Sa les 2,007 2,143 2,148

EBITDA 17 39 40

Adj. PAT 6 9 10

Adj. EPS (INR) 17.1 27.6 30.5

EPS Gr.  (%) -36.5 61.8 10.4

BV/Sh.(INR) 399 418 440

RoE (%) 4.3 6.8 7.1

RoCE (%) 5.5 6.5 7.1

Payout (%) 30.1 31.8 28.8

Valuation

P/E (x) 19.1 11.8 10.7

P/BV (x) 0.8 0.8 0.7

EV/EBITDA (x) 22.6 8.4 7.2

Div. Yield (%) 1.3 2.3 2.3

 PAT higher than expected: HPCL posted a PAT of INR1.5b for 3QFY13 (we had

estimated a loss of INR2.3b) as against INR27.3b in 3QFY12 and INR23.3b in

2QFY13. Given the ad-hoc subsidy sharing, we believe quarterly financials

are not indicative of the likely full-year performance.

 EBITDA in-line: EBITDA at INR3.9b was in line with our estimate, led by (a)

net over-recoveries of INR1.9b, and (b) adventitious gain (on products) of

INR0.7b, which were equally offset by (a) lower GRM of USD1.9/bbl (v/s our

estimate of INR4.1/bbl), and (b) forex loss (~INR1b).

 9MFY13 PAT negative despite government subsidy: Upstream companies

compensated HPCL INR100b in 9MFY13 and the government has already

provided a support of INR122b. However, this compensation was inadequate

and resulted in INR67.7b loss for HPCL in 9MFY13. As in previous years, we

model that major portion of the government subsidy would be received in

4Q. For FY13, similar to FY12, we model subsidy sharing of 60% by the

government, 40% by upstream, and nil by OMCs.

Valuation and view
 Our positive stance on the stock is driven by the recently announced diesel

reforms, following which gross under-recoveries are likely to reduce by 50%

by FY15. For OMCs, in the initial period of reforms, stock performance will

largely be led by re-rating. The earnings benefit will be limited, as we already

assume nil subsidy sharing in FY14.

 We model monthly hike of INR0.45/liter in diesel price and expect OMCs to

be fully compensated by upstream (40% share) and the government (60%

share) for the under-recoveries on controlled products. The stock trades at

11.8x FY14E EPS of INR27.6 and 0.8x FY14E BV. Buy.

, *Note: FY13 other income includes subsidy receivable from ONGC
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Government compensation in 3QFY13 leads to over-recovery
 Of the gross under-recovery of INR87b in 3QFY13, HPCL received INR33.4b (~38%)

from upstream and INR55.4b from the government, resulting in net over-recoveries

of INR1.9b.

 Model nil subsidy sharing for OMCs in FY13: We model nil subsidy sharing for

OMCs, 40% upstream share and the rest being borne by the government. With

high interest cost and crude prices, we believe it would be difficult for OMCs to

share any under-recovery. However, with the recently announced diesel reforms,

we expect the situation to improve for OMCs in the next two years. We estimate

5% subsidy sharing for FY15 while assuming nil sharing for FY14.

HPCL: 9MFY13 subsidy burden at 19.7%; expect nil for full year (INR b)
FY12 FY13 3QFY13 (%) FY08 FY09 FY10 FY11 FY12 9MFY13 FY13E

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

Gross Under recovery 95.0 46.9 71.3 91.2 106.8 83.4 86.9 21.9 4.1 162.5 213.1 100.4 171.2 304.3 277.1 363.6

Less: Sharing

Upstream Sharing 31.7 15.6 33.5 40.0 33.6 33.5 33.4 (0.4) (0.3) 54.1 66.2 32.5 66.3 120.8 100.4 145.6

Oil Bonds/Cash 32.7 0.0 65.8 84.9 0.0 66.7 55.4 (15.9) (16.9) 77.0 146.9 55.6 89.8 183.4 122.0 218.0

Net Under/(over) recov. 30.6 31.2 (28.1) (33.7) 73.2 (16.7) (1.9) (93.3) (88.7) 31.3 (0.0) 12.3 15.1 0.1 54.6 0.0

As a % of Gross 32.2 66.7 nm nm 68.6 (20.0) (2.2) 19.3 nm 12.2 8.8 0.0 19.7 0.0

Source: Company, MOSL

Operational highlights
 3QFY13 GRM stood at USD1.9/bbl as against USD4.8/bbl in 3QFY12 and USD4.4/bbl

in 2QFY13.

 Product inventory adventitious gain stood at INR0.7b (v/s gain of INR2.5b in 3QFY12

and loss of INR2.5b in 2QFY13).

 Refinery throughput stood at 4.2mmt, up 3% YoY and up 16% QoQ (throughput

was impacted in 2QFY13 by partial shutdown of CDU unit at Vizag refinery).

 Marketing volumes at 7.7mmt were up 3% YoY and 8% QoQ due to seasonal factors.

HPCL: 3QFY13 operational highlights

FY12 FY13 3QFY13 (%)

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

Marketing Volumes (mmt) 7.3 6.9 7.5 7.7 7.7 7.2 7.7 2.5 7.7

Throughput (mmt)

Mumbai 1.8 1.9 1.8 2.1 1.6 2.1 2.0 10.9 (3.8)

Visakh 2.2 2.3 2.2 1.9 2.0 1.5 2.2 (1.8) 43.1

Total 4.0 4.2 4.1 4.0 3.6 3.7 4.2 3.9 15.9

Reported GRM (USD/bbl) 1.1 1.9 4.8 3.7 (2.1) 4.4 1.9 (60.1) (56.0)

Source: Company, MOSL

Ad-hoc subsidy sharing resulting in volatile quarterly profits HPCL: 3QFY13 GRM at USD1.9/bbl (USD/bbl)

(INR b)
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We model OMCs' share at nil in FY13/FY14 and 5% in FY15 (INR b)
FY08 FY09 FY10 FY11 FY12 FY13E FY14E FY15E

Fx Rate (INR/USD) 40.3 46.0 47.5 45.6 47.9 54.4 53.0 53.0

Brent (USD/bbl) 82 85 70 86 114 111 110 110

Product Sales (mmt) 76 83 91 96 100 105 104 109

Gross Under recoveries (INR b)

Petrol 73 52 52 27 0 0 0 0

Diese l 353 523 93 348 819 915 443 153

Kerosene 191 282 174 200 278 305 280 269

LPG 156 176 143 205 284 415 387 443

Total 773 1,033 461 780 1,385 1,634 1,110 864

Gross Under recoveries Sharing (INR b)

Government 353 713 260 410 829 981 555 302

Upstream 257 329 145 303 552 654 555 518

OMC's 163 (9) 56 67 0 0 0 43

Total 773 1,033 461 780 1,385 1,634 1,110 864

Gross Under recoveries Sharing (%)

Government 46 69 56 53 60 60 50 35

Upstream 33 32 31 39 40 40 50 60

SA Refiners 0 0 0 0 0 0 0 0

OMC's 21 (1) 12 9 0 0 0 5

Total 100 100 100 100 100 100 100 100

Source: Company/MOSL

Other key highlights
 Delayed subsidy receipt results in higher interest expenses: Interest expenses at

INR6.1b were significantly higher than our estimate of INR3.9b due to increased

debt during the period October - December 2012, as subsidy from the government

was received in January 2013. Increase in interest expenses was negated by higher

other income at INR8.7b (v/s our estimate of INR2.8b).

 GRM at USD1.9/bbl in 3QFY13; shift to export parity seems difficult: Reported

GRM stood at USD1.9/bbl compared to USD4.8/bbl in 3QFY12 and USD4.4/bbl in

2QFY13. Given the difficult GRM scenario, we believe it will be difficult for the

government to change the petroleum pricing methodology from trade parity to

export parity for refinery transfer price. Our analysis indicates an impact of ~USD2/

bbl on the GRM for simple refiners.

 Gross debt stood at ~INR350b as at the end of December 2012.

Valuation and view
 Yet again, HPCL's quarterly numbers were driven by ad-hoc government

compensation and upstream discounts. Similar to previous years, full-year

profitability will be determined by the final subsidy sharing, typically decided in

the last quarter of the financial year. Our positive stance on the stock is driven by

the recently announced diesel reforms, following which gross under-recoveries

should reduce by 50% by FY15. For OMCs, in the initial period of reforms, stock

performance will largely be led by re-rating. The earnings benefit will be limited,

as we already assume nil subsidy sharing in FY14.
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HPCL trades at significantly below its historical average P/B

 We model Brent oil price of USD110/bbl in FY13/FY14/FY15. We model monthly

hike of INR0.45/liter in diesel price in our estimates. We expect OMCs to be fully

compensated by upstream (40% share) and the government (60% share) for the

under-recoveries on controlled products.

 Key events to watch (apart from subsidy sharing): (a) start of commercial

production at Bhatinda refinery at full utilization levels, and (b) GRM performance.

 The stock trades at 11.8x FY14E EPS of INR27.6 and 0.8x FY14E BV. Maintain Buy.
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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 14.8mmt of refining capacity, split across Mumbai

(6.5mmt) and Vishakapatnam (8.3mmt). It has a crude and

product pipeline network of ~2,100km and sells ~30mmt

of petroleum products. HPCL also holds 16.9% stake in

MRPL, a standalone refiner, which it has 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
 Diesel reforms to lead to significant cut in under-

recoveries: The recently announced diesel reforms

- (a) increasing diesel prices by INR0.40-0.50/liter

every month, and (b) market pricing for bulk buyers

- would lead to a significant cut in under-recoveries

(50% reduction in under-recoveries in FY15 as

compared to FY13).

 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 setup in JV (~50%

stake) with Mittal Energy Investments, with an

estimated capex of INR172b.

 Post de-regulation 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 (%)
Dec-12 Sep-12 Dec-11

Promoter 51.1 51.1 51.1

Domestic Inst 24.8 27.0 27.6

Foreign 7.6 6.5 8.8

Others 16.5 15.4 12.6

HPCL: an investment profile

Stock performance (1 year)

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

Forecast Forecast (%)

FY13 17.1 19.2 -11.0

FY14 27.6 30.2 -8.4

Target price and recommendation
Current Target  Upside Reco.

Price (INR) Price (INR)  (%)

327 - - Buy

Key investment risks
 Delays in the diesel deregulation and ad-hoc subsidy

sharing.

 Non-commensurate increase in retail fuel prices, as

oil price rise leads to under-recoveries for the

company, and ad-hoc nature of subsidy sharing

impacts profits.

Recent developments
 The government announced diesel reforms to cut

under-recoveries. If executed in a timely manner,

this could lead to a significant reduction in under-

recoveries.

Valuation and view
 The stock trades at 11.8x FY14E EPS of INR27.6 and

0.8x FY14E BV. Buy.

Sector view
 The global economic environment (particularly

Europe) will continue to weigh heavily on refining

margins. While the economic outlook continues to

be uncertain, we expect GRMs to remain range-

bound. However, the ceiling will be capped in the

near term due to new capacities coming online in

FY13 and FY14. We expect the demand-supply gap to

correct only through closure of simple refiners'

refineries and continuous pick-up in global demand.
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