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Castrol India Ltd

Subdued Q1; efforts to diversify revenue stream a right step

Lubricants Sharekhan code: CASTROLIND
Reco/View: Buy o CMP: Rs. 115 Price Target: Rs. 140 o
N Upgrade € Maintain ' Downgrade

Summary

* QICY23 PAT of Rs. 203 crore (down 11.3% y-o-y; up 4.7% g-o-q) was 12% below our estimate due
to miss in margin, lower other income and higher tax rate while volume were inline.

¢ Lubricant sales volume of 55 million litres (down 6.8% y-o-y; up 14.6% q-o0-q) was broadly in-line
our estimate but EBITDA margin of Rs. 53.6/litre was below our expectations due to a sharp rise
in opex while gross margins remained stable g-o-q.

¢ The management maintained its guidance of growing at a few percentage points above lube
industry growth outlook of ¥3-5% and maintain EBITDA margins in the range of 23-25%. The
focus is to grow in India’s automotive aftermarket and thus building eco system, which would get
support from recent investment in Ki Mobility Solutions.

¢ We maintain Buy on Castrol India with an unchanged PT of Rs. 140 given inexpensive valuation of
12.5x/11.2 CY23E/CY24E EPS, healthy dividend yield of ¥5-6% and strong cash position.

Castrol India Limited’s (Castrol’s) Q1CY23 operating profit of Rs. 295 crore (down 7% y-o-y; up 18%
q-0-q) was 5% below our estimate of Rs. 309 crore due to lower-than-expected per unit EBITDA
margin of Rs. 53.6/litre (flat y-o-y; up 2.7% q-o-q) while lubricant sales volume of 55 million litres
(down 6.8% y-o-y; up 14.6% q-o-q) was broadly in-line with our estimate. Miss in margins was
primarily due to higher-than-expected operating expenses (employee cost/other expenses up
sharply by 7%/13% q-o-q), while per unit gross margin of Rs. 111/lite (flat g-o-q) was in-line despite
lower blended realisation of Rs. 235/litre (down 4% q-o-q). PAT at Rs. 203 crore (down 11.3% y-o-y;
up 4.7% q-o-q) was 12% below our estimate due to miss in margin, lower-than-expected other
income and a higher tax rate of 29.8% (versus assumption of 25.2%).

Key positives

+ Sequential recovery in lubricant sales volume at 55 million litres, up 14.6% g-o-q.

+ Stable per unit gross margin of Rs. 110/litre (flat g-o-q) despite sequential decline in blended
realisation.

Key negatives

* A 4% miss in EBITDA margin at Rs. 53.6/litre due to higher opex.

Management Commentary

+ The management aimsto grow a couple of percentage more than the India domestic lubes industry
growth outlook of 3-5%. Lubricant demand from passenger cars would continue to grow strongly
given low car penetration in India.

+ Auto service & maintenance workshops would gain momentum from investment in Ki Mobility. Plan
for national launch of auto care in this quarter from the pilot stage earlier.

+ Base oil price has moderated to $900-950/tonne versus $1000-1100/tonne in Q1CY23 as
availability has improved both globally and domestically.

+ Market share — Castrol gained market share in the passenger car category while the two—-wheeler
category remained soft. It maintained market share in CV/agriculture category.

+ The company further expanded its service & maintenance network in Q1CY23 with 300 Castrol
Auto Service (CAS) centers in 100+ cities across India and 5000+ Castrol Bike Points.

Revision in estimates — We have fine-tuned our CY23-24 earnings estimate as we adjust our volume
expectation given inflationary pressures.

Our Call

Valuation — Maintain Buy on Castrol with an unchanged PT of Rs. 140: Castrol’s alliance with the
Jio-BP retail network provides long-term volume growth opportunity and scope for market share gain
while focus to diversify revenue stream (auto services) is also a step in the right direction. Moreover,
parent BP’s focus on EV batteries could provide Castrol India an edge (in supply of EV fluids) in India’s
transition towards EVs. Valuation of 12.5x/11.2x CY23E/CY24E EPS is attractive and is at a significant
discount of 50% to its historical average one-year forward P/E multiple of 25x and the stock offers a
decent dividend yield of ¥5-6% while the balance sheet is robust with a cash position of Rs. 1,218 crore
(11% of current market capitalisation) as on December 31, 2022. Hence, we maintain a Buy rating on
Castrol with an unchanged PT of Rs. 140.

Key Risks

An economic slowdown could lead to lower-than-expected lubricant volumes, whereas a sharp rise in
base oil prices could impact margins.

Valuation Rs cr
Revenue 4192 4774 5,187 5,493
OPM (%) 25.4 233 233 22.8
Adjusted PAT 758 815 907 1,01
% YoY growth 26.4 7.5 1.2 1.5
Adjusted EPS (Rs) 77 8.2 9.2 10.2
P/E (x) 15.0 13.9 12.5 1.2
P/B (x) 6.9 6.0 5.5 5.0
EV/EBITDA (x) 9.4 9.1 7.9 7.8
RoNW (%) 49.6 46.2 459 46.8
RoCE (%) 67.0 61.2 56.7 60.2

Source: Company; Sharekhan estimates
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Weak Q1; earnings miss estimate on lower margin & high tax rate

Q1CY23 operating profit of Rs. 295 crore (down 7% y-o0-y; up 18% g-o-q) was 5% below our estimate of Rs.
309 crore due to lower-than-expected per unit EBITDA margin of Rs. 53.6/litre (flat y-o-y; up 2.7% g-o-q) while
lubricant sales volume of 55 million litres (down 6.8% y-o-y; up 14.6% g-o-q) was broadly in-line with our
estimate. Miss in margins was primarily due to higher-than-expected operating expenses (employee cost/
other expenses up sharply by 7%/13% g-0-q), while per unit gross margin of Rs. 111/lite (flat g-o-q) was in-line
despite lower blended realisation of Rs. 235/litre (down 4% g-o0-q). PAT at Rs. 203 crore (down 11.3% y-0-y;
up 4.7% g-o-q) was 12% below our estimate due to miss in margin, lower-than-expected other income and a
higher tax rate of 29.8% (versus assumption of 25.2%).

Q1CY2023 earnings conference call highlights

*

Outlook/Guidance: Company maintained its guidance that the lubricant business will grow a few
percentages point above the industry’s growth rate of 3-5% over the next 3-5 years and EBITDA margin
will be at 23-26%. The company will focus on investing in its brand identity, increasing its service centres
and workshops and on cost efficiency. Management did not give growth projections of it new initiatives.

Market Share: In the last year the company grew in mid to high double-digits/ single digit in its passenger
vehicle/two-wheeler segments respectively whereas there was pressure in the growth of its commercial
vehicles segment. Over the last few months, the company has been able to increase/maintain its market
share in passenger vehicle/commercial vehicle segments while there has been some decline in the market
share in the two-wheeler segment.

Brand Relook: On 28 February, Castrol unveiled its refreshed brand identity globally, including an updated
look and feel. The brand refresh is aimed at better reflecting its unique positioning in the market and the
opportunities it sees in meeting the changing needs of customers. Company collaborated with JioCinema,
for streaming the 2023 TATA Indian Premier League, as an associate sponsor and the partnership is aimed
to engage with cricket fans across India and leverage the platform to showcase Castrol’s refreshed brand
identity.

Auto service and maintenance network: The company further expanded its auto service and maintenance
network to over 300 Castrol Auto Service (CAS) centres and over 5000 Castrol Bike Points across India.

Others: 1) Base oil prices were $1000-1100/tonne in Q4CY22 and are now hovering in the range of $900-
950. 2) Around 10-11% of revenues come from synthetic products requiring higher quality base oil. 3)
Additive costs have risen from Rs. 100 in early 2021to Rs. 150-160 now.
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Results Rs cr
Particulars Q1CY23 Q1CY22 YoY (%) Q4CY22 QoQ (%)
Revenue 1293.9 1235.7 47 1176.0 10.0
Total Expenditure 998.9 918.5 8.7 925.4 79
Operating profit 295.0 317.2 -7.0 250.6 177
Other Income 17.6 15.0 17.2 19.6 -10.3
Interest 17 07 129.2 1.6 51
Depreciation 227 20.2 124 20.8 9.2
PBT 288.3 311.3 -74 247.9 16.3
PBT 288.3 31.3 -7.4 2479 16.3
Tax 85.8 829 35 54.6 57.2
Reported PAT 202.5 228.4 -1.3 193.3 47
Equity Cap (cr) 98.9 98.9 98.9

Reported EPS (Rs.) 2.0 23 -1.3 2.0 47
EPS 2.0 2.3 -1.3 2.0 47
Margins (%) BPS BPS
OPM 22.8 257 -287 21.3 149
Effective tax rate 29.8 26.6 312 220 774
NPM 15.7 18.5 -283 16.4 -79

Source: Company; Sharekhan Research

Key operating performance

Particulars Q1CY23 Q1CY22 YoY (%) Q4CY22 QoQ (%)
Volume (million litres) 55.0 59.0 -6.8 48.0 14.6
Realisation (Rs. /litre) 235 2094 12.3 245.0 -4.0
Gross margin (Rs. /litre) 110.7 1051 5.3 110.9 -01
EBITDA margin (Rs. /litre) 53.6 53.8 -0.2 52.2 27

Source: Company; Sharekhan Research
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Outlook and Valuation

B Sector Outlook — Lubricant demand to grow in low to mid-single digits; volatile base oil price a concern

Lubricant demand is expected to grow at low to low-single digits in the next couple of years led by higher
demand from personal mobility space and rival in demand from CVs on account of overall recovery in the
Indian economy. We believe that large players like Castrol would continue to gain market share given
premium products. However, volatile base oil prices are a cause of concern for margins and thus we believe
that lubricant makers would continue with proactive pricing actions.

B Company Outlook — Volume recovery and resilient margin to drive decent growth

Strong demand from personal mobility and a potential revival in the CV and industrial segments would help
boost Castrol's lubricant sales volumes over CY2023E-CY2024E, while margins are expected to remain
healthy led by better realisations and operating leverage. Hence, we expect Castrol’'s revenue and PAT to
register a 7% and 11% CAGR over CY2022-CY2024E, while RoE would remain strong at 47%.

B Valuation — Maintain Buy on Castrol with an unchanged PT of Rs. 140

Castrol’s alliance with the Jio-BP retail network provides long-term volume growth opportunity and scope
for market share gain while focus to diversify revenue stream (auto services) is also a step in the right
direction. Moreover, parent BP’s focus on EV batteries could provide Castrol India an edge (in supply of EV
fluids) in India’s transition towards EVs. Valuation of 12.5x/11.2x CY23E/CY24E EPS is attractive and is at a
significant discount of 50% to its historical average one-year forward P/E multiple of 25x and the stock offers
a decent dividend yield of V5% while the balance sheet is robust with a cash position of Rs. 1,218 crore (11% of

current market capitalisation) as on December 31, 2022. Hence, we maintain a Buy rating on Castrol with an
unchanged PT of Rs. 140.
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About company

Castrol, a 51% subsidiary of BP Plc, is the largest private sector lubricant player in India. The company caters
to the automotive, industrial, and marine and energy segments. The company derives 40-45% of its volume
from personal mobility, industrial segment contributed 12% to volumes, while remaining comes from CVO
and heavy-duty vehicles. The company is the market leader with ¥22% share in the bazaar segment. Castrol
operates three manufacturing plants in India and has the largest distribution network of 380 distributors and
servicing customers through 110,000 retail sites.

Investment theme

Castrol’s recent alliance with the Jio-BP retail network and Ki Mobility provide long-term volume growth
opportunity and management’s renewed focus to gain share could result in better volume growth in the
coming years despite overall muted outlook for lubricant demand (given higher drain interval to change
lubricants). Strong FCF generation, healthy dividend yield, and robust RoE of 47% lend comfort to investors.
Castrol is trading at a steep discount to its historical valuations.

Key Risks
¢ Lower-than-expected lubricant volume in case of economic slowdown.

¢ Likely impact on margin in case of sharp rise in crude oil prices.

Additional Data

Key management personnel

R Gopalakrishnan Chairman

Sandeep Sangwan Managing Director
Rashmi Joshi Chief Financial Officer

Source: Company Website

Top 10 shareholders

Sr. No. Holder Name Holding (%)
1 Life Insurance Corp of India 11.29
2 Vanguard Group Inc/The 1.93
3 Republic of Singapore 11
4 Aditya Birla Sun Life Asset Manage 1.07
5 First State Investments ICVC 0.65
6 Nippon Life India Asset Management 0.62
7 Mitsubishi UFJ Financial Group Inc 0.61
8 Norges Bank 0.47
9 WisdomTree Inc 0.46
10 Franklin Resources Inc 0.39

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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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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DISCLAIMER

This information/document has been prepared by Sharekhan Ltd. (SHAREKHAN) and is intended for use only by the person or entity to which it is
addressed to. This Document may contain confidential and/or privileged material and is not for any type of circulation and any review, retransmission,
or any other use is strictly prohibited. This information/ document is subject to changes without prior notice.

Recommendation in reports based on technical and derivatives analysis is based on studying charts of a stock’s price movement, trading volume,
outstanding positions, as opposed to focusing on a company’s fundamentals and as such, may not match with a report on a company’s fundamentals.
However, this would only apply for information/document focused on technical and derivatives research and shall not apply to reports/documents/
information focused on fundamental research.

This information/document does not constitute an offer to sell or solicitation for the purchase or sale of any financial instrument or as an official
confirmation of any transaction. Though disseminated to all customers who are due to receive the same, not all customers may receive this report at the
same time. SHAREKHAN will not treat recipients as customers by virtue of their receiving this information/report.

The information contained herein is obtained from publicly available data or other sources believed to be reliable and SHAREKHAN has notindependently
verified the accuracy and completeness of the said data and hence it should not be relied upon as such. While we would endeavour to update the
information herein on reasonable basis, SHAREKHAN, its subsidiaries and associated companies, their directors and employees (“SHAREKHAN and
affiliates”) are under no obligation to update or keep the information current. Also, there may be regulatory, compliance, or other reasons that may
prevent SHAREKHAN and affiliates from doing so. This document is prepared for assistance only and is not intended to be and must not alone be
taken as the basis for an investment decision. Recipients of this report should also be aware that past performance is not necessarily a guide to future
performance and value of investments can go down as well. The user assumes the entire risk of any use made of this information. Each recipient of this
document should make such investigations as it deems necessary to arrive at an independent evaluation of an investment in the securities of companies
referred to in this document (including the merits and risks involved) and should consult its own advisors to determine the merits and risks of such an
investment. The investment discussed or views expressed may not be suitable for all investors. We do not undertake to advise you as to any change of
our views. Affiliates of Sharekhan may have issued other recommendations/ reports that are inconsistent with and reach different conclusions from the
information presented in this recommendations/report.

This information/recommendation/report is not directed or intended for distribution to, or use by, any person or entity who is a citizen or resident of or
located in any locality, state, country or other jurisdiction, where such distribution, publication, availability or use would be contrary to law, regulation or
which would subject SHAREKHAN and affiliates to any registration or licensing requirement within such jurisdiction. The securities described herein may
or may not be eligible for sale in all jurisdictions or to certain category of investors. Persons in whose possession this document may come are required
to inform themselves of and to observe such restriction.

The analyst certifies that the analyst might have dealt or traded directly or indirectly in securities of the company and that all the views expressed in
this document accurately reflect his or her personal views about the subject company or companies and its or their securities and do not necessarily
reflect those of SHAREKHAN. The analyst and SHAREKHAN further certifies that either he or his relatives or Sharekhan associates might have direct
or indirect financial interest or might have actual or beneficial ownership of 1% or more in the securities of the company at the end of the month
immediately preceding the date of publication of the research report. The analyst and SHAREKHAN encourages independence in research report/
material preparation and strives to minimize conflict in preparation of research report. The analyst and SHAREKHAN does not have any material conflict
of interest or has not served as officer, director or employee or engaged in market making activity of the company. The analyst and SHAREKHAN has not
been a part of the team which has managed or co-managed the public offerings of the company, and no part of the analyst’s compensation was, is or
will be, directly or indirectly related to specific recommendations or views expressed in this document. Sharekhan Ltd or its associates or analysts have
not received any compensation for investment banking, merchant banking, brokerage services or any compensation or other benefits from the subject
company or from third party in the past twelve months in connection with the research report.

Either SHAREKHAN or its affiliates or its directors or employees / representatives / clients or their relatives may have position(s), make market, act as
principal or engage in transactions of purchase or sell of securities, from time to time or may be materially interested in any of the securities or related
securities referred to in this report and they may have used the information set forth herein before publication. SHAREKHAN may from time to time
solicit from, or perform investment banking, or other services for, any company mentioned herein. Without limiting any of the foregoing, in no event shall
SHAREKHAN, any of its affiliates or any third party involved in, or related to, computing or compiling the information have any liability for any damages
of any kind.

Forward-looking statements (if any) are provided to allow potential investors the opportunity to understand management’s beliefs and opinions in
respect of the future so that they may use such beliefs and opinions as one factor in evaluating an investment. These statements are not a guarantee
of future performance and undue reliance should not be placed on them. Such forward-looking statements necessarily involve known and unknown
risks and uncertainties, which may cause actual performance and financial results in future periods to differ materially from any projections of future
performance or result expressed or implied by such forward-looking statements. Sharekhan/its affiliates undertakes no obligation to update forward-
looking statements if circumstances or management’s estimates or opinions should change except as required by applicable securities laws. The reader/
investors are cautioned not to place undue reliance on forward-looking statements and use their independent judgement before taking any investment
decision.

Investment in securities market are subject to market risks, read all the related documents carefully before investing. The securities quoted are for
illustration only and are not recommendatory. Registration granted by SEBI, and certification from NISM in no way guarantee performance of the
intermediary or provide any assurance of returns to investors.

Client should read the Risk Disclosure Document issued by SEBI & relevant exchanges and the T&C on www.sharekhan.com
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