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Oily quagmire 
The oil quagmire is worsening. Oil prices have reached unprecedented levels. 
Equally, the government is unable to provide a clear mechanism to bridge the 
huge US$14bn deficit between global prices and domestic fuel retail prices 
controlled at lower levels. In the current scenario, efforts to scientifically forecast 
earnings of oil companies have proven to be equivalent to crystal ball-gazing.  

Our conversations with oil companies suggest they remain equally unclear. 

Lack of pricing transparency impacts oil PSU stock performance 

Public sector unit (PSU) oil stocks have underperformed the BSE Sensex over 
the past three years due to lack of earnings visibility. Predictability of profits is 
affected by the lack of clarity on petroleum product pricing and the subsidy-
sharing framework. 

We run a simulation exercise to piece the jigsaw together 

We use key inputs from our conversations with company management and 
analyses of historical earnings trends to run a simulation on individual company 
profitability in various oil price scenarios. 

Key takeaways from our scenario analysis 
Private players such as Reliance Industries (RIL) are best placed 

 Private players are only partially impacted by subsidies. 

 RIL captured 14% share of the fuel retail market between 2004 and 2006. RIL 
has now downsized its share to ~3% to curtail the impact of negative margins. 

 RIL is our top sector pick given strong growth from a staggering US$19bn 
capex coupled with mammoth oil & gas potential.  

Upstream PSUs worst affected: ONGC in a unique no-win situation 

 Upstream companies, dominated by PSUs, are direct gainers of rising oil 
prices. But they are also easy target for the government to fund subsidies. 

 ONGC’s upside is capped due to increasing subsidy burden from rising oil 
prices, while any fall in oil prices will have a direct impact on the bottom line. 

PSU oil marketing companies (OMCs) are value plays  

 OMCs are worst hit when oil prices rise. In FY06, PSU OMCs suffered big 
losses due to negative retail margins. Only an issue of oil bonds kept them in 
the black. 

 We believe the worst-case scenario has materialised in FY06. OMCs are not 
in a position to be burdened further. Fresh oil bonds will enable profit revival. 

 We have learnt that the government will reimburse OMCs BPCL and HPCL 
with oil bonds to enable them to earn a modest PAT of Rs10bn in FY07, 3x 
of FY06. 

 We believe HPCL and BPCL are deep value plays. They quote at nearly half of 
their replacement value. In fact, on a normalised profit of about Rs20bn, which 
would be achieved when oil prices decline, they quote at a PER of only  
3.5-4.0x. We recommend bottom fishing.

Please refer to the important disclosures on inside back cover of this document, or on 
our website www.macquarie.com.au/research/disclosures. 
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The oily quagmire 
Lack of pricing transparency impacts oil PSU stock performance 
Public sector unit (PSU) oil stocks have underperformed the BSE Sensex over the past three years 
(Figure 1), primarily due to lack of earnings visibility. Pricing of petroleum products in India is 
controlled by the government and subsidised through PSU oil companies across the value chain. 
Predictability of company earnings is affected by the lack of transparency on petroleum product 
pricing and formula for sharing the deficit between retail petroleum product prices and crude 
oil prices. 

Fig 1 ONGC, HPCL and BPCL underperformance relative to the Sensex 
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Companies remain equally unclear about subsidies 
We yet again spoke to Indian upstream and downstream oil companies (ONGC and BPCL) in order 
to understand the government’s latest thinking on subsidy sharing in different oil price environments. 
After our discussions, we realise that the companies are equally unclear about subsidies due to lack 
of transparency. 

We run a simulation exercise to piece the jigsaw together 
The oil quagmire is worsening. Oil prices have reached unprecedented levels. Equally, the 
government is unable to provide a clear mechanism to bridge the huge US$14bn deficit between 
international prices and fuel retail prices controlled at lower levels. In such a scenario, all efforts to 
scientifically forecast earnings of oil companies have proven to be as effective as crystal ball-gazing. 

Oil prices have reached unprecedented highs and remain volatile not only due to a strong global 
macroeconomic backdrop and excess liquidity, but also unpredictable events such as the yesterday’s 
terrorist plot on an airplane in London and geopolitical tension in the Middle East. 

EIA forecasts oil prices to remain strong over the next 1-2 years before declining (Appendix 3: Oil 
price outlook). However, short-term oil price movements are difficult to predict, due to the impact of 
macro events such as the thwarting the London terrorist plot on an airplane, major oilfield shutdown 
in the US and geopolitical tension in the Middle East. Given the highly unpredictable backdrop, we 
use key inputs from our conversations with company management and analyses of historical 
earnings trends to run a simulation on individual company profitability in various oil price scenarios. 

We believe free pricing is unlikely as long as oil prices remain high 

We believe that the free pricing proposal (proposed in July 2006; for details, refer to Appendix 1: The 
subsidy mechanism) has a chance of working only in a scenario of mildly rising or falling prices. If 
there is a rapid surge in oil prices or pressure from leftist parties, then there is a real possibility that 
this policy change may be reversed.  
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Additionally, we believe that the current mechanism will fall apart if crude oil price persists above 
US$75/bbl (for details on the current subsidy-sharing mechanism, refer to Appendix 1: The 
subsidy mechanism). 

We then believe that the bulk of the subsidy burden will fall on ONGC, as the oil marketing 
companies will not be in a position to bear any further losses (Figure 2). Oil marketing companies will 
remain in the black due to a fresh issue of oil bonds, promised in June 2006. 

Fig 2 Incremental subsidy share burden for an incremental US$1/bbl rise in crude prices 
 FY07E subsidy share 

 Rs bn Share (%) 
Government - - 
Upstream - ONGC 28 61% 
Other upstream companies (GAIL, OIL) 4 9% 
Pure refiners - - 
Oil bonds - - 
Marketing companies (HPCL, BPCL, IOC) 5 11% 
Total subsidy burden 37 80% 
Price hikes and duty cuts 9 20% 
Total under-recoveries 46 100% 
Source: Macquarie Research, August 2006 

 
Private players are best placed 
 Private players in the Indian oil & gas industry are outside the subsidy-share mechanism. Hence, 

earnings depend on macro factors affecting the various subsectors of the oil & gas industry and 
company-specific factors. This improves earnings visibility due to lack of exposure to ad hoc 
measures by the government. 

 Controlled pricing have turned retail margins significantly negative. Private players in the fuel retail 
market retain the option to maximise profits by exporting throughput. 

Case-in-point: Reliance Industries (RIL) is the best bet 

 Currently, RIL’s turnover from upstream operations forms an insignificant part of total revenue. 

 RIL aggressively captured 14% share of the fuel retail market through rapid expansion of outlets 
between March 2004 and 2006. As retail margins have turned significantly negative, RIL has 
slashed sales through the retail network, resulting in a drop in its fuel retail market share to ~3%. 

 It has exercised its option to channel refinery throughput to the export market. We view this as a 
very positive move. 

Upstream public sector companies: Profits eroded to fund subsidies 
 Upstream companies are the only beneficiaries from a rise in oil prices. However, this also makes 

the upstream sector, dominated by PSUs, an attractive target for the government to fund 
subsidies. 

Case-in-point: ONGC is in a unique no-win situation 

 ONGC has historically borne the largest amount of the subsidy burden. 

 Upside is capped due to increasing burden subsidy during rising oil prices. ONGC has barely been 
allowed to reap the full benefit of rising oil prices. Figure 3 shows that historically, the bulk of the 
rise in oil prices was used by the government to fund petroleum product subsidies (kerosene, 
LPG, petrol and diesel). Government announcements and subsidy mechanism strongly suggest 
that this trend will continue. 
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Fig 3 Bulk of rise in ONGC’s oil price realisation passed on as subsidies 
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 As a result, ONGC’s earnings growth was limited to 6% in FY06, compared with 15-65% for global 

majors.  

Fig 4 FY06 earnings growth for global E&P majors 
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 Falling oil prices have a direct impact on the bottom line. 

PSU oil marketing companies: Worst-case scenario already materialised 
 Oil marketing companies are the worst hit in a rising oil price environment. 

 In FY06, PSU OMCs suffered significant losses due to sale of products at a discount. Only an 
issue of oil bonds helped keep them in the black. We believe they are not in a position to be 
burdened any more, and fresh oil bonds will drive significant growth off a severely depleted base. 

Case-in-point: HPCL and BPCL are value plays 

 We believe the government will implicitly allow BPCL and HPCL to earn Rs10bn in PAT in FY07, a 
3x increase over the severely depleted FY06 base. 

 HPCL and BPCL are deep value plays. Both quote at nearly half of their replacement value. 

 We reiterate our Outperform rating on BPCL and HPCL, and recommend bottom fishing. 
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Appendix 1: The subsidy mechanism 
Petroleum product prices lag crude oil 
Crude oil prices have increased by ~73% since November 2004. Political pressure has meant that 
petroleum product retail margins have remained negative as the government has allowed only limited 
price increases (0% for kerosene, 10% for LPG, 26% for petrol and 31% for diesel) during that 
period. 

Fig 5 Retail petroleum product prices failed to keep pace with sharp rises in crude oil 
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This has resulted in significant under-recoveries. The under-recovery nearly doubled in FY06 and we 
expect another 90% increase in FY07E to Rs807bn (>US$17bn). 

Fig 6 Source of the under-recoveries/subsidy burden 
 FY05 FY06 FY07E FY08E

International crude oil price (US$/bbl) 40.5 55.9 67.0 63.0
  

Liquefied petroleum gas (LPG)  
International price (US$/tonne) 415.0 477.2 571.6 537.5
Import parity price (Rs/tonne) 30,022 29,196 28,637 25,901
Avg. retail price/ cylinder: Mumbai (Rs) 266 295 295 295
LPG under-recovery/ cylinder (Rs) 160.3 179.6 171.7 132.8
Total under-recovery (Rs bn) 112.3 135.8 129.8 108.5
  

Superior kerosene oil (SKO)  
International price (US$/bbl) 47.0 71.8 86.0 80.9
Cost at retail level (Rs/litre) 18 21 24 22
Avg. retail price/ litre: Mumbai (Rs) 9 9 9 10
Kerosene under-recovery/ litre (Rs) 8.7 11.6 15.2 11.7
Total under-recovery (Rs bn) 101.4 134.2 177.1 140.5
  

Motor spirit (MS) – petrol  
International price (US$/bbl) 63.4 84.8 101.6 95.6
Cost at retail level (Rs/litre) 33 50 58 55
Avg. retail price/ litre: Mumbai (Rs) 38 48 52 52
MS under-recovery/ litre (Rs) - 2.9 6.3 3.0
Total under-recovery (Rs bn) - 34.5 76.7 39.2
  

High-speed diesel (HSD)  
International price (US$/bbl) 57.5 79.4 95.1 89.4
Cost at retail level (Rs/litre) 29 39 47 43
Avg. retail price/ litre: Mumbai (Rs) 34 37 39 39
HSD under-recovery/ litre (Rs) - 2.3 8.3 3.9
Total under-recovery (Rs bn) - 119.6 423.2 216.6
  

Total subsidy burden 214 424 807 505
Source: Macquarie Research, August 2006 
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As the government grappled with the situation, FY06 saw an ad hoc allocation to various players and 
issue of oil bonds to compensate the severely depleted earnings of oil marketing companies 
(Figure 7). 

FY07 subsidy share mechanism firmed up in May 2006 

In May 2006, following the conclusion of state elections in five key states, the government increased 
petrol and diesel prices and cut excise duties. The new subsidy share mechanism was also 
announced. Oil marketing companies (IOCL, HPCL and BPCL) had taken a serious hit in FY06 and 
were in no position to be burdened further. Hence, the subsidy rebalance was tilted in their favour. 

Being the only beneficiaries of the high oil price environment, the burden on upstream companies 
(notably ONGC) was nearly doubled. Also the government announced issue of oil bonds worth 
Rs280bn in FY07 (Figure 7). 

Fig 7 Subsidy burden-sharing mechanism 
 Subsidy share – prior to FY06 FY06 subsidy share FY07E subsidy share 

 Share (%) Rs bn Share (%) Rs bn Share (%) 
Government 33% 29 7% 29 4% 
Upstream – ONGC 29% 119.6 28% 205 25% 
Other upstream companies (GAIL, OIL) 4% 20.4 5% 35 4% 
Pure refiners - 12 3% 30 4% 
Oil bonds - 115 27% 280 35% 
Marketing companies (HPCL, BPCL, IOC) 33% 128 30% 80 10% 
Total subsidy burden 100% 424 100% 659 82% 
Price hikes and duty cuts minimal - - 147.6 18% 
Total under-recoveries 100% 424 100% 807 100% 
Source: Company data, Macquarie Research, August 2006 

This mechanism has been frozen assuming a crude oil price of ~US$70/bl. We believe the profits of 
the oil marketing companies will multiply by 5-6x in FY07 (off a severely depleted base in FY06). This 
provides another US$2-3/bbl of headroom. 

In June 2006, the petroleum ministry also announced that oil PSUs would be free to fix prices without 
Cabinet approval not only for diesel and gasoline but also for kerosene and LPG. The government 
allowed prices to be raised/decreased for every US$ change in the price of the Indian crude 
basket above US$70/bbl (global crude price of ~US$75/bbl). 

For every US$1/bbl change in crude oil, petrol price would change by Rs0.39/litre, diesel by 
Rs0.30/litre, kerosene by Rs0.36/litre and LPG by Rs0.67/cylinder.  

However, it is worth noting that since 2002, similar price deregulation has been attempted twice, 
but lack of political consensus and the rapid rise of oil prices derailed the process. 
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Appendix 2: Evolution of the subsidy equation 
The period prior to 2002: Administered prices and the oil pool 

Prior to 2002, the Indian government allowed PSU upstream companies (mainly ONGC) to collect 
only 70-80% of the global crude oil prices. The oil pool account was credited with the rest. The 
government used this to provide subsidies for LPG and kerosene (for domestic cooking purposes), 
which were sold at discounted administered prices. The government allowed oil marketing 
companies to sell petrol and diesel at a profit to partially cross-subsidise the under-recoveries from 
LPG and kerosene. 

2002: Deregulation in a low oil price environment 

The government decided to dismantle the administered price mechanism and allow oil companies to 
freely price petrol and diesel for retail sale. However, they levied a cess on upstream companies 
(mainly ONGC) of Rs1,800/tonne of oil produced. This was used to continue subsidising LPG and 
kerosene. Oil bonds were issued by the government to compensate oil companies, who had 
outstanding claims against the oil pool. 

Privatising the oil companies was also being considered part of the deregulation process. 

Rising oil prices spoil the party 

However, oil prices rose sharply and the deregulation process broke down. The government took 
back control of petroleum product prices to ensure that the sharp rise in crude prices is not passed 
on to the customer. LPG and kerosene were being sold at significant losses. The government 
allowed petrol and diesel price hikes to be raised slightly to cross-subsidise the losses. It was 
decided that the remaining loss would be borne equally by upstream companies, oil marketing 
companies and the government (through the union budget) (Figure 7). 
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Appendix 3: Oil price outlook 
Crude oil prices are likely to remain high in the near term 

Fig 8 World oil spare production capacity is highly diminished 
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Longer-term prices likely to fall as LNG is viable at oil price of US$20/bbl 

Fig 9 LNG – viable at oil price of US$20/bbl 
 US$/mmbtu Oil equivalent (US$/bbl)

Gas production 1.00 5.80
Liquefaction 1.10 6.38
Shipping (average) 1.00 5.80
Re-gasification 0.30 1.74
Total 3.40 19.72
Source: EIA, Macquarie Research, August 2006 

Fig 10 EIA forecasts crude oil prices to move higher before declining 
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Fig 11 Events in August 
Last Week Mon 7 August 
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management 
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Source: Macquarie Research, August 2006 

 

Fig 12 India: Notable Macquarie research 
Name of the Report Published Date Analyst 
Suzlon Energy - PTC could be a reality in India 7 August 2006 Sylvia Chan/Siddhartha Gupta 
Hindalco Industries - Hidden under extraordinary items 3 August 2006 Rakesh Arora/Arijay Prasad 
REI Agro - Delivering on performance 2 August 2006 Jal Irani/Shreyans Jain 
Hindustan Construction - Slippery climb 31 July 2006 Gopal Ritolia 
Patel Engineering - Growth robust...but risks increasing 31 July 2006 Gopal Ritolia 
Union Bank of India - Improving state of Union 31 July 2006 Seshadri Sen/Madhur Rao 
Arvind Mills - Positive shift in long term strategy 28 July 2006 Jal Irani/Unmesh Sharma 
Nagarjuna Construction Company (Outperform) – Strong delivery 28 July 2006 Gopal Ritolia 

Gujarat Ambuja Cements (Outperform) – Blending gains 21 July 2006 Rakesh Arora / Arijay Prasad 
Ranbaxy Labs (NR) – Positive view post good results 21 July 2006 Shubham Majumder / Sunaina Dhanuka 
Raymond (Outperform) – Textiles momentum to continue 21 July 2006 Jal Irani / Unmesh Sharma 
Reliance Industries (Outperform) – Encouraging results, focus on growth 21 July 2006 Jal Irani / Unmesh Sharma 
ACC (Outperform) – Pricing gains 20 July 2006 Rakesh Arora / Arijay Prasad 
ICICI Bank (Outperform) – Ignore the blip 20 July 2006 Seshadri Sen / Madhur Rao 
Suzlon Energy (Outperform) – Is Hansen a jewel in Suzlon’s crown? 20 July 2006 Sylvia Chan / Siddhartha Gupta 
India Cements (Neutral) – High on prices 18 July 2006 Rakesh Arora / Arijay Prasad 
India textile sector – “Y2K5” textile boom 18 July 2006 Jal Irani / Unmesh Sharma 
Oil and gas industry – Switch from upstream to downstream 18 July 2006 Jal Irani / Unmesh Sharma 
Textiles sector – Opportunity to invest 17 July 2006 Jal Irani / Unmesh Sharma 
India Strategy – Charging elephant 14 July 2006 Jal Irani / Bill Belchere / Tim Rocks / Riccardo 
Syndicate Bank (Outperform) – Value + earnings growth  14 July 2006 Seshadri Sen / Madhur Rao 
UTI Bank (Outperform) – Supernormal growth 14 July 2006 Seshadri Sen / Madhur Rao 
HDFC Bank (Outperform) – Growth prospects still very strong 11 July 2006 Seshadri Sen / Madhur Rao 
Reliance Industries (Outperform) – The world is not enough 10 July 2006 Jal Irani / Unmesh Sharma 
Dr. Reddy's Laboratories  (Outperform) – Growth is thy middle name 3 July 2006 Shubham Majumder / Sunaina Dhanuka 
Suzlon Energy (Outperform) – Blow on, shine on 3 July 2006 Sylvia Chan / Siddhartha Gupta 
Utilities strategist – Investing in Asian wind plays 3 July 2006 Sylvia Chan / Siddhartha Gupta / Gary Chiu / 

Rohan Dalziell / Prem Jearajasingam 
Global generics – Shopping in Europe 28 June 2006 Shubham Majumder / Sunaina Dhanuka 
State Bank of India (Outperform) – Solid state: Earnings on track 22 June 2006 Seshadri Sen / Madhur Rao 
Tata Steel (Outperform) – Stealing the show 16 June 2006 Rakesh Arora / Arijay Prasad 
Vijaya Bank (Outperform) – Load up on value and growth 16 June 2006 Seshadri Sen / Shreyans Jain 
ONGC (Underperform) – Lowering the bar 8 June 2006 Jal Irani / Unmesh Sharma 
Oil and gas sector – Price hikes at last! 6 June 2006 Jal Irani / Unmesh Sharma 
Masala: Weekly theme piece   

Rising mortgage rate: No speed breaker 31 July 2006 Seshadri Sen/ Siddhartha Gupta 
Potential Strain on public finance 24 July 2006 Rakesh Arora/Shreyans Jain/Saurabh Jain 
India is top quant strategy piece 14 July 2006 Riccardo Briganti 
First Innings has just begun 11 July 2006 Matt Nacard / Siddhartha Gupta 
Cherry picking 4 July 2006 Rakesh Arora / Arijay Prasad 
From the belly of a BRIC 26 June 2006 Bill Belchere / Jal Irani 
Interest rates doubly hurt valuations 16 June 2006 Shubham / Sunaina / Jal Irani and team 
Buy one, get one free! 14 June 2006 Jal Irani / Unmesh Sharma and team 
Utilities strategist comes to India 5 June 2006 Sylvia Chan / Siddhartha Gupta 
Putting quant in the mix 26 May 2006 Riccardo Briganti / Jal Irani 
India infrastructure play at half the price 22 May 2006 Jal Irani and team 
Source: Macquarie Research, August 2006 

 
India fact check 
The Indian economy is the fourth-largest in the world as measured by purchasing power parity 
(PPP). In 1Q CY06, India was the second-fastest growing major economy in the world, with a GDP 
growth rate of 9.1%. 
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Fig 13 Overview of our coverage universe 
  Mkt cap 6 months avg PER (x) P/BV (x) EPS CAGR  
Sector (Analyst) Ticker (US$m)  turnover (US$m) FY07E FY08E FY07E FY08E ROE (FY07E) (FY09E/FY06)Rating Investment outlook 
Oil & Gas (Jal Irani) 
Oil & Natural Gas Corp. ONGC IN 36,549 49.75 9.2 9.0 2.8 2.5 30% 7%Underperform Contrarian Underperform rating on ONGC: 1) ONGC is caught in a 

unique no-win situation: Upside is capped due to increasing subsidy 
burden; while falling oil prices directly impact bottom line; 
2) Uncertainty about timing and quantum of future price hikes 
administered price of gas from ONGC’s old reserves. 

Bharat Petroleum BPCL IN 1,976 3.10 11.8 6.4 1.1 0.9 9% 73%Outperform 1) Retail margins to rebound due to duty cuts, price hikes and 
favourable rebalance of subsidies; 2) GRMs to rebound and stay 
strong till FY09E, due to demand growth and constrained capacity; 
3) Rs2bn annual sales tax and diversification benefits from merger 
with Kochi refineries; 4) Mumbai refinery expansion and upgrade 
expected to boost GRMs and yield 17% IRR. 

Hindustan Petroleum HPCL IN 1,624 2.61 8.4 4.5 0.7 0.6 8% 79%Outperform 1) Retail margins to rebound due to recent duty cuts and price hikes; 
2) Rebalance of subsidies in favour of oil marketing companies; 
3) GRMs to rebound and stay strong till FY09E, due to demand 
growth and constrained capacity. 

Reliance Industries RIL IN 29,228 161.77 12.7 10.5 2.2 2.1 18% 20%Outperform 1) RIL recently embarked on a staggering capex plan of US$19bn 
over next 5 years to fuel aggressive growth; 2) Earnings poised to 
double as expansion plans in refining and petrochem and investment 
in oil & gas and organised retail contribute over next 5 years; 
3) Financing growth not a concern as free cash flows would be 
sufficient to fund capex; 4) RoE is expected to rise consistently due 
to contribution from high margin businesses such as oil & gas; 
5) Fall in gearing would enhance flexibility to raise debt for funding 
stepped up capex. 

Pharmaceuticals (Shubham Majumder) 
Dr. Reddy's Labs DRRD IN 2,379 13.24 20.1 19.9 4.3 3.6 21% 66%Outperform 1) Three key US generic product launches should see revenues 

doubling and earnings quadrupling in FY07; 2) Significant upside 
could come from generic Ondansetron where a litigation outcome is 
expected in September 2006, the estimates of which are not 
currently built into our estimates; 3) Overall improvement in core 
business and two large EPS-accretive acquisitions in the past six 
months likely to drive quarterly earnings and thereby stock 
momentum. 

GlaxoSmithKline Pharma GLXO IN 2,031 3.71 20.9 17.9 6.5 5.5 31% 18%Outperform 1) Best placed to benefit from the new product patent regime in India 
given the high-quality management, quality pipeline, solid parentage 
and highly productive sales force; 2) Focus on 30 power brands 
expected to deliver above-market sales growth over the next three 
years; 3) Expect GSK India to build a portfolio of at least seven new 
patented drugs with annual sales of US$30m each within five to 
seven years of launch. 

Utilities (Sylvia Chan) 
Suzlon Energy SUEL IN 7,322 25.58 26.5 18.7 8.4 5.9 32% 32%Outperform 1) Globalisation strategy will be its future source of growth; growth 

to-date driven by industrial electricity users tapping their own power 
sources; 2) Best-performing manufacturer, with the highest profits & 
margins. Expect a 45% sales CAGR of over next three years and 
global market share of >15% by 2015. 
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Fig 13 Overview of our coverage universe 
  Mkt cap 6 months avg PER (x) P/BV (x) EPS CAGR  
Sector (Analyst) Ticker (US$m)  turnover (US$m) FY07E FY08E FY07E FY08E ROE (FY07E) (FY09E/FY06)Rating Investment outlook 
Banks (Seshadri Sen) 
ICICI Bank ICICIBC 

IN 
11,311 16.58 16.3 12.6 2.2 1.9 13% 31%Outperform 1) We expect strong, above-consensus growth in EPS estimates at 

27% in FY3/07 and 29% in FY3/08, on the back of robust growth in 
assets at 30% pa for FY3/07–09; 2) We expect loan mix to change: 
Retail loans at 45% by FY3/09, against 65% today. Overseas 
business to double its share to 12–15%; 3) ROEs will surge strongly 
in FY3/08 and FY3/09 as leverage improves, despite lower ROAs on 
the back of poorer NIMs.  

HDFC Bank HDFCB IN 5,449 11.46 22.8 18.0 4.1 3.4 18% 28%Outperform 1) HDFC having superior margins and the banks ability to have 
access to good low-cost deposits and a track record of growing its 
CASA faster than term deposits; 2) Rapid increase in its customer 
base likely to give a lift to its profits through rising fee incomes; 
3) The bank's strong presence in semi-urban areas (as over half its 
branches and retail loans come from the non-metro areas). 

SBI  SBIN IN 9,689 50.60 8.8 6.6 1.4 1.2 16% 24%Outperform 1) We view SBI's balanced growth in different segments – retail, 
corporate, SME and agriculture as positive, and believe that the 
bank is an excellent proxy for India’s economic growth; 2) An 
improving IT set-up combined with large numbers of retirement will 
shrink SBI’s workforce by 4% pa through FY3/09. As a result, we 
expect cost/assets to shrink to 2.3% in FY3/09, from 2.6% in FY3/06; 
3) We expect headline profits to grow 15% in FY3/07 despite being 
bloated by one-offs in FY3/06, as the pain surrounding the India 
Millennium Deposits (IMD) redemption eases. 

UTI Bank UTIB IN 1,997 4.76 14.9 11.4 2.7 2.3 18% 29%Outperform 1) We expect UTI Bank to grow its assets at a CAGR of 27% over 
FY03/06-09E; 2) The bank grew its network by 38% to 355 branches 
in FY3/06. Going forward, we expect that its branch expansion will 
be relatively smoother than some of its private sector peers; 3) New 
capital norms from the RBI mean that UTI's frequent capital 
issuances will slow down, if not stop altogether (we forecast the 
latter). Moreover, when foreign banks are allowed to buy local banks 
(we think in 2009), the bank is likely to be one of the first acquisition 
targets lined up. 

Syndicate Bank SNDB IN 771 3.54 5.5 4.2 1.1 0.9 21% 27%Outperform 1) A confluence of negatives rendered FY3/06 a bad year for 
SNDB's earnings. However, this has given SNDB's balance sheet 
and future growth strong resilience – downside is now protected and 
we expect the upside to start flowing through; 2) The bank has 
transferred 72% of the securities to the HTM category, and we 
expect investment depreciation to be at a mere 4% of the operating 
profit; 3) Non-recurring expenses accounted for 18% of the bank’s 
wage bill last year. With the employee base set to continue to shrink, 
we expect the bank's cost/assets to drop by 61bp over FY3/06-09E.  

Union Bank UNBK IN 1,257 2.57 5.2 4.1 1.2 1.0 23% 32%Outperform 1) We forecast UNBK to post strong earnings growth of 65% for 
FY3/07 – among the highest of the state-owned banks in India; 
2) UNBK has one of the lowest cost/asset ratios in India, which is 
attributable to its higher assets/branch; 3) The stock appears at 
below FY3/07E BV – we believe its poor 4Q FY3/06 numbers were 
led more by one-off factors than a weakening of underlying 
fundamentals. We expect a rerating from 1.0x P/BV to 1.6x P/BV on 
the back of an ROE improvement from 18.7% to 24.8%. 

Vijaya Bank VJYBK IN 422 1.27 5.4 4.3 1.0 0.9 19% 66%Outperform 1) Trading at historically low valuations of 11% discount to average 
P/BV accorded in the past three years; 2) High expected dividend 
yield of more than 6% in FY07E; 3) Increasing earnings at 70% 
CAGR to FY08 because of high interest income and lower 
provisions; 4) Reduced vulnerability to interest rates as a result of 
60% of bond portfolio being in HTM category and high CASA 
of 35%. 
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Fig 13 Overview of our coverage universe 
  Mkt cap 6 months avg PER (x) P/BV (x) EPS CAGR  
Sector (Analyst) Ticker (US$m)  turnover (US$m) FY07E FY08E FY07E FY08E ROE (FY07E) (FY09E/FY06)Rating Investment outlook 
Cement (Rakesh Arora) 
ACC ACC IN 3,513 45.27 14.0 12.6 4.2 3.3 30% 16%Outperform 1) Widespread presence across geographies makes ACC immune to 

region-specific disruptions; 2) Coal-based captive power, 50% 
transport through railways make ACC better placed than others in 
terms of facing oil price increases; 3) With the sale of non-core 
businesses, focus on cement and RMC adds benefit. RMC could 
grow by 40% over the next 5 years. 

Gujarat Ambuja GAMB IN 3,099 20.08 13.4 11.2 5.7 5.0 42% 20%Outperform 1) Launch of blended cement has seen conversion ratio jump from 
1.18x to 1.26x. However, volume growth should remain in line with 
the industry average; 2) Switch from furnace oil to coal for captive 
power plant to save Rs100/tonne; 3) 43% production comes from the 
northern region, which may face overcapacity in the next 3-4 years. 

Grasim Industries GRASIM 
IN 

4,249 16.85 14.0 11.9 3.4 3.1 25% 36%Outperform 1) Grasim’s cement division has been the fastest-growing among 
cement majors; 2) VSF capacity is being expanded at the right time 
to capture the boom in the textile market in the post quota era; 
3) Steel cycle in Asia is turning up and with better gas availability in 
FY07E, the worst for sponge iron division may be over; 
4) Subsidiaries Ultratech and Shree Digvijay cement have returned 
to profitability. 

Ultratech Cements UTCEM IN 1,978 2.37 18.2 14.3 5.2 3.8 28% 63%Outperform We reiterate our outperform rating on Ultratech: 1) Cement 
despatches should grow higher than our estimated demand growth 
of 8.5% for the industry; 2) Significant savings in operating costs 
after commissioning of its 92MW captive power plant; 3) Reduction 
in costs due to higher blending (we expect the conversion ratio to 
jump from 1.19x to 1.23x in FY3/07 and to 1.27x in FY3/08). 

India Cements ICEM IN 834 32.35 12.6 11.7 3.5 1.4 13% 106%Neutral 1) Biggest beneficiary of the removal of the double taxation structure 
in Tamil Nadu; 2) Market leader in the south (18% share), which is 
seeing one of the highest increase in cement prices; 3) Recently 
raised capital, but further dilutions may be needed to fund growth. 
Capacity utilisation has risen to 95%+ and scope for further 
squeezing of assets is limited. 

Metals (Rakesh Arora) 
Hindalco HNDL IN 4,166 29.86 7.5 9.1 1.5 1.3 21% 2%Outperform Our top sector pick: 1) High copper TC/RC margins locked in for 

FY3/07E (US23¢/lb) 2) Capacity expansion to increase aluminium 
capacity by 280% is proceeding on schedule and upon completion 
will reduce cash costs of production of aluminium to US$1,000/tonne 
while cash costs of alumina are expected to drop to US$100/tonne; 
3) A high proportion of Hindalco's sale (56%) comes from value-
added products, which we believe has significant scope to command 
a premium. 

NALCO NACL IN 2,768 6.45 6.1 10.0 1.7 1.6 28% -12%Underperform We expect Nalco's earnings to drop 30% in FY3/08 after hitting a 
peak (up 37% YoY): 1) Our global commodities team's expectations 
that alumina prices have already peaked and Nalco's strategy to shift 
towards relying on spot rates instead of long-term contracts; 
2) Nalco is not likely to see any significant volume growth (as no 
capacity expansion is likely to happen till December 2008) as 
compared to Hindalco, which is set to triple its capacity in the next 
3 years. 

Tata Steel TATA IN 6,126 72.37 5.9 6.8 1.6 1.7 34% 8%Outperform 1) India's largest private sector steel manufacturer; 2) Six-fold 
expansion over the next 10 years; 3) Highest EBITDA margins in 
steel globally, along with a rich resource base and investment book, 
not being factored in valuations 
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Fig 13 Overview of our coverage universe 
  Mkt cap 6 months avg PER (x) P/BV (x) EPS CAGR   
Sector (Analyst) Ticker (US$m)  turnover (US$m) FY07E FY08E FY07E FY08E ROE (FY07E) (FY09E/FY06)Rating Investment outlook 
 
Gammon India GMON IN 653 2.07 21.4 14.9 2.9 2.4 13% 35%Neutral 1) With the focus on infrastructure spending expected to continue 

over the next three years, investment of about Rs4,356bn is 
envisaged; 2) Gammon is a prime beneficiary of increased 
infrastructure spending and has experienced strong growth in its 
order book to Rs65bn – an enviable cover of 5.1x years of revenues. 

Nagarjuna Construction NJCC IN 640 5.40 20.4 15.8 2.7 2.3 13% 27%Outperform 1) With strong order inflow of Rs70bn over FY05-06, NJCC would 
continue delivering strong growth; 2) Entry into new markets should 
add to growth momentum. BOT portfolio should help create value. 
3) Favourable change in revenue mix and increase in average ticket 
size places NJCC in a better position to withstand margin pressures. 

Hindustan Construction HCC IN 577 3.09 23.6 18.9 2.9 2.5 12% 24%Underperform 1) As a large proportion of orders in the order book is in the initial 
mobilisation phase, growth momentum is subdued; 2) Increased 
execution risk due to large proportion of initial stage hydropower 
projects and projects in difficult geographies; 3) Margins to remain 
under pressure due to business mix changes and increase in input 
costs; 4) Large upfront investments in the Lavasa project with low 
demand visibility increases risk of value destruction. 

Patel Engineering PEC IN 382 1.19 19.2 14.2 2.5 2.1 13% 20%Neutral 1) Robust growth in revenues on back of strong order backlog 
position (5x FY06 revenues); 2) However, margins to come under 
pressure due to increasing share of low-margin segments and input 
cost risks; 3) Growth strategy centred on BOT hydro projects 
increases risk profile; 4) Excess cash on the balance sheet might 
induce sub-optimal investment decisions. 

Textiles (Jal Irani) 
Raymond RW IN 520 1.32 13.7 10.1 1.8 1.5 13% 34%Outperform Our top sector pick: 1) World's third-largest worsted fabric producer; 

2) Leveraging India's strongest textile franchises to capture a 40% 
CAGR in domestic branded garment retail market; 3) High-end 
strategy involving JVs with European design houses; 4) Proposed 
plant relocation will reduce cost and release real estate value. 

Arvind Mills ARVND IN 253 3.38 15.4 10.7 0.7 0.6 4% 22%Outperform 1) Currently impacted by a near-term cyclical downturn in denim; 
2) Long-term growth prospects remain intact. Arvind enjoys 
economies of scale; 3) Domestic branded garment retail business 
poised to turn around; 4) Cost control due to use of cheaper variety 
of cotton and switch from naphtha to gas for captive power. 

Himatsingka Seide HSS IN 208 0.24 15.9 11.8 1.6 1.5 10% 42%Outperform 1) Highly competent management team and business model based 
on strong design competencies; 2) Aggressive capex plan to tap the 
opportunity in the high-end cotton bed linen market; 3) Virtually debt-
free balance sheet to help fund growth through leverage by tapping 
the technology upgradation fund, improving return on capital. 

Mahavir Spinning MSM IN 364 0.32 8.6 7.4 1.2 1.0 14% 10%Outperform 1) Rapid expansion to result in enhanced economies of scale; 
2) Technology, vertical integration and proximity to sources of cotton 
at new facilities; 3) Capital-intensive projects, with advantage of 5% 
interest subsidy provided by the technology upgrading fund, should 
lower cost of funds. 

Welspun India WLSI IN 119 0.34 9.8 7.1 0.9 0.8 9% 32%Outperform 1) Welspun is well poised to benefit from a dual opportunity: 
Dismantling of quotas should drive a surge in exports and 
demographic changes domestically have driven organised retail 
sector growth of 41% CAGR; 2) Aggressive expansion plans are on 
schedule. This will help Welspun evolve into a 'home textiles' player. 

Others (Jal Irani) 
REI Agro REIA IN 83 1.13 4.9 4.4 0.9 0.8 19% 15%Outperform 1) India's largest basmati rice processor; 2) Focus on branding to 

increase margins; 3) Increasing exports to Middle Eastern countries 
for better returns; 4) Expansion to drive volume growth and earnings. 

Source: Macquarie Research, August 2006 
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Sales   
Regional Heads of Sales 
Greg Gordon (Asia) (852) 2823 3509 
Angus Kent (Thailand) (662) 694 7601 
Lena Yong (Malaysia) (603) 2059 8888 
Ulrike Pollak-Tsutsumi (Frankfurt)  (49) 69 7593 8747 
Daniel Fust (Geneva) (41) 22 818 7710  
Thomas Renz (Geneva) (41) 22 818 7712 
Darwin Sutanto (Jakarta) (62) 21 515 1555 
Derek Wilson (London)(N Asia) (44) 20 7065 5856 
Louie Bate (Manila) (632) 857 0808 
Mark Lawrence (New York) (1 212) 231 2516 
Ajay Bhatia (India) (9122) 6653 3200 
Stuart Smythe (India) (9122) 6653 3200 
Luke Sullivan (New York) (1 212) 231 2507 
Julien Roux (London) (44) 20 7065 5887 

   
Regional Heads of Sales cont’d 
Sheila Schroeder (San Francisco) (1 415) 835 1235 
Eugene Ha (Korea) (822) 3705 8643 
K.Y. Nam (Korea) (822) 3705 8607 
Giles Heyring (Singapore) (65) 6231 2888 
Mark Duncan (Taiwan) (8862) 2734 7510 
Nick Cant (Tokyo) (813) 3512 7821 
Dominic Henderson (Tokyo) (813) 3512 7820 
Charles Nelson (UK/Europe) (44) 20 7065 2032  
Rob Fabbro (UK/Europe) (44) 20 7065 2031 

Sales Trading 
Anthony Wilson (Asia) (852) 2823 3511 
Mona Lee (Hong Kong) (852) 2823 3519 

 

   
Sales Trading cont’d 
Howard Yoon (Korea) (822) 3705 8601 
Stuart Goddard (Europe) (44) 20 7065 2033 
Robert Risman (New York) (1 212) 231 2555 
Kenichi Ohtaka (Tokyo) (813) 3512 7830 
Vijay Gussain (India) (9122) 6653 3205 
Isaac Huang (Taiwan) (8862) 2734 7582 
Alternative Strategies  
Hedge Fund Sales - Jamie Boyton (852) 2823 3532 
Convertibles - Roland Sharman (852) 2823 4628 
Futures - Tim Smith  (852) 2823 4637 
Depository Receipts - Robert Ansell (852) 2823 4688 
Derivatives - Vipul Shah (852) 2823 3523 
Structured Products - Andrew Terlich (852) 2249 3225 
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