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Oil and Natural Gas Corporation
Q4 marred by large tax provision on royalty

Oil & Gas Sharekhan code: ONGC
Reco/View: Hold © CMP: Rs. 159 Price Target: Rs. 170 N
N Upgrade € Maintain /' Downgrade

Summary

* QA4FY23 results were weak with a reported net loss of Rs. 248 crore due to large one-time provision
of Rs. 9,235 crore related to a disputed service tax & GST on royalty. Adjusted PAT of Rs. 6,178 crore
(down 44.1% g-o-q) lagged our estimate by 42% due to higher opex and exploration cost write-off (up
2.8x g-0-q).

+ Volume growth was subdued with a miss of 3%/5% in oil/gas sales volume at 4.7 mmt (flat g-o-qg) and 4.1
bcm (down 2% g-0-q) respectively; net oil realisation post SAED of $76.5/bbl was in-line. OVL posted
PBT loss of Rs. 1099 crore (versus positive PBT of Rs. 1,076 crore in Q3FY23) while MRPL reported PAT of
Rs. 1,908 crore (versus Rs. 188 crore net loss in Q3FY23).

+ New APM gas price formula provides visibility on improvement in gas price and 20% premium on APM gas
price cap of $6.5/mmBtu for gas production from new wells provides upside risk to our gas realisation.
Having said that, earnings of upstream PSUs peaked in FY23 and would decline in FY24 due to APM gas
price and normalization of crude oil price.

¢ We maintain our Hold rating on ONGC with a revised PT of Rs. 170. Stock trades at 4.8x/0.7x its FY2025E
EPS/BV and offers healthy dividend yield of “8%.

Oil and Natural Gas Corporation’s (ONGC) Q4FY23 standalone operating profit at Rs. 16,340 crore
(down 12.1%% y-o-y; down 19.9% q-o0-q) was 19% below our estimate of Rs. 20,192 crore due to a
provision of Rs. 2,872 crore for disputed service tax & GST on royalty, lower-than-expected oil &
gas sales volume and higher other expenses (up 97% g-o-q). Net oil realisation (post SAED) was in-
line at $76.5/bbl while oil/gas sales volume missed our estimate by 3%/5% at 4.7 mmt (flat q-o-q)
and 4.1 bcm (down 2% g-o-q) respectively. Reported net loss came in at Rs. 248 crore due to one-
time exceptional provision of Rs. 9,235 crore for the disputed service tax & GST on royalty from
April 1, 2016, to March 31, 2022. Adjusting for the same, PAT of Rs. 6,178 crore (down 30.3% q-0-q;
down 44.1% q-o-q) was 42% below our estimate due to miss in operating profit and substantially
higher exploration cost written off (up 2.8x g-o-q).

Key positives

+ FY23 dividend per share of Rs. 11.25 implies dividend yield of 7% on CMP.

Key negatives

+ Miss of 3%/5% in oil/gas sales volume at 4.7 mmt/4.1 bcm.

+ Sharp rise of 97%/2.8x g-o0-q in other expenses and exploration cost written off.
+ Massive provision for service tax & GST on royalty at Rs. 12,107 crore in FY23.
Management Commentary

+ Domestic gas prices are linked to crude oil. Gas production from new wells to fetch 20% premium
to APM gas price cap of $6.5/mmBtu.

+ Oil/gas production growth guidance of 4.6%/9.6% CAGR over FY23-26E and expected to reach
22.4 mmt/27.2bcm by FY26.

+ The matter of service tax & GST on royalty is with Supreme Court now. ONGC view is that tax on
royalty is double taxation and expects a favourable judgement from the SC.

+ Target to become net zero for scope 1 & Scope 2 by 2038. Plan to have RE capacity of 10 GW by
2030 with capex of Rs. 1 lakh crore and 1 mmtpa of green ammonia capacity.

+ FY24 Standalone capex guidance of Rs. 30,125 crore versus capex spending of Rs. 30,208 crore
in FY23.

Revision in estimates: We have fine-tuned our FY24-25 earnings estimate earnings estimate to factor
FY23 P&L and balance sheet numbers.

Our Call

Valuation — Maintain Hold on ONGC with a revised PT of Rs. 170: We believe that upstream
PSUs’ earnings peaked out in FY23 and expected to decline sharply going ahead due to a cap on
domestic gas prices. Although now there is a reasonable comfort in terms of predictability of oil &
gas realisations, but the same is likely to remain capped in FY24. The withdrawal of windfall tax and
policy clarity remain key to remove overhang for upstream PSUs. Hence, we maintain a Hold rating
on ONGC with a revised PT of Rs. 170. Dividend yield of ¥8% limits material downside risk for ONGC.
Stock trades at 4.8x its FY2025E EPS and 0.7x its FY2025E P/BV.

Key Risks

A surge in crude oil & gas prices, removal of windfall tax and policy clarity on various duties is a key
upside risk, while continuation of ad-hoc cess rate and a sharp fall in crude oil prices are downside
risks.

Valuation (Standalone) Rs cr
Revenue 110,345 1,565,517 1,30,320 1,29,787
OPM (%) 54.3 52.4 58.5 58.5
Adjusted PAT 30,710 48,064 42,356 41,475
% YoY growth 211 56.5 -11.9 -21
Adjusted EPS (Rs.) 24.4 38.2 337 33.0
P/E (x) 6.5 4.2 47 48
P/B (x) 0.8 0.8 07 07
EV/EBITDA (x) 34 23 26 2.4
RoNW (%) 13.9 19.4 15.8 14.3
RoCE (%) 15.4 207 18.3 16.8

Source: Company; Sharekhan estimates
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Q4 earnings marred by one-offs, higher cost and rise in exploration cost written off

Q4FY23 standalone operating profit at Rs. 16,340 crore (down 12.1%% y-o-y; down 19.9% g-o-q) was 19%
below our estimate of Rs. 20,192 crore due to a provision of Rs. 2,872 crore for disputed service tax & GST
on royalty, lower-than-expected oil & gas sales volume and higher other expenses (up 97% g-o0-q). Net oil
realisation (post SAED) was in-line at $76.5/bbl while oil/gas sales volume missed our estimate by 3%/5% at
4.7 mmt (flat g-o-q) and 4.1 bcm (down 2% g-0-q) respectively. Reported net loss came in at Rs. 248 crore due
to one-time exceptional provision of Rs. 9,235 crore for the disputed service tax & GST on royalty from April 1,
2016, to March 31, 2022. Adjusting for the same, PAT of Rs. 6,178 crore (down 30.3% g-o-q; down 44.1% g-0-q)
was 42% below our estimate due to miss in operating profit and substantially higher exploration cost written
off (up 2.8x g-0-q).

Subsidiary ONGC Videsh Limited (OVL) posted a PBT loss of Rs. 1,099 crore (versus positive PBT of Rs. 1076
crore in Q3FY23). Crude oil sales volume remained weak at 1.3 mmt (down 28% y-o-y; up 1% g-o-q) while gas
sales volume stood at 0.52 bcm (down 34% y-o-y; down 9% g-0-q).

MRPL reported a PAT of Rs. 1908 crore (versus Rs. 188 crore net loss in Q3FY23). GRM was strong at $15.1/bbl
(versus $3.9/bblin Q3FY23 and $15.3/bbl in Q4FY22). Refinery throughput was largely stable at 4.38 mmt as
compared to 4.35 mmt in Q3FY23 and 4.41 mmt in Q4FY22.

Analyst meet key takeaways

¢ Gas pricing - Domestic gas pricing formula linked to crude oil and gas from new wells would fetch 20%
premium to APM gas price cap of $6.5/mmBtu. ONGC’s gas production decline rate is V8% given old fields
and the entire gas replaced from new wells would get gas price of $9/mmBtu.

¢ Service tax & GST on royalty update - Service tax & GST on royalty would be shown as an exceptional
item in P&L as shown in Q4FY23 results. The matter is with the Supreme Court now and if the judgement
is in favour of ONGC then the money will flow to shareholders. ONGC view is that tax on royalty is double
taxation and expects favourable judgement from the SC.

¢ Production guidance - Oil/gas production growth guidance of 4.6%/9.6% CAGR over FY23-26E and
expected to reach 22.4 mmt/27.2bcm by FY26. Oil production guidance of 21.3 mmt/21.5 mmt/22.4 mmt
and gas production guidance of 23.6bcm/26.1bcm/27.2bcm for FY24/FY25/FY26.

+ KG DWN 98/2 - ONGC guided for first oil production from KG basin by August 2023 and gas production by
end-FY24.

¢ Capex guidance - FY24 Standalone capex guidance of Rs. 30,125 crore versus capex spending of Rs.
30,208 crore in FY23.

+ Green energy - Target to become net zero for scope 1 & Scope 2 by 2038. Plan to have RE capacity of 10
GW by 2030 (versus only 189 MW currently) with capex of Rs. 1 lakh crore and 1 mmtpa of green ammonia
capacity.

¢ OVL - 1) Sakhalin: OVL received back rights for Sakhalin and production is at plateau level of 190-200kbpd
2) Mozambique LNG project: Situation has improved in Mozambique and expects gas production to start
from 2026-27.
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Results (Standalone) Rs cr
Particulars | Q4FY23| Q4FY22| Yo (%) | Q3FY23| QoQ (%)
Revenue 36,293 34,497 5.2 38,583 -5.9
Total Expenditure 19,953 15,907 25.4 18172 9.8
Operating profit 16,340 18,590 -124 20,411 -19.9
Other Income 1,928 1,344 435 1,41 36.6
Interest 708 580 221 690 2.6
Depreciation, depletion and amortisation 9,304 7640 21.8 6,461 44.0
Exceptional income/(expense) -9,235 0 NA 0 NA
Reported PBT -979 11,714 NA 14,672 NA
Adjusted PBT 8,256 11,714 -29.5 14,672 -43.7
Tax -731 2,855 NA 3,627 NA
Reported PAT -248 8,860 NA 11,045 NA
Adjusted PAT 6178 8,860 -30.3 11,045 -441
Equity Cap (cr) 1,258 1,258 1,258

Reported EPS (Rs.) -0.2 7.0 NA 8.8 NA
Adjusted EPS 49 7.0 -30.3 8.8 -441
Margins (%) BPS BPS
OPM 45.0 53.9 -887 52.9 -788
Effective tax rate NA 24.4 NA 247 NA
Adjusted NPM 17.0 257 -866 28.6 -1160

Source: Company, Sharekhan Research

Standalone key operating metrics

Particulars | Q4FY23| Q4FY22| YoY (%) | Q3FY23| QoQ (%)
Oil production ( mmt) 5.2 54 -2.9 5.4 -3.0
Oil sales ( mmt) 47 51 -8.9 47 0.0
Gas Production (bcm) 5.3 5.3 -1.5 54 -1.8
Gas sales (bcm) 41 41 1.0 4.2 -2.0
Gross oil realisation $/bbl 771 95.0 -18.8 871 -1.5
Subsidy $/bbl 0.6 0 NA 10.4 -947
Net oil realisation $/bbl 76.5 95.0 -19.4 76.7 -0.2
Net oil realisation INR/bbl 6,344 7147 -1n.2 6,986 -9.2
Rs. /USD rate 82.3 75.3 9.3 82.2 01
Gas price ($/mmBtu) 8.6 29 195.5 8.6 0.0

Source: Company, Sharekhan Research
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Outlook and Valuation

B Sector view - Ad-hoc policy changes to impact earnings of upstream PSUs

The government’s ad-hoc tax policy changes for the oil and gas sector in the volatile oil price environment
has raised concerns over the earnings outlook for upstream PSUs and is divergence from government’s earlier
intent of doing away with oil subsidy mechanism. The government has introduced a windfall tax in the form
of fixed cess rate, which is in addition to current ad valorem effective cess rate of 16.67% on realised oil price

for upstream PSUs. Additionally, capping of domestic gas prices at $6.5/mmBtu would further limit earnings
growth for upstream PSUs.

B Company outlook - Muted earnings outlook

ONGC’s earnings outlook has been hit by a windfall tax (in form of higher cess rate) imposed by the
government and capping of APM gas price at $6.5/mmBtu. The management has guided for 4.6%/9.6% oil &
gas production CAGR over FY23-26E and KG-DWN-98/2 to be the key volume growth driver.

B Valuation - Maintain Hold on ONGC with a revised PT of Rs. 170

We believe that upstream PSUs’ earnings peaked out in FY23 and expected to decline sharply going ahead
due to a cap on domestic gas prices. Although now there is a reasonable comfort in terms of predictability
of oil & gas realisations, but the same is likely to remain capped in FY24. The withdrawal of windfall tax and
policy clarity remain key to remove overhang for upstream PSUs. Hence, we maintain a Hold rating on ONGC

with a revised PT of Rs. 170. Dividend yield of “8% limits material downside risk for ONGC. Stock trades at 4.8x
its FY2025E EPS and 0.7x its FY2025E P/BV.
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About company

ONGCis India’s largest exploration and production company with a consolidated crude oil and gas production
of 53 mmtoe in FY2023. The ONGC group held 2P reserves (oil &and gas) of 1221 million tonne of oil equivalent
as on March 31, 2023. ONGC also holds interest in oil refining and marketing business through its subsidiaries
(HPCL and MRPL).

Investment theme

The recent cap of $6.5/mmBtu on domestic gas price and normalization of international crude oil price would
impact earnings of upstream PSUs (including ONGC) in FY24. However, ONGC'’s valuation is reasonable and
the stock offers healthy dividend yield of 8% which limits downside risk for ONGC.

Key Risks

A sharp rise in crude oil & gas price, removal of windfall tax and policy clarity on various duties is key upside
risk and continued ad-hoc cess rate are sharp decline in oil price are downside risk.

Additional Data

Key management personnel

Dr. Alka Mittal Chairperson & Managing Director
Pomila Jaspal Director (Finance)

R.K. Srivastava Director (Exploration)

Pankaj Kumar Director (Offshore)

Source: Company

Top 10 shareholders

Sr. No. Holder Name Holding (%)
1 Life Insurance Corp of India 9.9
2 Indian Oil Corp Ltd 784
3 ICICI Prudential Asset Management 3.45
4 GAIL India Ltd 2.45
5 Nippon Life India Asset Management 218
6 FMR LLC 1.57
7 Vanguard Group Inc/The 113
8 SBI Funds Management Ltd 0.99
9 HDFC Asset Management Co Ltd 0.9
10 BlackRock Inc 0.64

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.

May 29, 2023 5

Stock Update
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Right Sector
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Neutral

Negative

Right Quality

Positive
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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 significantincrease 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

Registration and Contact Details: Name of Research Analyst - Sharekhan Limited, Research Analyst Regn No.. INHO00006183. (CIN): -
U99999MH1995PLC087498. Registered Office: The Ruby, 18th Floor, 29 Senapati Bapat Marg, Dadar (West), Mumbai — 400 028, Maharashtra, INDIA.
Tel: 022-6115000.
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