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Investment Rationale

In this current era of industrialization with its need for eco-friendly fuels, the
demand for natural gas and its availability in India is expected to rise
dramatically over the next 3-4 years. Gas Authority of India Ltd. (GAIL) is an
integrated energy company of natural gas value chain with global footprints.
The company operates across a humber of businesses including Natural Gas,
LPG, Liquid Hydrocarbons and Petrochemicals, Exploration & Production and
City Gas Distribution having presence overseas. Against the uncertainty in
crude oil prices and the need for eco-friendly fuels like natural gas, we expect
the gas sector to have better prospects. Supply of natural gas is expected to
increase by 150% over the next five years. In today’s environment, GAIL is best
positioned to take advantage of higher supply of natural gas because of strong
gas demand, large capital expenditure plans of the company and support from
Government of India, giving it a virtual monopoly.

Valuation: At the current market price of Rs 362, GAIL is trading at a PE of
15.3x FY2010E earnings and 14.4x FY2011E earnings. On EV/EBIDTA basis,
the stock is trading at 9.9x FY2010E earnings and 9.6x FY2011E earnings. The
company has a strong net cash balance which is equal to 20% of its total asset
base. With strong government support, high quality assets and aggressive
expansion plans backed by large capital expenditure s along with an
expected increase in overall demand for natural gas , we recommend a
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BUY on this stock with a 12-month target price of R s 422.

Exhibit 1: Financial Summary

Particulars FY2007 FY2008 FY2009 FY2010E FY2011lE
Net Sales (Rs cr) 16,047.2 18,008.2 23,776.0 26,723.4 29,978.7
Total Income (Rscr) 16,667.4 18594.4 24,577.6 27,3529 30,765.9
PAT (Rs cr) 2,386.7 2,601.5 2,803.7 3,002.0 3,176.8
PAT Margin (%) 14.9 14.4 11.8 11.2 10.6
EBIDTA Margin (%) 18.6 21.8 17.1 18.6 19.1
EPS (Rs) 18.8 20.5 22.1 23.7 25.0
P/E (x) 9.4 17.6 16.4 15.3 14.4
P/BV (x) 2.0 3.5 3.1 2.7 2.4
ROE (%) 20.9 20.0 19.0 17.8 16.6
RoCE (%) 17.2 21.5 20.3 17.3 15.1
EV/EBIDTA (x) 14.9 10.9 10.7 9.9 9.6
EV/Sales 2.8 2.4 1.8 1.8 1.8

Source: Company, Parsoli Research
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Transmission capacity expected to
increase  from 150mmscmd to
346mmscmd

Government has prioritized
fertilizers and power sectors for
natural gas supply from KG-D6
which is expected to be transmitted
through GAIL’s network of pipelines

The discovery of gas blocks and
government’s further allocation of
CMB blocks is expected to expand
the revenues from the E&P business

We expect GAIL's transmission

volumes to increase at a CAGR of

26% over FY2008-10 from
82mmscmd to 130mmscmd

15™ September, 2009

Investm ent Arguments

Aggressive Capex Plans

GAIL has a huge capital expenditure (capex) plan of approximately Rs 280bn for the
next five years which will increase the transmission capacity from 150 million metric
standard cubic meter per day (mmscmd) to 346mmscmd. Internal accruals and
borrowings will be the source of funding for this plan. The company has planned to
expand its pipeline network to the less penetrated southern and eastern parts of
India as the new gas supply is expected to come from KG and Mahanadi basins.
This expansion is likely to double the company’s natural gas transmission volumes.

Prime Beneficiary on Commissioning of KG-D6

Due to insufficient supply of gas, the energy intensive sectors like power generation,
fertilizers, sponge iron and refining are restricted to the usage of liquid fuel. But, with
the discovery of natural gas in KG basin, the gas supply is expected to increase by
80mmscmd. Since last three years, GAIL's gas transportation volume has grown at
a CAGR of 4.7% and is expected to grow further due to underlying advantages of
natural gas over other fuels and the large investment made into this sector. Also,
the government has prioritized fertilizers and power sector for natural gas supply
from KG-D6 basin. With a vast network of high trunk natural gas pipeline network
over 7,000km, GAIL plays a dominant role in gas transmission and hence, going
forward, it is expected to serve the gas based power and fertilizer sectors. The up-
gradations in Dahej-Vijaipur, GREP and Dadri-Bawana-Nangal pipelines are
expected to be capitalized by the power and fertilizer plants which would contribute
approximately 50% of the expansion in the company’s transmission business.

E&P business to boost revenue

GAIL is very well placed in the value chain of natural gas. The company being into
Exploration & Production (E&P) business accomplishes the backward integration
which will enable it to source gas for distribution through its pipeline division. This
segment started generating cash flows from February 2008 as one of the on-land
blocks in Cambay basin started commercial production. This generated revenue of
Rs 6.9cr during Feb-Mar 2008. A large discovery of gas reserves has been reported
in the highly prospective A-1 and A-3 blocks in Myanmar and Block 56 in Oman.
Further, discoveries have also been reported in four domestic blocks—CY-0OS/2,
CB-ONN-2000/1, CY-ONN-2002/1, and MN-ONN-2000/1. These discoveries in
Myanmar, Oman and domestic blocks are expected to generate cash flows from
2012. A-1 and A-3 block in Myanmar is expected to hold 4.5-7.7 trillion cubic feet
(tcf) of recoverable gas reserves. In addition to the discovery blocks, GAIL has been
awarded three CBM blocks - RM-CBM-2005/Ill, TR-CBM-2005/Ill and MR-CBM-
2005/1ll under CBM-III bidding round by Government of India with total estimated
resource of 331 hillion cubic meter (bcm). Hence, going forward, all these will
expand the potential upside of E&P and hence will contribute in growing the
revenues.

Increasing demand of natural gas to boost the opera  ting margins

Against an estimated demand of about 196mmscmd for natural gas in India, supply
is expected to be 154mmscmd. The natural gas production is expected to double in
the next two years with the commissioning of discoveries in KG basin and Mahanadi
basin. This will enhance the capacity utilization of gas pipelines as the supply side is
going to get stronger. Apart from natural gas supply, LNG supplies are also
expected to move up substantially on the back of LNG re-gasification capacities
coming up globally. We expect GAIL’s transmission volumes to increase at a CAGR
of 25.9% over FY2008-10 from 82mmscmd to 130mmscmd due to the increase in
R-LNG volume; increase in Panna, Mukta & Tapti (PMT) gas and KG basin gas.
Hence, operating margins for this segment are expected to increase.
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Downturn in petrochemical
business earnings due to decline in
crude oil prices is likely to pull down

operating  margins  from  this
segment

The expected deregulation in auto
fuel prices by the government is
likely to result into lesser under
recoveries and contribute to profits

Cyclical downturn in p etrochemical s to be offset by core business growth

Ethylene is the raw material used for manufacturing polyethylene and its production
requires naphtha or natural gas. Naphtha prices are dependent on crude oil prices.
The high crude oil prices in 2008 and the decline in petrochemicals prices, had
affected the petrochemical business worldwide. This had also pulled down GAIL's
petrochemical business earnings which affected the operating margins of the
company. However, the oil prices are recovering now and hence, we expect the
company to maintain higher margin in this business. Moreover, the increase in
margins in natural gas and LPG transmission are likely to offset the negative impact
of the cyclic downturn of petrochemicals business.

Plans for deregulation of auto fuel prices to boost bottom line

The new government at the centre is planning to lift control on automotive fuels like
petrol and diesel prices, but will continue to regulate cooking gas and kerosene
prices. After deregulation of petrol and diesel prices, the prices will be linked to
international movements. As the international crude oil prices hover between US$ 65-
73 a barrel, the oil ministry considers it to be the right moment to free its control. The
state run oil and gas companies like Indian Oil, Bharat Petroleum and Hindustan
Petroleum will be able to fix rates of petrol and diesel till the time crude oil stays
below US$ 75 a barrel. If it goes beyond that mark, the government will again start
regulating the prices. In the medium term, we expect oil prices to stay below US$ 80
a barrel. The deregulation in auto fuel prices will result into lesser under recoveries;
hence the subsidy burden shared by the upstream companies like ONGC, OIL and
GAIL which ranges between 30-35% of under recoveries is expected to reduce.
Hence, the low subsidy burden on GAIL is likely to boost the bottom line of the
company.

15™ September, 2009
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GAIL is India's flagship natural gas
company, diversified across
petrochemicals, telecom and liquid
hydrocarbons businesses

The transmission volumes have

jumped from 71.6mmscmd in

FY2005 to 82.1mmscmd in FY2008 at
a CAGR of 4.7%

GAIL continues to focus on its core
business of gas transmission and is
coming up with an additional
6,200km pipelines by 2012

Company Overview

GAIL is India's flagship natural gas company, integrating all aspects of the natural
gas value chain - including E&P, processing, transmission, distribution and marketing
and its related services. The company was established by the Government of India in
August 1984 to set up gas sector infrastructure for the sustained development of the
natural gas sector in the country. The company has strategically diversified into
petrochemicals, telecom and liquid hydrocarbons business beside gas infrastructure.
It has also extended its presence in power, liquefied natural gas (LNG) re-
gasification, City Gas Distribution (CGD) and E&P through equity and joint venture
participations.

Gas trading and transmission is partially regulated by the government and hence the
company has diversified into other segments to reduce the dependence on its core
business. Investments in the upstream segment have been made with a view to
secure gas supplies for its core business while investments in downstream segments
like petrochemicals and CGD have been made to enhance the company’'s revenues
and operating margins.

Business Model

Exhibit 2: Segment -wise Revenues, FY2009

GAIL
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Source: Company, Parsoli Research
Natural Gas Transmission

GAIL had commenced its natural gas transmission operation through 2,800km long
Hazira-Vijaipur-Jagdishpur (HVJ) pipeline and today the company has expanded its
pipeline network to over 7,000km with a capacity to transmit 150mmscmd of natural
gas across the country. The company leads the segment by commanding 85.0% of
the market share. The transmission volumes have jumped from 71.6mmscmd in
FY2005 to 82.1mmscmd in FY2008 recording a CAGR of 4.7%. Although the
segment’s revenue contribution has lowered to 11.1% in FY2008 from 14.1% in
FY2005, but this segment enjoys the highest margin of about 70% as the primary
costs associated are only operation and maintenance costs. This business is capital
intensive and the major costs associated are depreciation and interest charges.

The revenue from this segment has increased marginally from Rs 2,214.4cr in
FY2007 to Rs 2,286.5cr in FY2008. GAIL continues to focus on its core business of
gas transmission and is coming up with an additional 6,200km pipelines by 2012. The
upcoming gas availability will help the segment to report even higher growth in future.

15™ September, 2009
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Exhibit 3: Natural Gas Transmission - Volume, Reven  ues and Operating Profit
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Natural Gas Trading
Natural gas trading segment has GAIL markets all the gas from PSU companies like ONGC and Qil India as well as re-
been  consistently  contributing gasification player like Petronet LNG. A major portion of the gas supplies from PSUs
around 58% to GAIL’s total revenues is marketed at administered price mechanism (APM) to priority sectors like power and
since FY2005 fertilizer, thus, leading to lower realizations. This segment has been consistently

contributing around 58.0% to GAIL's total revenues. In FY2008, this segment
contributed 61.4% of the total revenues but is operating at a very low margin of 1.6%.
GAIL currently enjoys 70% of the market share in this segment.

Exhibit 4: Natural Gas Trading - Volume, Revenues a  nd Operating Profit
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Source: Company, Parsoli Research
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The revenues from this segment have increased by 5.3% from Rs 12020.8cr in
FY2007 to Rs 12657.7cr in FY2008 and operating profits have increased by 5.2%
from Rs 194.3cr in FY2007 to Rs 204.4cr in FY2008. Trading volumes have remained
more or less constant as there was no significant increase in supply from PSUs.

LPG Transmission

LPG transmission is a small GAIL is the only company operating in the LPG transmission business. It has
segment of GAIL contributing only 1,927km long pipeline network to connect western, northern and southern parts of
about 2.0% to the total revenues but India. The pipeline network includes the world’s longest and India’s first cross country
it operates at a high operating 1,269km LPG pipeline extending fro_m Jamnagar in Guja_rat to Lor_wi near Delhi. V_izag-
margin ranging between 55-60% Secunderabad 580km LPG pipeline is another major pipeline with maximum

throughput of 1.2 million metric tones per annum (mmtpa). GAIL has LPG
transmission pipeline of 3.8mmtpa capacity, thus, supplying more than 20.0% of the
LPG consumed domestically. Although, the LPG transmission is a small segment of
GAIL contributing only about 2.0% to the total revenues but it operates at a high
operating margin ranging between 55-60%.

Exhibit 5: LPG Transmission — Volume, Revenues and Operating Profit
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LPG and Other Liquid Hydrocarbons
Since GAIL shares subsidy burden GAIL produces LPG and other liquid hydrocarbons (OLH) like propane, pentane,
by selling LPG at a discounted price special boiling point (SBP) solvents and naphtha through fractionation of natural gas.
to the OMCs, the decline in crude oil It produces nearly 10-12% of the total domestic LPG which is then supplied to oil
prices is likely to bring down the marketing companies (OMCs) for marketing to the end users. LPG accounts for 75-
subsidy burden 80% of the total liquid hydrocarbons. Since LPG is sold at a subsidized rate, GAIL

shares the subsidy burden by selling LPG at discounted price to the OMCs. In the
current scenario, the oil prices have come down from their peak of US$ 147 in July
2008, hence we expect GAIL's subsidy burden to come down. This segment has
contributed to nearly 13.0% of the total revenues in FY2008 and has operated with
the margin of nearly 34.0%.
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The operating margins in FY2007 were hampered because of the gas supply
disruption due to the flood in Hazira and the high subsidy burden. But, with the lower
subsidy burden and higher realizations from this segment in FY2008, the
performance has boosted up.
Exhibit 6: LPG & OLH — Volume, Revenues and Operati  ng Profit
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Petrochemicals
GAIL has expanded its GAIL has expanded its business into the petrochemicals by setting up a gas-based
petrochemicals business which has petrochemical plant at Pata in Uttar Pradesh which uses natural gas as its feedstock.
an operational capacity of The plant was commenced with the operational capacity of 110,000 tonnes per
410,000tpa annum (tpa) which has now been boosted to 410,000tpa.
Exhibit 7: Petrochemicals — Volume, Revenue and Ope  rating Profit
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Since the last few years, demand for petrochemicals has increased but the prices
have remained constant. This segment contributes nearly 13-15% of the total
revenues and has been operating at EBIT margin between 43-48% since FY2005.

GAILTEL
GAIL has also diversified into the GAIL has also diversified into the telecom sector where it has been operating since
telecom sector and has 13,000km June 2001 in order to meet the captive communication requirement of GAIL’s pipeline
high speed optic fiber network installation. It has 13,000km high speed optic fiber network. A substantial spare

capacity in the network has been sold in the market. GAILTEL serves most of the
operators in the country like Airtel, Hutch, Idea and many more. This segment is a
very small part of the GAIL's business and has contributed positively only since
FY2007.

Key Developments

Agreements with RIL, Shell, Petronet LNG

GAIL is expanding organically GAIL is expanding organically and is also strengthening its position by forming joint
strengthening its  position by ventures, in order to secure its long term growth. The company has signed a MoU
forming joint ventures with RIL, with RIL for transmission of RIL-KG basin gas through an integrated pipeline network
ONGC and Shell to states like Andhra Pradesh, Maharashtra and Guijarat. It has also initiated a MoU

with ONGC for gas transmission from its East coast-fields and with Shell for its
pipeline inter-connectivity with the Hazira LNG terminal.

CGD business offering potential for growth

CGD business is gaining momentum in India and hence holds a significant potential
for growth. GAIL has formed a wholly-owned subsidiary, GAIL Gas, with an initial
authorized capital of Rs 200cr to venture into the promising CGD business. It has
identified around 230 potential cities for its CGD business with an initial expenditure
of over Rs 500cr, of which Rs 300cr would be funded through debt. GAIL operates in
this space through several joint ventures with different partners across 7-8 cities.
Currently, the company operates in Mumbai and Delhi, having a joint venture with
British Gas (Mahanagar Gas, Mumbai) and Indraprastha Gas (IGL), Delhi.

Petrochemical complex in Assam
GAIL is setting up a petrochemical complex in Assam with investments of Rs 5.5cr.
The project is expected to be operational by September 2012 and will have

production capacity of 220,000tpa of Ethylene and 60,000tpa of Propylene.

Exploration and Production

GAIL is backward integrating into In order to secure gas supplies for its petrochemicals, LPG and other liquid
the E&P segment and holds hydrocarbons (OLHC) businesses, GAIL is backward integrating into the E&P
participating interests in 30 oil and segment. Till now, the company has made a cumulative investment of over Rs 1152cr
gas blocks in its E&P business and holds participating interests in 30 oil and gas blocks. The

discoveries in Myanmar, Oman and domestic blocks are expected to generate cash
flow from 2012. A-1 and A-3 block in Myanmar is expected to hold 4.5-7.7tcf of
recoverable gas reserves. In addition to the discovery blocks, Apart from E&P blocks,
GAIL has been awarded three CBM blocks - RM-CBM-2005/I1l, TR-CBM-2005/Ill and
MR-CBM-2005/Ill under CBM-III bidding round by Government of India with total
estimated resource of 331bcm.
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The company has planned to invest
Rs 28,000cr to expand its pipeline
network from the current 7,000km to
13,000km by 2012

BUY
Exhibit 8: E&P Activities
Total Blocks 30
Onshore Blocks 10
Offshore Blocks Deep water - 12
Shallow - 5
CBM Block 3
Major Operators ONGC, GSPC, OIL, Gazprom, Daweoo, Pertogas,
Hardy, ENI, Jubilent, Arrow Energy
Net Investment Rs 1,442cr (up to 31.12.2008)
Discoveries made in 5 Blocks Cambay onland, A1 & A3 block - Myanmar, Cauvery
offshore, Mahanadi offshore, Ankleshwar onland
Operating two onland E&P RJ-ONN-2004/1 (NELP VI) & CY -ONN-2005/1 (NELP
blocks VII)

Source: Company, Parsoli Research

Infrastructure Development

GAIL operated at around 55.0% capacity utilization during FY2008 and in anticipation
of the sudden surge in gas supplies (from RIL KG basin and spot LNG imports); the
company has planned to invest Rs 28,000cr to expand its pipeline network from the
current 7,000km to 13,000km by 2012. This will augment the gas transmission
capacity from 150mmscmd to 346mmscmd.

Exhibit 9: Upcoming GAIL Pipelines by 2012
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Surge in crude oil prices result in
higher under-recoveries for OMCs,
thus, increasing the burden on the
company

Global Ventures

GAIL has a wholly-owned Singapore-based subsidiary, GAIL Global (Singapore) Pte
Ltd., to handle its overseas investments. For CNG retail in overseas, it has invested
Rs 100cr by way of equity participation in three Egyptian Companies: Fayum Gas
Company, Shell CNG SAE, and National Gas Company SAE. GAIL also holds 10.0%
stake in China Gas Holding Ltd enabling it to explore opportunities for CGD and CNG
activities in China.

Risks and Concerns

Insufficient supply of natural gas

GAIL has 150mmscmd gas transmission capacities, but due to the unavailability of
enough gas supply reserves, the installed gas pipeline capacity has remained
unutilized.

Margins may get suppressed in Petrochemical busines S

The gradual rise in non-APM in gas and re-gasified LNG prices along with the global
supply competition from Middle East may pressurize the product prices and hence
are likely to suppress the margins.

LPG subsidy disrupts the profitability

Surge in crude oil prices result in high under-recoveries for OMCs. As per the
government decision to share the under recoveries of OMCs, GAIL has to share
higher subsidy if the crude oil prices increases, which would then affect the bottom
line of GAIL.

Adverse PNGRB regulations

Petroleum & Natural Gas Regulatory Board (PNGRB) regulators are formulating the
transmission regulations. Currently, GAIL’s transmission tariff is based on DCF
calculation considering post tax RoE of 12.0%, and we do not anticipate any
downward revision in the tariff calculations. However, any other adverse regulation in
terms of exclusivity or further expansion through bidding process may hamper the
growth plans.

15" September, 2009
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In Q1 FY2010, GAIL’s top line grew
by 5.1% to Rs 6,021 segments due
to 14.0% increase in gas
transmission volume

Quarterly Performance

Exhibit 10: Quarterly Analysis Rs cr

YoY QoQ
Particulars Q1FY2010 QI1FY2009 (%) Q4FY2009 (%)
Net Sales 6021.4 5730.7 5.1 6104.3 (1.4)
Other Income 79.8 114.8 (30.4) 217.8 (63.3)
Total Income 6101.3 5845.5 4.4 6322.1 (3.5)
Total Expenditure 4955.9 4331.3 14.4 5146.8 (3.7)
PBIDT 1065.5 1399.4 (23.9) 957.5 11.3
Interest 17.9 19.0 (5.8) 30.6 (41.4)
PBDT 1127.4 14952  (24.6) 1144.7 (1.5)
Depreciation 140.4 143.0 (1.8) 141.0 (0.4)
Profit before Tax 987.0 1352.2 (27.0) 1003.7 2.7)
Tax 331.2 455.4  (27.3) 373.7 (11.4)
Profit After Tax 655.8 896.9 (26.9) 630.0 4.1

Source: Company, Parsoli Research

Exhibit 11: Operational Performance

Unit  Q1FY2010 Q1FY2009 % chg

Natural Gas Transmission mmscmd 96.7 84.5 14.4
LPG Transmission tmt 741.0 616.0 20.3
Natural Gas Trading mmscmd 79.9 79.8 0.2
Petrochemicals tmt 92.0 104.0 (11.5)
LPG and Liquid Hydrocarbons tmt 258.0 272.0 (5.1)

Source: Company, Parsoli Research
Higher transmission volume resulted into growth in revenue

In Q1 FY2010, GAIL reported a top line growth of 5.1% yoy to Rs 6,021.4cr. In spite
of robust top line growth, the net profit of the company declined by 26.9% yoy. This
positive growth in revenue was mainly due to the increase in gas transmission
volume. Transmission volumes increased by 14.0% yoy to 96.7mmscmd on account
of commissioning of KG-D6 gas. During the quarter, subsidy burden stood at Rs
74.7cr which is very less than compared to last year quarter (Rs 475.4cr). This 85.0%
lower subsidy burden was on the back of policy revamp in subsidy sharing
mechanism in which the burden on cooking fuels was borne by the government.

15" September, 2009

FOR PRIVATE CIRCULATION

11



BUY

The drop in performance was on the
back of increase in dry well
expenditure in E&P business, fall in
EBIT margin of petrochemical and
LPG and liquid hydrocarbon

Exhibit 12: Cost Analysis (as % of sales)

Q1FY2010 Q1FY2009 chg in bps
Raw Materials Consumed 8.6 8.7 (191.5)
Stock Adjustment 0.6 0.5 (18.8)
Purchase of Finished Goods 62.8 58.1 1580.0
Employee cost 2.2 15 320.7
Other Expenditure 8.1 6.8 (76.3)
Total Expenditure 82.3 75.6 1614.1

Source: Company, Parsoli Research
OPM declines to 17.7%

During Q1FY2010, GAIL reported 23.9% yoy decline in an operating profit to Rs
1065.5 and operating profit margin of 17.7% as against 24.4% in Q1FY2009. The fall
was despite 84.0% lower subsidy burden. This drop in performance was on the back
of increase in dry well expenditure in E&P business which increased from Rs 3.3cr in
Q1FY2009 to Rs 70.2cr in Q1FY2010 and 1163bps and 1720bps yoy fall in EBIT
margin of petrochemical and LPG and liquid hydrocarbon respectively. Petrochemical
EBIT declined 39.0% yoy to Rs 264.3cr. Though realizations were sequentially
higher, EBIT was impacted due to lower volumes at 92tmt than compared to 104tmt
in Q1FY2009 which was primarily due to 10 day shutdown of petrochemical plant.
Petrochemical realizations stood at Rs 68/kg in Q1FY2010 against Rs 77/kg in
Q1FY2009. Due to LPG price fluctuations, LPG and liquid hydrocarbon EBIT declined
52% yoy to Rs 150cr. LPG and liquid hydrocarbon realizations stood at Rs 26.5/kg in
Q1FY2010 against Rs 29.4/kg in Q1FY2009.

Exhibit 13: Segmental Revenue Rs cr

Q1FY2010 Q1FY2009 %
Natural Gas Transmission 733.2 616.2 19.0
LPG Transmission 105.7 85.1 24.3
Natural Gas Trading 4641.7 4118.2 12.7
Petrochemicals 622.6 800.3 (22.2)
LPG and Liquid Hydrocarbons 683.9 799.4 (14.4)
Gailtel 3.8 6.5 (42.1)
Others 10.0 16.0  (37.3)
Inter-segment 779.5 16.0 4768.6

Source: Company, Parsoli Research
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Exhibit 14: EBIT Margin %
Q1FY2010 Q1FY2009 bps
Natural Gas Transmission 71.2 68.6 263.8
LPG Transmission 64.5 52.1 1246.7
Natural Gas Trading 2.3 2.3 (0.2)
Petrochemicals 42.5 54.1 (1162.9)
LPG and Liquid Hydrocarbons 21.9 39.1 (1719.8)
Gailtel (28.6) 15.3 (4388.5)
Unallocated (15.0) (193.8) 178745

Source: Company, Parsoli Research
Lower other income dampens the net profit by 27%

In Q1FY2010, GAIL's operating profit fell 23.9% yoy whereas PAT was down by
26.9% yoy. This was on an account of 30.4% decline in other income to Rs 79.8cr
and marginal fall in effective tax rate in Q1FY2010. Thus, GAIL reported PAT of Rs
655.8cr.
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With the underlined advantages of
natural gas, it has emerged as the
fuel of choice

Middle East and Russia together
contribute 70.0% of the total proven
reserves of natural gas

Natural gas accounts for 25.0% of
the total global primary energy
supply, is the third largest
contributor to the global energy
basket

The current gap between global
supply and demand for natural gas
is expected to continue as
liquefaction plant projects are being
delayed and postponed

Industry Overview
Global Natural Gas Scenario

Natural gas is fast emerging as the most important energy source for the future
because of being an eco-friendly high efficiency fuel with worldwide availability and
utility across all the sectors, primarily power and fertilizers. With reference to highly
volatile crude oil prices, we believe, that natural gas is relatively stable. Natural gas
prices are primarily driven by the demand-supply dynamics as against crude, which is
influenced by factors like the Organization of the Petroleum Exporting Countries
(OPEC), intervention of geopolitical issues and impact of financial markets.
Consequently, natural gas has emerged as the fuel of choice with a surge in its
demand around the globe.

Exhibit 15: World Proven Reserves of Natural Gas %
Russia
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Source: |[EA, Parsoli Research

Natural gas is the third largest contributor to the global energy basket contributing
25.0% of the total global primary energy supply. Among the end-use sectors, the
industrial sector remains the largest consumer of natural gas worldwide, accounting
for 52.0% of the total incremental demand for natural gas. Integration of global gas
markets was the most significant development during the period 2002-08. LNG has
been one of the key drivers of this integration. With nearly 54.0% increase in
liquefaction capacities from 87mmtpa to more than 188mmtpa over the past 10 years,
the share of LNG in global gas trade has grown from 14.0% to 26.0%. On the back on
location of gas reserves and an increasing share in the future gas mix, it is expected
that the world’s LNG trade may touch 247mmtpa by 2010. This has also been
supported by the fact that there is a continuous lowering of cost across the LNG value
chain, which has transformed the LNG economics. Today, the European market is the
most integrated gas market.

The global demand for LNG is expected to grow to 330 metric tonne per annum
(mtpa) by 2015. Currently, there are 30 LNG plants around the globe. Many new LNG
liquefaction projects in pipeline are expected to be on-stream by 2015, which would
drive the total capacity to 364mmtpa from existing 188mmtpa. Due to the major
pipeline supply initiatives taken by Russia to supply piped natural gas (PNG) to
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Natural gas accounts for only about
8% of the total energy basket in
India which is quite below the world
average of around 24%.

Gas demand in India is around
179mmscmd against an availability
of only 95mmscmd but supplies are
anticipated to increase at a CAGR of
22.9% from 106.6mmscmd in FY2008
to 243.6mmscmd by FY2012E

Europe, China and Korea; and by Africa to supply PNG to Europe; it is expected that
many LNG volumes contracted for supplies to UK and Europe would be available for
the Asia and Asia-Pacific. The current gap between global supply and demand is
expected to continue as the liquefaction plant projects that prepare the gas for
shipping in producing nations like Nigeria and Russia are being delayed and even
postponed because of political turbulence, cost overruns and increasing domestic
demand for gas in their own countries.

Indian Natural Gas Scenario

In India, coal is a major energy source and contributes to 51.0% of primary energy
consumption followed by natural gas which accounts for around 8.0% of the total
energy basket in the country below the world average of around 24.0%. However,
going forward, the scenario is expected to change with increasing gas consumption
across industries in the country. Fertilizers and power sectors are the major gas
consumers accounting for 29.0% and 40.0% of the total gas demand in the country.
The Government of India had issued a ‘Draft Gas Utilization Policy’ (draft GUP),
wherein it has prioritized natural gas usage. Under the policy, natural gas will be first
assigned to existing capacities, followed by new capacities.

Exhibit 16: Order of Priority (in descending order)

Source: Company, Parsoli Research

Gas demand in India is around 179mmscmd whereas domestic gas availability is only
around 95mmscmd. India’s natural gas supplies are anticipated to increase from
106.6mmscmd in FY2008 to 243.6mmscmd by FY2012E, at a CAGR of 22.9%.Gas
production is likely to be more than 190mmscmd by 2009 after the new gas streams
are taken into line. Most of the new supply is expected from Reliance Industries (RIL)
KG-D6 production (80mmscmd) and addition of LNG capacity. LNG supply will
increase on the back of expansion at Dahej (16.9mmscmd) and Hazira (6.0mmscmd)
and new capacities at Kochi (9.4mmscmd) and Dabhol (5.6mmscmd).
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There are two operational LNG
terminals at Dahej and Hazira in
Guijarat with a total existing capacity
of 7.5mmtpa

Exhibit 17: Sector-wise Gas Demand Forecasts mmscmd
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Source: Ministry of Petroleum & Natural Gas, Parsoli Research
Gas Infrastructure in India

There are two operational LNG terminals at Dahej and Hazira in Gujarat with a total
existing capacity of 7.5mmtpa. The third terminal in Dabhol with a capacity of 5mmtpa
is under commissioning. There is another terminal at Kochi which is taking a final
shape for implementation. In terms of transmission pipelines, there is an existing
network of 6,300km including the Hazira-Vijaipur-Jagdishpur (HVJ) network, Dahej-
Vijaipur Pipeline (DVPL) and other regional networks. The total expected investment
in of inter-state pipelines is about Rs 21,000cr.
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GAIL holds a dominant position in
the gas transmission business

Relative Performance

Natural gas trading and transmission are the core businesses of GAIL. The company
holds a dominant position in gas transmission business. There are no any significant
domestic players in this business. The following Exhibit depicts the comparison
among domestic players in the gas distribution business. GAIL has its gas pipeline
network across the country. Gujarat Gas Company and Indraprastha Gas are the
regional players in city gas distribution business whereas Petronet LNG supplies re-

gasified LNG for industrial usage.

Exhibit 18: Peer Comparison

Gujarat Indraprastha Petronet
Particulars GAIL Gas Gas LNG
Net Sales (Rs cr) 23776.0 1315.5 969.8 8428.7
EBIDTA Margin (%) 17.1% 20.6 33.9 11.6
EPS (TTM) 20.2 241 12.7 6.9
P/E Ratio 17.3 17.4 12.8 10.7
Price/ BV 3.0 3.9 3.3 2.8
EV/EBIDTA 7.1 6.0 4.3 4.6
ROCE (%) 20.3 30.8 404 235
ROE (%) 19.0 25.6 274 28.8
Sensex Beta 0.7 0.2 0.3 0.8
Market Cap (Rs cr) 44460.9 2688.7 2266.6 5512.5

Source: Parsoli Research

Exhibit 19: Gas Market Participants
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We expect GAIL to register revenues
growth of 18.5% in and 6.9% CAGR
in profit between FY2008 and
FY2011E

The company has been valued using
the sum-of-the-parts (SOTP)
valuation methodology

Outlook and Valuation

With core business of transmission and trading of natural gas, GAIL is expected to
grow at a rapid pace on the back of its capacity expansion plans. We expect GAIL to
register growth at a CAGR of 18.5% in revenues and 6.9% in profit between FY2008
and FY2011E. The company is also investing in the E&P segment to secure gas
supply for its LPG and petrochemical segments. GAIL's core business contributes
nearly 80% to the revenue. We believe operating margin will expand gradually due to
higher capacity utilization of its infrastructure.

GAIL is a diversified company with presence in natural gas/LPG transmission,
petrochemicals/liquid hydrocarbons production, E&P and has investments in various
entities. In order to factor in the value of these all business, we have valued the stock
by using the sum-of-the-parts (SOTP) valuation methodology.

We have used relative valuation (EV/EBIDTA, P/E and P/BV) methods to value the
existing businesses of the company. On basis relative valuation, we arrived at a fair
value of Rs 372/share as fair value for the existing business. To value the
investments in listed companies, we have used current market price. Based on the
current market price, Rs 50/share is contributed from investments to the total value.

Exhibit 20: SOTP Valuation

Particulars Fair Value (Rs)
Existing Business 371.7
Investments 50.4
Total Value 422.1

Source: Company, Parsoli Research
Valuation of Existing Business

At current market price of Rs 362, GAIL is trading at 14.4x our FY2011E earnings,
2.4x our FY2011E book and 9.6x FY2010E EV/EBITDA. Earning of the company is
expected to grow at 6.9% CAGR in period between FY2008-11E. Asuming 15.1x
FY2011E earning which is at a discount to the industry average, we get the value as
Rs 377. We have assumed P/BV of 2.5, which is nearly 20% discount to the industry
average, to value the company. For valuation based on EV/EBIDTA, we have valued
GAIL trading at 9.4x FY2011E EV/EBIDTA.

Exhibit 21: Valuation of Existing Business

Particulars Actual Multiple Fair Value (Rs) Upside (%)
EV/EBIDTA 9.4 353.4 (2.3)
P/E 15.1 377.4 4.4
P/BV 2.5 384.3 6.3
Average 371.7 2.8

Source: Parsoli Research
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Valuation of Investments
GAIL has ample investment with holdings in listed companies such as ONGC (5.1cr
shares), Petronet LNG (9.4cr shares), Indraprastha Gas (3.2cr shares) and China
Gas Holding (21.0cr shares). Along the investment in the listed companies, GAIL has
also investment in many unlisted companies like Mahanagar gas, Ratnagiri gas. We
have valued its listed investments at current market prices, leading to a value Rs
59/share. In order to factor in the value of these companies, we have discounted the
investments by 15.0% leading to a value of Rs 50/share.
Exhibit 22: Valuation of Investments
Current Value
No of Equity of Investment Value
Company Shares (Rs cr) (Rs/share)
Indraprastha Gas 31500000 510.0 4.0
Petronet LNG 93750000 689.1 5.4
China Gas Holding 210000000 254.0 2.0
ONGC 51400267 6067.5 47.8
Total 386650267 7520.6 59.3
Source: Company, Parsoli Research
We recommend a BUY on this stock With strong government support, high quality assets and aggressive expansion
with a 12-month target price of Rs plans backed by large capital expenditures along wi  th an expected increase in
422 overall demand for natural gas, we recommend a BUY on this stock with a 12-
month target price of Rs 422.
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Financial Statements

Exhibit 23: Profit & Loss Statement Rs cr
Particulars FY2007 FY2008 FY2009 FY2010E FY2011E
Net Sales 16,047.2 18,008.2 23,776.0 26,723.4 29,978.7
% chg 11.0 12.2 32.0 12.4 12.2
Total Expenditure 13,132.8 14,110.6 19,716.3 21,681.6 24,256.9
% chg 2.6 7.4 39.7 10.0 11.9
EBIDTA 2,989.6 3,927.5 4,064.7 4,969.6 5,721.9
Margin (%) 18.6 21.8 17.1 18.6 19.1
Other Income 545.0 556.4 796.6 701.7 787.1
Depreciation & Amortization 575.4 571.0 559.9 752.6 1,016.0
Interest 107.1 79.6 87.0 430.0 751.6
PBT 3,199.7 3,855.0 4,204.0 4,488.7 4,741.4
Margin (%) 19.9 21.4 17.7 16.8 15.8
Total Tax 813.0 1,253.5 1,400.3 1,486.7 1,564.7
(% of PBT) 25.4 32.5 33.3 33.1 33.0
PAT 2,386.7 2,601.5 2,803.7 3,002.0 3,176.8
% chg 3.3 9.0 7.8 7.1 5.8
Margin (%) 14.9 14.4 11.8 11.2 10.6

Source: Company, Parsoli Research

Exhibit 24: Balance Sheet Rs cr
FY2007 FY2008 FY2009 FY2010E FY2011E
SOURCES OF FUNDS
Equity Share Capital 845.7 845.7 1268.5 1268.5 1268.5
Reserves & Surplus 10547.3 12159.2 13501.2 15615.2 17904.0
Net Worth 11392.9 13004.9 14769.6 16883.7 19172.5
Total Loans 1337.9 1265.9 1200.1 6150.0 10750.0
Deferred Tax Liability 1318.7 1319.7 1325.9 1317.3 1317.3
Capital Employed 14049.4 15590.4 17295.7 24350.9 31239.7
APPLICATION OF FUNDS
Gross Block 14932.6 16957.9 17604.0 25508.2 34435.5
Less: Acc. Depreciation 7478.2 8024.6 8553.7 9306.3 10322.3
Net Block 7454.4 8933.3 9050.3 16201.9 24113.3
Capital Work-in-Progress 1936.9 816.7 2426.3 4865.1 5140.7
Investments 1463.8 1490.9 1737.3 1737.3 1737.3
Current Assets 7745.5 10410.0 12236.5 11498.9 11788.9
Current Liabilities 4551.2 6060.4 8154.8 9952.3 11540.3
Net Current Assets 3194.3 4349.6 4081.8 1546.6 248.5
Capital Deployed 14049.4 15590.4 17295.7 24350.9 31239.8

Source: Company, Parsoli Research
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Exhibit 25: Cash Flow Statement Rs cr
Particulars FY2007 FY2008 FY2009 FY2010E FY2011E
EBITDA 2859.8 3855.0 4204.0 4488.7 4741.4
Depreciation 575.2 573.9 559.9 752.6 1016.0
Interest 293.2 445.5 394.4 430.0 751.6
Change in Working Capital (1002.9) (38.8) (557.3) 1649.0 421.8
Direct taxes paid (857.4) (1026.8) (1500.9) (1495.4) (1564.7)
Cash Flow from Operations 1868.0 3808.9 3100.1 5824.8 5366.1
(Inc.)/Dec. in Fixed Assets (2035.5) (1229.5) (2530.1) (7904.2) (8927.3)
(Inc.)/Dec. in CWIP 0.0 0.0 0.0 (2438.8) (275.6)
Free Cash Flow (167.6) 2579.4 570.1 (4518.2) (3836.8)
Inc./(Dec.) in Investments (16.8) (19.5) (244.3) 0.0 0.0
Inc./(Dec.) in Capital 0.0 0.0 0.0 0.0 0.0
Inc./(Dec.) in Loans (579.3) (72.0) (65.7) 4949.9 4600.0
Dividend paid (incl. tax) (964.3) (593.6) (1187.2) (887.9) (887.9)
Interest paid (Net) (107.6) (81.7) (89.6) (430.0) (751.6)
Cash Flow from Financing (1668.0) (766.8) (1586.9) 3632.0 2960.5
Inc./(Dec.) in Cash (1835.5) 1812.6 (1016.8) (886.2) (876.3)
Opening Cash balances 4495.9 2660.4 4473.0 3456.2 2570.0
Closing Cash balances 2660.4 4473.0 3456.2 2570.0 1693.7

Source: Company, Parsoli Research

Exhibit 26: Key Ratios

Particulars FY2007 FY2008 FY2009 FY2010E FY2011E
Per Share Data (Rs)

EPS 18.8 20.5 22.1 23.7 25.0
Cash EPS 23.5 25.0 26.6 29.5 33.1
DPS 6.7 6.7 7.0 7.0 7.0
Book Value 89.8 102.5 116.4 133.1 151.1
Returns (%)

ROE 20.9 20.0 19.0 17.8 16.6
ROCE 17.2 215 20.3 17.3 15.1
Dividend Payout 35.4 325 31.7 29.6 28.0
Valuation Ratios (x)

P/E 9.4 17.6 16.4 15.3 14.4
P/CashEPS 7.5 14.4 13.6 12.2 10.9
P/BV 2.0 3.5 3.1 2.7 2.4
EV/EBITDA 14.9 10.9 10.7 9.9 9.6
EV/Sales 2.8 2.4 1.8 1.8 1.8

Source: Company, Parsoli Research
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Disclaimer

This document is provided for assistance only and is not intended to be and must not alone be taken as the basis for an
investment decision. Nothing in this document should be construed as investment or financial advice, and nothing in this
document should be construed as an advice to buy or sell or solicitation to buy or sell the securities of companies referred
to in this document. 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.

Parsoli Corporation Limited has not independently verified all the information given in this document. Accordingly, no
representation or warranty, express or implied, is made as to the accuracy, completeness or fairness of the information
and opinions contained in this document. This information is subject to change without any prior notice. The Company
reserves the right to make modifications and alternations to this statement as may be required from time to time without
any prior approval or notification. Parsoli Corporation Limited, its affiliates, their directors and the employees may from
time to time, effect or have effected an own account transaction in, or deal as principal or agent in or for the securities
mentioned in this document. They may perform or seek to perform investment banking or other services for, or solicit
investment banking or other business from, any company referred to in this report. Each of these entities functions as
separate, distinct and independent of each other. The recipient should take this into account before interpreting the
document.

This report has been prepared on the basis of information, which is already available in publicly accessible media or
developed through analysis of Parsoli Corporation Limited. The views expressed are those of the analyst and the
Company may or may not subscribe to all the views expressed therein. This document is being supplied to you solely for
your information and may not be reproduced, redistributed or passed on, directly or indirectly, to any other person or
published, copied, in whole or in part, for any purpose.

Neither the Company, nor its directors, employees, agents nor representatives shall be liable for any damages whether
direct or indirect, incidental, special or consequential including lost revenue or lost profits that may arise from or in
connection with the use of the information.
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