INVESTMENT THESIS ∷ Coal India Limited (CIL)
Investment Highlights
Company Overview
Investment Positive Rationales

CIL is the largest coal producing company in the world based on its raw coal production of 431.26 MT in FY10. Also it has largest coal reserve in the world. Based on the current rated capacity of CIL’s 21 operating mines, its extractable reserves have a mine life of around 50 years. The company contributed 81.9% of Indian coal production in FY09. 
CIL is also one of the lowest cost producers of coal compared to its global peers. Its coal of production per unit tonne is around $17. The low cost is attributable to various reasons such as lower stripping ratio (Average of 1.69), larger proportion (around 90%) of coal comes from open cast mining, all levies and transportation cost are borne by buyers, relatively thick and simple geological structure of coal seam, natural attrition rate of employees. 
CIL is well placed to benefit from the increasing demand of coal in India due to expected increase in power, steel and cements capacities over the few years. Hence it will not face any demand short fall in near future. Also, the price of CIL’s raw coal is significantly (around $25/tonnes compare to $70/tonnes) below than global coal. So there is a huge room of upside revision of price of coal. 

CIL has a very strong balance sheet with net cash of $8bn as of Jun10 (around 17% of market capitalization) and has strong capacity to generate free cash flow due to various positive rationales. The large cash flow in the balance sheet gives CIL much more flexibility in pursuing growth as well as making capital expenditures in setting up various coal beneficiaries to increase the quality of coal and joint ventures to increase the capacity. 

Investment Negative Rationales

CIL’s thermal coal is predominantly has high ash content (40% compared to 10% in coal of global peer) and lower calorific value (Grade D & F). This is one of the main reason why port based user of coal prefer import coal from countries like Australia, Canada, etc.
In India, in coal sector there is negligible presence of private companies due to no approval of selling coal and large number of required clearances. But due the increasing demand of coal, government is likely to take step which would slowly ramp up the coal production by private companies. 

CIL has to face law and order issue due to naxalite activities predominantly in eastern and central part of India where CIL has all of its operations. Such activities have affected its operation, transportation thus impacting the off take of CIL and increased its inventories. 
Key Drivers 
Power sector accounts for around 80% off take of the coal of the company. As per CIL management, power sector demand of coal is expected to grow at a CAGR 11.1% from FY10 to FY14. CIL has incurred Capex (around Rs23bn) for setting up new beneficiaries’ plant to increase the quality of coal produced. CIL has highlighted that increasing sale from washed coal from 3% in FY10 to 40% in FY17 will helps in driving the higher profit margins in compared to raw coal. Around 10% volume of CIL is sales trough E-auction (doing business over internet), where pricing has been linked with market price. It will lead to significant growth of the revenue of the company.
Employee costs account for around 46% of the company’s operation cost. However, at the end of FY10, company has recorded around 7% decline rate from FY08 due to natural attrition. This natural attrition rate will lead to significant cost reduction of the company due to reduction in wage expense of the company. CIL has been mining coal from the mines, which have relatively lower stripping ratio (Average of 1.69) compared to other mines present globally. It will lead to significant reduction in the cost of production of the company.
Key Risks 
· CIL's financial performance is closely linked to thermal coal prices. Any movement in thermal coal prices contrary to anticipated price poses a risk to the valuation of the company.
· Any shortfall in the anticipated growth in production due to various reasons like due to missing production targets, disruption of transportation, continual delayed environmental approval, poses a risk.
· A delay/cancellation in forward integration plans of setting up various beneficiaries’ plants, which leads to improvement in company’s margins, poses a risk to the valuation.  

· In present, CIL can transfer all of its cost hikes to buyers of coal from Coal India. The biggest key risk can be the potential inability to pass on all of its cost hikes to the buyers of coal from the company.

Industry Scenario

Coal Industry and reserves: Although coal deposits are widely distributed across the world, 80.0% of the world’s recoverable reserves are located in five regions: the US (28%), Russia (19%), China (14%), Europe (10.0%) and Australia (9.0%). India is the third largest coal producing country in the world after China and United States. India accounted for 6.7% of the world's recoverable reserves.
Coal production and consumption: China is the largest producer of coal 3,050.0 million tons (44.0% of the total worldwide production in 2009), followed by the United States 973.2 million tons, whereas India's coal production was approximately 532.06 million tons, in fiscal 2010. Asia is the biggest market for coal and accounts for 65.0% of global coal consumption, where China and India, as the primary consumers. 
Indian Economy: With an estimated GDP of approximately $3.56 trillion in 2009, India is the fifth largest economy in the world after the European Union, the United States, China and Japan. It has becomes one of the fastest growing economies in the world with GDP growth rate of 7.4% in fiscal year 2010.
Regulatory Scenario

Indian coal mining industry is highly regulated by government of India. All coal mining companies required grants, approval for various types of mining exploration, production and environmental clearance by GoI. The Government has declared a significant part of mining areas as “NO GO” area, where no mining activity can be carried out due to dense forest cover.

Valuation Recommendation
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Global Coal commodity companies historically are traded between 5.0X-13.0X times one year forward EV/EBITDA. The expected growth rate of revenue is 11% CAGR during FY10A-FY13E on account of increasing growth and better realizations of prices. At current price of INR357.45, CIL is trading at EV/EBIDTA multiple of 12.2X of its FY10A EBIDTA. Considering its dominant position in India, growth potential and comparison with peers (Peabody, Yanzhou, Consol Energy, Arch Coal) a forward multiple EV/EBIDTA of 11.0X is assigned. One year forward price of INR428.56 is arrived by using 11.0X to its FY12E EBITDA (peers multiple average, 11.4X). It offers a 19.9% upside potential and hence, given a “BUY” rating.   
Source: Company Data and Self estimates, Reported Currency INR (billions)
