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GAIL (India) Limited

Commodity price recovery to drive earnings

Oil & Gas Sharekhan code: GAIL Company Update

Summary

¢ Recent sharp rally in oil price has improved the earnings outlook for GAILs
downstream segments — petchem and LPG-LHC. Higher oil/stable spot LNG price of
$6-7/mmbtu to improve competitiveness of GAIL's US LNG contracts and drive strong
earning growth (expect a 29% PAT CAGR over FY21E-FY23E).

¢ Higher petchem plant utilisation (already at 106%) and commissioning of pipeline
infrastructure projects (Urja Ganga and Barauni-Guwahati) to drive sustainable
growth for gas transmission/marketing volume.

¢  Potentialinclusion of gas under GST and likely value unlocking from monetization of
gas pipeline assets would be key re-rating catalyst for GAIL in FY2022.

¢ GAIL is trading at an attractive valuation of 6.5x its FY2023E EV/EBITDA (27%
discount to historical average EV/EBITDA multiple) and offers healthy dividend yield
of “5%. Hence, we maintain our Buy rating on GAIL with a revised PT of Rs. 175.

The recent sharp recovery in Brent crude oil price to “$68-70/bbl has considerably
improved the earnings visibility for GAIL’'s downstream businesses (petrochemical
and LPG-LHC segments, both combined accounted for 37% of overall EBITDA in
Q3FY2021). International HDPE price has improved sharply and is hovering at ~$1,150/
tonne currently as compared to $1,011/mt in Q3FY2021. GAIL’s petrochemical plant is
running at full utilisation (106% in Q3FY2021). Furthermore, Asian spot LNG price has
remained at elevated level of $18.5/$12.7 per mmbtu in January/February 2021 and is
still at a comfortable level of $6-7/mmbtu, which bodes well for turnaround of GAIL’s
gas trading business and gives confidence with respect to normalisation of EBITDA to
Rs. 2,200 crore-2,500 crore from gas trading over FY2022E-FY2023E. The company’s
gas transmission business is on firm footing, as commissioning of new pipelines, ramp-
up of domestic gas production, and favourable regulatory environment (unified tariff
and target to increase share of gas to 15% by 2030) would drive sustained volume-led
earnings growth from the segment. Additionally, potential inclusion of natural gas under
GST regime could substantially improve gas consumption in India and could act as a
key trigger for volume growth across GAIL’s gas transmission and marketing segments.
We have increased our FY2022-FY2023 earnings estimates to factor in higher EBITDA
from the petchem business and expect GAIL's EBITDA/PAT to post a strong 30%/29%
CAGR over FY2021E-FY2023E. GAIL's valuation of 6.5x its FY2023E EV/EBITDA (27%
discount to historical average one-year forward EV/EBITDA multiple of 9x) seems
attractive, given expectation of strong earnings revival, potential value unlocking from
monetisation of gas pipeline assets, and dividend yield of ¥“5%. Hence, we maintain our
Buy rating on GAIL with a revised PT of Rs. 175 (reflects higher value for the petchem
segment and increased value of listed investments).

Our Call

Valuation — Maintain Buy on GAIL with a revised PT of Rs. 175: GAIL’s stock price has
run up sharply by 64% in the past six months, led by improving earnings outlook and
favourable regulations (unified gas pipeline tariff). Despite the recent run up, GAILs
valuation of 6.5x its FY2023E EV/EBITDA is attractive, and we expect the company to be
the key beneficiary of the government’s aim to increase the share of gas in India’s energy
mix, as the same provides sustainable volume growth opportunity for its gas pipeline and
trading business. Additionally, potential value unlocking from monetisation of gas pipeline
assets would act as a key re-rating catalyst for GAIL. Hence, we maintain our Buy rating on
GAIL with a revised PT of Rs. 175 (higher valuation for the petchem business and increased
value of listed investments).

Key Risks
Lower-than-expected gas transmission and marketing volumes amid COVID-19 demand

slowdown. A sharp decline in LNG price and international oil prices could impact
profitability of gas trading, petrochemical, and LPG-LHC segments.

Valuation (Standalone) Rs cr
Particulars | __FY19] __FY20 _ FY21E| _FY22E| _FY23E]
Revenue 75,126 71,871 60,698 81,065 85,677
OPM (%) 127 1.6 10.2 121 12.2
Adjusted PAT 6,352 6,519 4,237 6,715 7,026
% YoY growth 384 26 -35.0 58.5 4.6
Adjusted EPS (Rs) 14.1 14.5 9.4 14.9 15.6
P/E (x) 10.6 10.3 15.9 10.0 9.6
P/B (x) 1.5 1.5 1.4 1.3 1.2
EV/EBITDA (x) 7.0 8.6 1.4 7.0 6.5
RoNW (%) 15.0 14.8 9.4 13.9 13.4
RoCE (%) 187 141 9.9 14.9 14.8

Source: Company; Sharekhan estimates
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Sustained improvement in profitability of the petchem segment could drive consensus earnings upgrade

GAIL's petrochemical segment witnessed sharp recovery, with EBITDA at Rs. 795 crore in 9MFY2021 versus
only Rs. 20 crore in 9MFY2020. The remarkable turnaround was led by strong improvement in HDPE price
and higher capacity utilisation (which led to better absorption of fixed cost) despite EBITDA loss of Rs. 43 crore
in QIFY2021. We believe most of the triggers for turnaround in petchem profitability are sustainable as global
economic recovery bodes well for better petrochemical prices. International HDPE price at “$1,150/tonne
currently (versus $1,011/mt in Q3FY2021) and full capacity utilisation would result in sharp improvement in
petchem EBITDA to Rs. 1,200 crore-1,300 crore in FY2021E-FY2023E versus only Rs. 205 crore in FY2020.
We believe sustained high oil price in CY2021 would mean better HDPE realisation and could result into
consensus earnings upgrade for GAIL.
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Gas transmission and marketing volume could grow strongly led by infrastructure development and
regulatory tailwinds

GAIL is expected to commission major pipelines such as Urja Ganga and Barauni-Guwahati over FY2022E-
FY2023E and would get connectivity to fertiliser plants, refineries, and city gas distributors areas across the
pipeline. Also, potential inclusion of natural gas under GST regime and government focus to increase share
of gas to 15% by 2030 in India overall energy mix could substantially improve gas consumption in India and
act as a key trigger for volume growth across GAILs gas transmission and marketing segments.

Management has guided for gas volume of 11 mmscmd from Urja Ganga pipeline, which would not only
improve gas transmission volume but allay concerns with regards to marketing of US LNG. Further, the
recent recovery in crude price would improve competitiveness of GAIL's US LNG contracts and would make it
profitable above $60/bbl of oil price.
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GAIL gas pipeline project over FY2022E-FY2023E completion schedule

Pipeline project Estimated date of commissioning
KOCHI-KOOTTANAD-BANGALORE-MANGALORE PIPELINE PHASE-II Feb-22
BARAUNI-GUWAHATI PIPELINE Dec-21
BARAUNI-GUWAHATI PIPELINE Dec-21
SRIKAKULAM ANGUL PIPELINE PROJECT Jul-22
SRIKAKULAM ANGUL PIPELINE PROJECT Jun-21
SRIKAKULAM ANGUL PIPELINE PROJECT Mar-21
SRIKAKULAM ANGUL PIPELINE PROJECT Dec-21
SRIKAKULAM ANGUL PIPELINE PROJECT Dec-21
SRIKAKULAM ANGUL PIPELINE PROJECT Nov-22
SRIKAKULAM ANGUL PIPELINE PROJECT May-21
SRIKAKULAM ANGUL PIPELINE PROJECT Apr-21
Source: Company; Industry Sources; Sharekhan Research
Gas transmission volume to grow steadily Gas marketing volumes are set for strong growth
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Spot LNG price of $18.5/$12.7 per mmbtu in Jan/Feb 2021 to result in strong gas trading performance
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Impact analysis of rising oil price on GAIL's US LNG contracts — Become profitable at <$60/bbl
Oil price ($/bbl) 40 50 60 70 80
Henry Hub gas price ($/mmbtu) 2.5 3.0 3.5 4.0 45
Indexation 15% 15% 115% 115% 115%
Price ($/mmbtu) 2.9 3.5 4.0 4.6 5.2
Capacity charge ($/mmbtu) 3 3 g 3 3
Swapping of gas 50% 50% 50% 50% 50%
Transportation cost ($/mmbtu) 0.5 0.5 0.5 0.5 0.5
Landed price in Asia ($/mmbtu) 6.4 7.0 75 81 87
Spot LNG price slope to oil price 13% 13% 13% 13% 13%
Spot LNG price 5.2 6.5 7.8 91 10.4
Trading profit/(Loss) on US LNG contracts -1.2 -0.4 0.3 1.0 17

versus spot LNG price ($/mmbtu)
Source: Sharekhan Research
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Sustainable gas transmission volume growth
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Gas pipeline tariff to remain stable
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Gas marketing volume to post 6% CAGR over FY21-FY23 Petchem utilisation and profitability to improve
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Outlook and Valuation
B Sector view - Ramp-up of infrastructure and low gas prices to boost gas transmission volumes

We expect strong gas transmission volumes for gas utilities to be supported by robust gas demand outlook led
by: 1) higher demand from the power, CGD, and fertiliser sectors; 2) regulatory push to switch to gas from polluting
industrial/auto fuels; and 3) low domestic gas prices. Moreover, share of gas in India’s overall energy mix is only
at 6.3% as compared to the global average of 24.2%. The government’s target to increase the share of gas to 15%
by 2025 would drive robust gas consumption. Thus, we expect sustainable mid-single digit growth in India’s gas
demand for the next 4-5 years.

B Company outlook - Volume revival to aid earnings recovery

GAILs gas transmission volumes have recovered close to pre-COVID-19 levels and are currently above FY2020
level of 108 mmscmd. The sharp recovery in volumes, >100% utilisation of petchem plants, lower domestic gas
price, and improvement in petchem prices would drive earnings revival for GAIL over the next few quarters. Low
gas price and regulatory support would mean sustainable 5%-6% volume growth for the gas transmission and
trading business over the medium to long term.

B Valuation - Maintain Buy on GAIL with a revised PT of Rs. 175

GAILs stock price has run up sharply by 64% in the past six months, led by improving earnings outlook and
favourable regulations (unified gas pipeline tariff). Despite the recent run up, GAIL's valuation of 6.5x its FY2023E
EV/EBITDA is attractive, and we expect the company to be the key beneficiary of the government’s aim to increase
the share of gas in India’s energy mix, as the same provides sustainable volume growth opportunity for its gas
pipeline and trading business. Additionally, potential value unlocking from monetisation of gas pipeline assets
would act as a key re-rating catalyst for GAIL. Hence, we maintain our Buy rating on GAIL with a revised PT of Rs.
175 (higher valuation for the petchem business and increased value of listed investments).
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About company

GAIL is a dominant domestic gas utility company primarily engaged in gas transmission and marketing
businesses. The company owns “10,900 km of gas pipelines and holds a “78% market share in India’s natural
gas transmission business. GAIL also owns and operates gas-based petrochemical plants with a capacity
of 880 ktpa and LPG-LHC production facilities. The company also holds a substantial interest in city gas
distribution (CGD) business with stakes in CGD companies or through subsidiaries. GAIL also owns LNG import
terminals.

Investment theme

Strong gas demand supported by favourable regulatory environment and improving gas supplies (through
upcoming LNG terminals and higher domestic gas production) bode well for improvement in GAILs gas
transmission volumes in the next 2-3 years. Moreover, stabilisation of petrochemical capacity would help in
higher production and the benefit of better realisation (supported by stable-to-rising oil prices) bodes well for
an earnings revival in the segment. Potential inclusion of natural gas under GST and likely monetisattion of
gas pipeline assets are key catalyst for GAIL in FY2022.

Key Risks
¢ Lower-than-expected gas transmission and marketing volumes amid COVID-19 demand slowdown.

¢+ A sharp decline in oil prices could impact petrochemical and LPG-LHC realisation and profitability of the
segments.

Additional Data

Key management personnel

Manoj Jain Chairman and MD
AK. Tiwari Director (Finance)
E.S. Ranganathan Director (Marketing)

Source: Company Website

Top 10 shareholders

Sr. No. Holder Name Holding (%)
1 ICICI Prudential Asset Management 33
2 HDFC Asset Management Company Ltd 2.5
3 Vanguard Group Inc/The 1.3
4 Franklin Resources Inc 1.2
5 SBI Funds Management Pvt Ltd 11
6 BlackRock Inc 1.0
7 Norges Bank 0.8
8 Dimensional Fund Advisors LP 0.6
9 FMR LLC 0.5
10 UTI Asset Management Company Ltd 0.5

Source: Bloomberg

Sharekhan Limited, its analyst or dependant(s) of the analyst might be holding or having a position in the companies mentioned in the article.
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Understanding the Sharekhan 3R Matrix

Right Sector
Positive

Neutral

Negative

Right Quality

Positive

Neutral

Negative

Right Valuation
Positive

Neutral

Negative

Source: Sharekhan Research

Strong industry fundamentals (favorable demand-supply scenario, consistent
industry growth), increasing investments, higher entry barrier, and favorable
government policies

Stagnancy in the industry growth due to macro factors and lower incremental
investments by Government/private companies

Unable to recover from low in the stable economic environment, adverse
government policies affecting the business fundamentals and global challenges
(currency headwinds and unfavorable policies implemented by global industrial
institutions) and any significant increase in commodity prices affecting profitability.

Sector leader, Strong management bandwidth, Strong financial track-record,
Healthy Balance sheet/cash flows, differentiated product/service portfolio and
Good corporate governance.

Macro slowdown affecting near term growth profile, Untoward events such as
natural calamities resulting in near term uncertainty, Company specific events
such as factory shutdown, lack of positive triggers/events in near term, raw
material price movement turning unfavourable

Weakening growth trend led by led by external/internal factors, reshuffling of
key management personal, questionable corporate governance, high commodity
prices/weak realisation environment resulting in margin pressure and detoriating
balance sheet

Strong earnings growth expectation and improving return ratios but valuations
are trading at discount to industry leaders/historical average multiples, Expansion
in valuation multiple due to expected outperformance amongst its peers and
Industry up-cycle with conducive business environment.

Trading at par to historical valuations and having limited scope of expansion in
valuation multiples.

Trading at premium valuations but earnings outlook are weak; Emergence of
roadblocks such as corporate governance issue, adverse government policies
and bleak global macro environment etc warranting for lower than historical
valuation multiple.
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