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  Oil & Gas       
  

Light at the end of the tunnel? 
   
 
 

 IOC is our top pick 
Despite all the uncertainties in the subsidy scenario in India, we are confident that 
the government will issue enough oil bonds to maintain EPS of refining and 
marketing (R&M) companies at a reasonable level like it did in FY06. IOC is our 
top pick among R&M companies with a PO of Rs556 (35% upside potential). IOC 
fares better (as in FY06) at the oil bond level at which its peers’ EPS is at a 
reasonable level (refer Table 4) and is also the cheapest on P/E. We retain a Buy 
on HPCL, with a PO of Rs301 (32% upside potential). It is a value play with 4.8% 
yield and P/BV of 0.83x. We regard ONGC as the best play on auto fuel subsidy 
elimination, especially if this comes as a result of domestic price hikes. 

Earnings to rise in FY07E, flat in FY08E for R&M companies 
In FY07 the announced oil bond issue of Rs283bn should ensure higher YoY 
earnings for R&M companies up to a Brent price of US$78/bbl. We forecast FY07 
earnings for R&M companies to rise by 49-155% YoY (from a low base) at our 
Brent forecast of US$67/bbl, despite assuming only Rs160bn of oil bonds. For 
FY08, we have assumed issue of oil bonds despite there being no subsidy on 
auto fuels at our Brent price forecast of US$60/bbl. Oil bonds would be needed to 
retain FY08E EPS of R&M companies on par with FY07E. Otherwise earnings of 
these companies could see a steep decline YoY, due to a hit on refining margins 
resulting from tariff cuts since FY05 and high LPG and kerosene subsidies.   

Hope of a permanent solution 
Our FY08 estimates therefore make it apparent that elimination of auto fuel 
subsidy will not be enough to improve earnings outlook of R&M companies. 
Subsidy on LPG and kerosene too has to be eliminated or steeply cut. A steep fall 
in oil price or hefty domestic price hikes can achieve this. Hefty price hikes are 
unlikely. Relatively modest price hikes, which cut subsidy by just 20-45%, would 
be enough to eliminate R&M companies’ subsidy  if the entire gain from price 
hikes is passed on to R&M companies and if the cess from crude is used to meet  
subsidies. Government’s recent in-principle approval to limit kerosene subsidy 
only to the poor has kindled hopes. If implemented this would help reduce 
kerosene subsidy by 40%. We estimate R&M companies’ EPS to jump to 
normalized level of Rs60-71/share, once all subsidies are eliminated. 

ONGC a preferred play on auto fuel subsidy elimination 
ONGC’s earnings would rise sharply if oil prices remain high and subsidy on auto 
fuels is eliminated. In fact, if the latter occurs, then its earnings would rise even if 
there is a modest decline in oil price. R&M companies do not gain if only auto fuel 
subsidy is eliminated. ONGC therefore is the best play among oil companies on 
elimination of auto fuel subsidy, in our view. 
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Table 1: Valuation comparison of R&M 
companies 
 IOC HPCL BPCL
FY07E (x)    
P/BV 1.38 0.83 1.21
PE 7.2 7.5 9.0
EV/EBITDA 5.9 6.6 6.7
Dividend yield 7.0% 4.8% 3.4%
    
Price objective/theoretical fair 
value (Rs) 556 301 381
Market price (July 10, 2006) 413 228 350
Upside potential 35% 32% 9%
    
Rating Buy Buy Neutral
Source: DSP Merrill Lynch estimates 

Table 2: EPS forecast of oil companies 
Rs/share FY07E FY08E
BPCL (XBPCF, C27) 38.7 42.2 
HPCL (XHTPF, C17) 30.5 31.4 
IOC (IOCOF, C17) 57.2 55.6 
ONGC (ONGCF, C27) 124.1 146.0 
   
YoY change   
BPCL 145% 9%
HPCL 155% 3%
IOC 49% -3%
ONGC 17% 18%
   
Brent price (US$/bbl) 67.0 60.0
Source: DSP Merrill Lynch estimates 
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Investment summary 
 If subsidies remain at a high level, the government would issue enough oil bonds 

to maintain earnings of R&M companies at a reasonable level. The government 
issued Rs115bn of oil bonds in FY06 and has announced Rs283bn for FY07.. 

 IOC’s earnings are far higher at the size of the oil bonds, at which earnings of 
its peers, BPCL and HPCL are at reasonable levels (refer to Table 4 for 
FY06 earnings of oil companies). 

 Subsidy on auto fuels could get eliminated before that of LPG and kerosene. 
Domestic auto fuel prices already factor in Brent price of US$59/bbl against 
US$30/bbl in case of LPG and US$19/bbl in case of kerosene. With respect 
to price hikes, the track record of auto fuel is much better than that of LPG 
and kerosene (refer to Chart 17, Chart 18, Error! Reference source not 
found. and Error! Reference source not found.). 

 ONGC could see a sharp rise in its earnings if oil prices remain high and auto 
fuel subsidy is eliminated. It would stand to gain even if there is a modest 
decline in oil price. 

 If oil prices remain high, mere elimination of subsidy on auto fuels would not be 
enough to improve the earnings outlook of R&M companies. This is because a 
steep cut in import duty protection and discounts on products (which threaten 
to become a permanent hit) have eroded the refining margins of Indian R&M 
companies. LPG and kerosene continue to be highly subsidized. 

 Government will have to issue oil bonds to R&M companies to keep their 
earnings at reasonable levels, even if subsidy on auto fuels is eliminated. 

 For R&M companies’ earnings to improve significantly without the aid of oil 
bonds LPG and kerosene subsidy will need to be eliminated or cut steeply. 

 LPG and kerosene subsidy can be eliminated or could decline sharply if either the 
government hikes domestic prices or if oil prices decline below US$45/bbl levels. 

 However, the required price hikes in LPG and kerosene to eliminate or 
steeply cut subsidy appears highly unlikely in the foreseeable future.  

 
 Eliminating subsidies for R&M companies would be relatively easier to 

implement if subsidy sharing is changed to provide the entire benefit of price 
hikes to R&M companies. Even at a Brent price of US$80/bbl, a 45% cut can 
eliminate subsidy for R&M companies (refer to Chart 21). 

 Recently the government has in principal approved to limit kerosene subsidy only 
to the poor, which has raised hopes of subsidy elimination for R&M companies. 

Our conclusions 
 IOC is the safest stock among R&M companies in the current environment. It 

could see significant upside even if subsidies are eliminated. 

 HPCL is the most vulnerable of the R&M companies, but is a value play 
given that it trades at a P/BV of 0.83x. HPCL should also see the maximum 
upside, with the elimination of all subsidies. 

 ONGC is the best exposure to auto fuel subsidy elimination, if it is a result of 
domestic price hikes rather than decline in oil prices. 

Table 3: Normalized EPS of R&M companies 
Rs/share HPCL BPCL IOCL 
Normalized EPS 60.1 62.9 70.9 
    
Assumptions    
Refining margin (US$/bbl) 3.5 4.0 4.5 
Auto fuel marketing margin (Rs/litre) 1.0 1.0 1.0 
    
Sensitivity of EPS to change in    
Marketing margins by Rs0.1/litre 2.4 2.5 1.9 
Refining margins by US$ 1/bbl 10.4 12.7 10.3 
Source: DSP Merrill Lynch estimates 
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Oil companies hit by rising subsidy 
R&M companies on the brink of sliding into the red in FY06 
There has been a secular rise in subsidy on petroleum products since FY03 - the 
first year of oil sector ‘deregulation’. Subsidies have risen due to rising 
international oil prices and inadequate domestic price hikes. The budget support 
to subsidy gradually declined during FY03-FY05, thereby increasing subsidy 
burden on oil companies. The subsidy situation deteriorated in FY06 when auto 
fuels too were subsidized as compared to just LPG and kerosene until FY05. 
R&M companies would have been in the red in FY06 but for Rs115bn of oil bonds 
issued by the government towards LPG and kerosene subsidy.   

Decline in refining margins too has hit R&M companies 
The secular decline in earnings of R&M companies from peak levels in FY04 can 
be attributed to not only the rising subsidy, but also a decline in refining margins, 
especially in FY06. This decline was primarily due to a steep cut in import duty 
protection on petroleum products. We estimate this hit on refining margins at 
US$1.1/bbl. The shift to trade parity pricing from import parity pricing from June 
2006 is set to hit refining margins by another US$0.4-0.5/bbl. Refining margins 
would be further hit by US$0.7/bbl on account of the discounts on LPG and 
kerosene that refiners have had to give from FY06. 
 
Table 4: FY06 earnings of R&M companies  
Recurring EPS (Rs/share) FY06 FY05 % Change
    
IOC 38.5 46.6 -17%
BPCL 15.8 49.5 -68%
HPCL 12.0 37.7 -68%
ONGC 106.3 98.6 8%
Source: DSP Merrill Lynch, Company data 

Subsidy rise caps ONGC’s gain from high oil price 
Even upstream oil company, ONGC has borne the impact of surging subsidy. 
ONGC first had to bear the subsidy from FY04 when its earnings declined YoY 
(refer to Chart 2). However, ONGC gained from rising oil price in FY05 (50% YoY 
EPS rise in FY05), when it had to bear only the LPG and kerosene subsidies. 
However, in FY06, when it was burdened with the subsidy on auto fuels too, its 
earnings rose by a mere 8% YoY despite 37% YoY rise in oil price. 

FY07E subsidy crisis under control 
Generous oil bonds and modest price hikes to tackle subsidy crisis 
Subsidies are set to rise further in FY07, given that Brent price has averaged 
US$70/bbl and currently rules over US$70/bbl. Even at our Brent price forecast of 
US$67/bbl, subsidy would have been 55% YoY higher at Rs660bn had there 
been no price hikes. In June 2006, the government announced a package of 
generous oil bonds (Rs283bn) and modest auto fuel price hikes to tackle the 
subsidy crisis. The price hikes have reduced FY07E subsidy to Rs542bn at 
US$67/bbl. 

Subsidy package to keep R&M companies in the black up to US$80/bbl  
We estimate oil bonds of Rs283bn would be enough to keep R&M companies in 
the black up to a Brent price of US$80/bbl. Thus, even if oil prices rise further, the 
government’s package would be adequate to tackle the subsidy problem and 
ensure R&M companies remain in black. 

Chart 1: Recurring EPS of R&M companies 
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Chart 2: ONGC’s recurring EPS 
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Price hikes may be allowed if Brent rules over US$75/bbl 
The government also announced that it will allow oil companies to hike domestic 
price of the four subsidized products provided the oil price exceeds US$75/bbl. 
However, this remains to be seen.   

Earnings outlook for FY07E 
Assumptions on size of oil bonds and subsidy sharing  
There are uncertainties on the size of oil bonds that would be issued and whether 
upstream oil companies such as ONGC would stand to benefit from the auto fuel 
price hike in June 2006. We assume that:  

 Size of the oil bond will vary, depending on the oil price and subsidy  

 Rs283bn of oil bond will be issued, if Brent is over US$75/bbl. Otherwise the 
size of oil bonds will be less than Rs283bn  

 Upstream oil companies do not benefit from auto fuel price hike  

EPS of R&M companies to rise 49-155% YoY at our forecast of US$67/bbl 
We estimate R&M companies will post FY07 EPS of Rs30-57 based on our Brent 
oil price forecast of US$67/bbl (refer to Table 5). At this Brent price, the oil bond 
size is assumed at Rs160bn. IOC is expected to achieve higher EPS than peers 
at the oil bond size at which HPCL attains an EPS of Rs30.5. Even BPCL would 
likely post higher EPS compared to HPCL. Chart 3 provides a sensitivity of 
FY07E EPS of R&M companies to oil prices based on our oil bond size and 
subsidy sharing assumptions. 

Table 5: FY07E earnings of oil companies 
Rs/share IOC HPCL BPCL ONGC
FY07E recurring EPS 57.2 30.5 38.7 124.1
FY06 recurring EPS 38.5 12.0 15.8 106.3
YoY change 49% 155% 145% 17%
Source: DSP Merrill Lynch estimates 

ONGC’s FY07E earnings to rise YoY  
At our Brent price forecast of US$67/bbl ONGC could post 17% YoY higher FY07 
EPS at Rs124.1. Earnings rise despite our assumption that ONGC will not benefit 
from auto fuel price hikes and therefore its subsidy would rise 54% YoY to 
Rs184bn. The rise in earnings is due to an 8% bounce-back in oil production (hit 
by an accident in FY06) and rise in subsidiary OVL’s profitability. 

Chart 3: R&M companies  - FY07E EPS 
sensitivity to oil prices 
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Assumptions on domestic price hike 
Auto fuel price hikes of 5-7% pa assumed until subsidy is eliminated  
We have assumed 5.6-6.3% (Rs2.5/litre) hike in diesel prices and 5.8-6.5% 
(Rs3.5/litre) hike in gasoline prices in FY08-FY10. We have assumed a similar 
price hike of Rs2.5/litre for diesel and Rs3.5/litre for gasoline every year until 
subsidy is eliminated. For FY07, we have assumed no more price hikes post the 
one in June 2006. The YoY price rise in FY07 as shown in Table 6 is vis-à-vis the 
average price in FY06, when there were two price hikes (June/September 2005).  

Our price hike assumptions are conservative vis-à-vis past hikes 
Our price hike assumptions are conservative vis-à-vis past hikes in percentage 
terms as well as in per unit (Rs/litre) terms (refer to Table 6 and Table 7). During 
FY03-FY06, price hikes ranged 14-32% (Rs4.7-6.8/litre) in diesel and 11-25% 
(Rs4.4-7.8/litre) in gasoline. However, FY04 did not see any price hikes as it was 
not required. International gasoline and diesel prices were flat YoY in FY04. In 
fact, marketing margins on auto fuels were at their highest level of over Rs1.5/litre 
in FY04.  

Elimination of subsidy on auto fuels at our price hike assumptions  
Based on our assumption of domestic price hikes, subsidy on auto fuel would get 
eliminated if Brent price rules at US$70.5/bbl or lower in FY08. There would be no 
under-recovery (i.e. marketing margin would be at the desired level of Rs1.3/litre) 
up to Brent price of US$67.6/bbl in FY08. Table 8 highlights the Brent price at 
which there would be no subsidy and under-recovery on auto fuels in FY09E and 
FY10E. 

Table 8: Brent price at which auto fuel under-recovery and subsidy would be eliminated 
US$/bbl FY08E FY09E FY10E
Brent price up to which there would be     
No under-recovery on auto fuels 67.6 73.3 79.1
No subsidy on auto fuels 70.5 76.1 81.9
Source: DSP Merrill Lynch estimates 

Price hike in LPG assumed but no hikes in kerosene  
We have assumed an LPG price hike by Rs40/cylinder (14%) in FY08 and 
another Rs20/cylinder (6%) in FY09 in our earnings forecast. However, we have 
not assumed any price hike in kerosene. 

Earnings outlook for FY08 
No subsidy on auto fuels at our forecast Brent price 
At our Brent price forecast of US$60/bbl, we do not expect any subsidy on auto 
fuels in FY08. We believe that current domestic auto fuel prices reflect Brent price 
of US$59/bbl, which implies that not only would there be no subsidy but oil 
marketing companies would earn the desired marketing margin of Rs1.3/litre. At 
US$60/bbl, we expect marketing margin at Rs1.3/litre.  

Table 6: Auto fuel price hike assumptions 
Rs/litre FY07E FY08E FY09E FY10E 
Diesel 39.96 42.46 44.96 47.46 
Gasoline 53.50 57.00 60.50 64.00 
     
YoY change 
(Rs/litre)     
Diesel 3.9 2.5 2.5 2.5 
Gasoline 6.2 3.5 3.5 3.5 
     
YoY change     
Diesel 10.7% 6.3% 5.9% 5.6% 
Gasoline 13.2% 6.5% 6.1% 5.8% 
Source: DSP Merrill Lynch estimates 
 

Table 7: History of auto fuel price hikes 
Rs/litre FY03 FY04 FY05 FY06 
Price hikes      
Diesel 6.8 -0.5 5.4 4.7 
Gasoline 7.8 0.2 4.4 5.9 
     
Price hike (%)     
Diesel 32.1% -1.6% 19.7% 14.4% 
Gasoline 25.4% 0.6% 11.3% 13.7% 
Source: Industry data 
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Oil bonds may still be needed for R&M companies 
Lack of oil bonds could lower EPS of R&M companies at US$60/bbl 
At our Brent price forecast of US$60/bbl, we estimate EPS of HPCL (most 
vulnerable of the three R&M companies) to be 82% YoY lower at Rs5.6, despite 
elimination of auto fuel subsidy. The weakness in earnings would be a result of 
the following: 

 Refining margins of Indian refiners have been adversely affected by the 
steep reduction in import tariff protection since FY05 and the recent shift to 
trade parity pricing for auto fuels and discounts on LPG and kerosene sales. 
We estimate US$2.0-2.5/bbl hit on this account. 

 LPG and kerosene remain highly subsidized, with domestic prices of these 
products reflecting Brent price of just US$30/bbl and US$19/bbl, respectively. 
There has been no hike in domestic price since November 2004 in LPG and 
since March 2002 in kerosene. 

 Inventory loss, as Brent price is assumed to be 10% YoY lower at US$60/bbl 
from US$67/bbl in FY07. 

As can be seen from Chart 5, estimated EPS of BPCL and IOC at US$60/bbl in 
FY08 will likely be YoY lower if no oil bonds are issued. BPCL’s EPS will be lower 
50% YoY while that of IOC would be lower 42% YoY, in a similar situation. 

Oil bonds of Rs60-218bn at Brent price of US$60-80/bbl assumed 
We believe oil bonds will need to be issued in FY08. We have assumed oil bond 
issue of Rs60-218bn on a Brent price of US$60-80/bbl (refer to Chart 5).   

Table 9 shows that elimination of auto fuel subsidy would not be enough to 
improve the earnings outlook of R&M companies unless oil bonds are issued or 
oil prices decline steeply. HPCL’s FY08E EPS at a Brent price of US$75/bbl 
would work out to Rs21.9 even if auto fuel subsidy continues assuming Rs162bn 
of oil bonds (Rs35bn for HPCL) are issued to R&M companies. The bond issue 
will reduce LPG and kerosene subsidy hit for HPCL to Rs7.6bn. In case auto fuel 
subsidy is eliminated by domestic price hikes, we find HPCL’s marketing EBITDA 
would rise by Rs17.9bn. However, if no oil bonds are issued, this gain would be 
neutralized by the Rs35bn jump in LPG and kerosene subsidy. HPCL could end 
up in the red even after auto fuel subsidy elimination if oil bonds are not issued. 
Thus, even if there is no auto fuel subsidy, Rs78bn (Rs16.8bn for HPCL) of oil 
bonds would need to be issued if HPCL’s EPS is to be maintained at Rs21.9.  
 
Table 9: HPCL - EBITDA breakup change if auto fuel subsidy eliminated 
 FY08E EBITDA   
Rs-million Auto fuel subsidy No auto fuel subsidy Change 
EBITDA break-up  No oil bonds Oil bonds No oil bonds Oil bonds
Refining  11,249 11,249 11,249 0 0
Inventory loss/gain 4,164 4,164 4,164 0 0
Subsidy hit -7,621 -42,568 -25,551 -34,946 -17,929
Lubes 3,856 3,856 3,856 0 0
Pipelines 1,350 1,350 1,350 0 0
Marketing 3,985 21,914 21,914 17,929 17,929
EBITDA 16,982 -35 16,982 -17,017 0
      
Brent price (US$/bbl) 75.0 75.0 75.0   
EPS (Rs/share) 21.9 -12.7 21.9 -34.6 0.0
Source: DSP Merrill Lynch estimates 

Chart 4: R&M companies - FY08E EPS on no oil 
bonds 
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Chart 5: Assumption of oil bonds in FY08E 
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Chart 6: FY08E EPS sensitivity to oil prices for 
R&M companies 
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Flat earnings expected for R&M companies in FY08 
Based on our assumption of oil bonds, we believe FY08 earnings of R&M 
companies will be flat (refer to Table 10). We have assumed the size of the oil 
bonds in FY08 at a level at which HPCL will be able to maintain its earnings in 
FY07. 
 
Table 10: EPS forecast of R&M companies in FY08E 
Rs/share FY08E EPS FY07E EPS Change
BPCL 42.2 38.7 9%
HPCL  31.4 30.5 3%
IOC 55.6 57.2 -3%
Source: DSP Merrill Lynch estimates 

ONGC’s earnings to rise by 18% YoY despite 10% lower oil price 
At our Brent price forecast of US$60/bbl for FY08, we find ONGC’s EPS would be 
18% YoY higher at Rs146 despite assumption of 10% YoY decline in oil price. 
The rise in earnings is mainly due to 66% YoY decline in subsidy to Rs63bn from 
Rs184bn in FY07. Thus, ONGC would be the real gainer from auto fuel subsidy 
elimination compared to the R&M companies. 

Earnings outlook for R&M companies 
Steep cut or elimination of LPG and kerosene subsidy  
R&M companies are likely to record reasonable earnings in FY07 and FY08 
mainly due to the issue of oil bonds. Elimination of subsidy on auto fuels will not 
be enough if R&M companies’ earnings are to improve significantly without any oil 
bonds. In fact, even LPG and kerosene subsidies need to be eliminated or at 
least cut steeply. This could be a possibility if either 

 oil prices decline so steeply that subsidies on LPG and kerosene are 
eliminated or decline sharply or 

 Domestic prices of LPG and kerosene are increased adequately to eliminate 
or steeply cut subsidies. 

Decline in Brent price to US$45/bbl or lower would boost earnings 
We believe LPG and kerosene subsidies could see a steep decline and earnings 
could rise to peak levels achieved in FY04 or higher provided the Brent price 
declines to US$45/bbl or lower by the end of FY07 and maintains that level in 
FY08. If the decline takes place in FY08, there could be significant inventory 
losses, thereby hurting earnings.   

Steep price hikes unlikely but a change in subsidy sharing can help 
If oil prices remain high, steep domestic price hikes in LPG and kerosene 
required to eliminate or reduce subsidies appear unlikely. A change in subsidy 
sharing regime, whereby the entire benefit of price hikes is given to R&M 
companies, can make elimination or cut in subsidy for R&M companies relatively 
easy to implement. If the subsidy sharing regime is changed, we find a 45% 
reduction in LPG and kerosene subsidy would be enough to eliminate subsidies 
for R&M companies (refer to Chart 21) even if Brent rules at US$80/bbl. However, 
if Brent is at US$50/bbl, cut in LPG and kerosene subsidy by 20% could be 
enough. Hopes of early subsidy elimination have also been raised by the recent 
in-principle approval by the government to limit kerosene subsidy to the poor. If 
implemented, it would help cut subsidy by 40%. 

Chart 7: ONGC’s FY08E EPS sensitivity to oil 
prices 
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Normalized earnings of R&M companies 
If all subsidies of R&M companies are eliminated, then their earnings would rise 
to levels similar to normalized earnings. Normalized earnings assume 

 No subsidies 

 No inventory gain or loss 

 Singapore refining margins at our long term forecast of US$5.5/bbl 
 
Table 11: Normalized earnings of R&M companies at their FY08E capacities 
Rs/share HPCL BPCL IOCL
Normalized EPS 60.1 62.9 70.9
    
Assumptions    
Refining margin (US$/bbl) 3.5 4.0 4.5
Auto fuel marketing margin (Rs/litre) 1.0 1.0 1.0
    
Sensitivity of EPS to change in    
Marketing margins by Rs0.1/litre 2.4 2.5 1.9
Refining margins by US$ 1/bbl 10.4 12.7 10.3
Source: DSP Merrill Lynch estimates 



   Oi l  &  Gas  
 13 Ju ly  2006     

 10 

Subsidy – from bad to worse 
Subsidy increased 89% to US$9.6bn in FY06 
Subsidies on petroleum products increased 89% YoY to US$9.6bn in FY06, 
primarily on: 

 Under-recovery in auto fuels (gasoline and diesel) rising almost six-fold to 
US$3.4bn. In FY06, even auto fuels were subsidized i.e. oil marketing 
companies (OMCs) sold at prices lower than the cost price from refiners. 
Until FY05 only LPG and kerosene was subsidized.  In FY05, OMCs had 
under-recoveries of Rs25bn (US$600m), implying marketing margins were 
lower than the desired marketing margin of Rs1.3/litre.  

 Under-recovery on LPG and kerosene also jumped 36% YoY to US$6.1bn. 
Domestic prices of these products remained unchanged throughout FY06 
while international prices were up 29-40% YoY.  

 
Table 12: FY06 under-recoveries and sharing thereof  
 FY06 FY05 Change FY06 FY05 Change 
 Rsbn US$bn  
Under-recovery on        
LPG and kerosene 272 203 69 6.1 4.5 1.6 36%
Auto fuels 152 25 127 3.4 0.6 2.9 518%
Total under recovery 425 228 197 9.6 5.1 4.5 89%
        
Subsidy sharing        
Government         
By cash reimbursement  26 25 1 0.6 0.6 0.0 5%
By way of oil bonds 115 0 115 2.6 0.0 2.6  
 141 25 116 3.2 0.6 2.6 472%
        
Upstream oil companies 140 59 81 3.2 1.3 1.8 140%
Standalone refiners (discounts) 14 0 14 0.3 0.0 0.3  
R&M companies 129 144 -14 2.9 3.2 0.0 -9%
Total under recovery 425 228 197 9.6 5.1 4.5 89%
        
Subsidy sharing        
Government 33% 11%  33% 11%   
Upstream oil companies 33% 26%  33% 26%   
Standalone refiners 3% 0%  3% 0%   
R&M companies 30% 63%  30% 63%   
 100% 100%  100% 100%   
Source: DSP Merrill Lynch 

Subsidy rise shared by government and upstream 
The US$4.5bn increase in subsidy in FY06 was shared by the government 
(US$2.63bn) and upstream oil companies (US$1.84bn) with refiners also chipping 
in marginally. Over and above the cash subsidy reimbursement of US$600mn 
that the government makes, it also contributed US$2.6bn of oil bonds towards 
LPG and kerosene subsidy. The subsidy borne by upstream companies (ONGC, 
GAIL and Oil India) increased by US$1.8bn YoY. Refiners also contributed to the 
subsidy by doling out discounts to the OMCs on sale of subsidized products. We 
estimate the gain to R&M companies from discounts given by refiners at 
US$319m (Rs14.1bn). Discounts from the only two refiners, which are not 
subsidiaries of R&M companies, and from subsidiaries to the extent of the 
minority interest have been considered in arriving at gain of Rs14.1bn.  

Chart 8: Auto fuel marketing margin in the red 
since March 2005 
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Subsidy borne by R&M companies declined in FY06 
The subsidy borne by R&M companies in FY06 saw a YoY decline despite the 
89% YoY jump in industry subsidy. The decline can be attributed to oil bonds of 
Rs115bn (US$2.6bn) issued to them by the government to reduce their LPG and 
kerosene subsidies.  

FY07 subsidy 28-115% higher at US$12-20bn 
Modest price hikes, large oil bonds to tackle subsidy 
Brent price has averaged US$70/bbl YTD. Provided Brent price averages 
US$70/bbl in FY07 and no domestic price hikes are made, we find industry 
subsidy on LPG, kerosene and auto fuels would rise 76% YoY to US$16.5bn 
(Rs747bn). In June 2006, the government announced the following package to 
tackle the subsidy problem: 

 6-9% hike in retail price of gasoline and diesel made on June 6, 2006 

 Cut in import duty on gasoline and diesel from 10% to 7.5%, which will 
further reduce subsidy  

 Shift to trade parity pricing from import parity pricing for determining ex-
refinery and retail price of gasoline and diesel 

 Issue of oil bonds of Rs283bn (US$6.3bn) 

 Upstream oil companies to bear at least one-third of the subsidy 

 Refiners to continue to give discounts on sale of LPG and kerosene  

Price hikes and duty cuts to reduce subsidy by US$2.7bn  
We estimate diesel and gasoline price hikes would reduce subsidy by Rs91bn 
(US$2bn). Cut in import duty on gasoline and diesel will reduce subsidy by 
another Rs28-30bn (US$614-658m) at Brent price of US$67-75/bbl. Thus, auto 
fuel subsidy in FY07 will decline by Rs120bn (US$2.7bn) due to the price hike 
and duty cuts. We believe that R&M companies will not really gain from the cut in 
import duty. Duty cuts will reduce refining margins on one hand and reduce auto 
fuel subsidy on the other. Most of the auto fuels sold by R&M companies are 
either from their own refineries or their subsidiaries. 

Subsidy at US$12-20bn despite the hike at Brent price of US$67-80/bbl 
Despite the price hikes and duty cuts, we estimate FY07 subsidy will continue to 
be 28-115% YoY higher at Rs542-913bn (US$12-20bn) at Brent price of US$67-
80/bbl. We estimate subsidy changes by Rs28.5bn (US$631m) for every 
US$1/bbl change in oil price. 

US$6.3bn of oil bonds to be issued to R&M companies 
The government has also announced that it will issue Rs283bn (US$6.3bn) of oil 
bonds to the R&M companies. This is over and above the Rs27bn (US$0.6bn) of 
cash subsidy reimbursement by the government, which is expected to continue.  

Net discount benefit of US$320mn from refiners 
Refiners will contribute to subsidy by selling LPG and kerosene to OMCs at a 
discount to import parity price, as in FY06. The discount was at Rs240/tonne of 
crude throughput (US$0.72/bbl) in FY06 and is expected to remain at the same 
level in FY07. Instead of discounts on auto fuels, as in FY06, they will sell auto 
fuels at trade parity price. Trade parity pricing is a mix of import and export parity 

Chart 9: Trend of subsidy borne by R&M 
companies and the government 
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Table 13: Hike in retail prices in Mumbai 
 Post-hike Pre-hike Change 
 Rs/litre  
Diesel 39.96 37.57 2.39 6.4% 
Gasoline 53.50 49.16 4.34 8.8% 
Source: Industry sources 

Chart 10: Pre and post hike in FY07E subsidy  
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pricing to reflect the proportion of production, which is sold in the domestic market 
and exported. It is similar to discounts, which were 40% of the differential 
between import and export parity price in FY06. 

We estimate the real discounts from refiners to R&M companies in FY07 at Rs14-
15bn (US$320m) at Brent price of US$67-80/bbl. Most of this benefit will come 
from discounts on LPG and kerosene given by Reliance Industries and MRPL, 
which we estimate at Rs11bn in FY07. R&M companies will also benefit from 
discounts given by their subsidiaries on auto fuels as well as LPG and kerosene 
to the extent of the minority stake in these subsidiaries. 

Lack of clarity on subsidy for upstream companies 
Will upstream oil companies benefit from price hike and duty cuts? 
There is lack of clarity on the extent of subsidy that upstream oil companies would 
have to bear. The question is whether upstream oil companies would stand to 
benefit from the price hike and duty cuts, which are estimated to have reduced 
FY07 subsidy by Rs120bn (US$2.7bn).  
 
Table 14: Subsidy upstream oil companies will have to bear in FY07E 
 Rsbn
Subsidy before price hikes 747
Less: cash reimbursement towards subsidy 27
Pre-price hike subsidy 720
Less: Reduction due to price hike/duty cuts 120
Post-price hike subsidy 600
  
Upstream oil companies FY07E subsidy hit if it is  
One-third of pre-price hike subsidy 240
One-third of post-price hike subsidy 200
Source: DSP Merrill Lynch estimates 

Subsidy of Rs240bn for upstream oil companies on lack of price hike 
benefit 
At US$70/bbl, we estimate a subsidy of Rs747bn before the price hike and duty 
cuts. Net of cash, subsidy reimbursement by the government works out to 
Rs720bn. Price hikes and duty cuts have reduced subsidy by Rs120bn to Rs600bn. 
The subsidy hit in FY07 for upstream oil companies will work out to Rs200bn if they 
have to bear one-third of post-price hike subsidy of Rs600bn. However, if the 
benefit of price hike and duty cuts is not given, they would have to bear one-third of 
pre-price hike subsidy of Rs720bn, which works out to Rs240bn. There is a growing 
apprehension that the latter might eventually happen. This is mainly due to the 
government press release, which mentions that upstream companies bear 
Rs240bn (of subsidy) giving up most of their incremental revenues.  

Upstream oil companies subsidy at Brent price of US$67-80/bbl 
Upstream oil companies would have to bear a subsidy of Rs172-295bn (US$3.8-
6.6bn) at a Brent price of US$67-80/bbl in FY07 if they receive the benefit of auto 
fuel price hikes and duty cuts. Barring this, their subsidy hit in FY07 would be 
Rs211-336bn (US$4.7-7.5bn), on our estimates. 

Subsidy hit to R&M companies in FY07 
R&M companies to gain if upstream companies are deprived of price hike  
If upstream oil companies indeed are deprived of benefit from price hikes and 
duty cuts, their subsidy hit would be higher by Rs39-41bn at a Brent price of 
US$67-80/bbl. An extra subsidy hit of Rs40bn to upstream oil companies 
indicates that R&M companies would gain to that extent.  

Chart 11: FY07E subsidy for upstream 
companies whether there is price hike benefit 
or not 
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Table 15: FY07E under-recovery sharing  
 FY07E subsidy if upstream oil companies  
Rsbn Do not get benefit of hikes Get benefit of hikes Change
Average Brent price (US$/bbl) 70.0 70.0  
    
Under-recovery before price hikes on    
LPG and kerosene 380 380  
Auto fuels 367 367  
 747 747 0
    
Reduction due to hike/duty cuts in auto fuels 120 120 0
    
Under-recovery on    
LPG and kerosene 380 380  
Auto fuels 247 247  
Total under recovery 628 628 0
    
Subsidy sharing    
Government (towards LPG, kerosene)    
By cash reimbursement  27 27  
By way of oil bonds 283 283  
 310 310 0
    
Upstream oil companies 240 200 40
Standalone refiners (discounts) 14 14 0
R&M companies 63 103 -40
Total under recovery 628 628 0
    
    
Subsidy sharing    
Government 49% 49%  
Upstream oil companies 38% 32%  
Standalone refiners 2% 2%  
R&M companies 10% 16%  
 100% 100%  
Source: DSP Merrill Lynch estimates 

FY07 subsidy of R&M companies at Brent price of US$67-80/bbl  
We expect R&M companies to witness a subsidy hit of Rs7-252bn (US$0.16-
5.6bn) in FY07 at Brent price of US$67-80/bbl if upstream oil companies do not 
get benefit of price hikes. In case of benefit of price hikes to upstream companies, 
the subsidy hit to R&M companies in FY07 would be Rs46-293bn (US$1.0-
6.5bn). 

 

 

 

Chart 12: FY07E subsidy hit for R&M 
companies  
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R&M companies’ subsidy close to lowest level if Brent is at US$68-70 
The subsidy hit to R&M companies in FY07 would be Rs63bn at a Brent price of 
US$70/bbl, if upstream oil companies do not get benefit of price hikes and have 
to bear Rs240bn of subsidy (refer to Table 15).  This is close to lowest ever 
subsidy level of Rs61.3bn borne by R&M companies in FY04 (refer to Chart 13). 
The subsidy of R&M companies in FY07 will be close to or lower than its FY04 hit 
of Rs61bn if Brent is US$70/bbl or lower. Even if upstream oil companies get the 
benefit of auto fuel price hike and duty cuts, subsidy for R&M companies in FY07 
would be close to or lower than FY04 subsidy level if Brent is US$68/bbl or lower. 

R&M companies’ EPS to exceed peak FY04 EPS at forecast of US$67/bbl 
Merrill Lynch Research has forecast Brent for FY07 at US$67/bbl. At this price, 
R&M companies’ subsidy hit will be at its lowest level (Rs7bn or Rs46bn) 
regardless of whether upstream oil companies derive the benefit of price hikes. 
R&M companies’ FY07 EPS is expected to exceed peak EPS levels attained in 
FY04 in either case (refer to Table 16). R&M companies’ EPS in the best case 
scenario (oil bonds at Rs283bn and upstream do not get benefit of price hikes) is 
depicted in Chart 14.  
 
Table 16: R&M companies' FY07E EPS could exceed peak FY04 EPS 
 FY07E FY04 Change 
EPS (Rs/share) No hike benefit to upstream Hike benefit to upstream    
HPCL 84.7 69.1 51.7 64% 34%
BPCL 87.1 70.4 55.1 58% 28%
IOC 100.1 88.1 61.1 64% 44%
      
Brent price (US$/bbl) 67.0 67.0 28.5   
Source: DSP Merrill Lynch estimates, Company data 

FY07 EPS higher than FY04 even if subsidy remains same 
Even if the subsidy hit of R&M companies in FY07 were to remain at levels similar 
to FY04 (at US$70/bbl), their earnings should be higher. This is mainly due to 
inventory gains in FY07 as against small inventory loss in FY04.  

R&M companies will not be allowed to make record profit in a crisis year 
We believe that the amount of oil bonds will not be so generous that R&M 
companies make record profits in a crisis year like FY07.  

Oil bond size likely to be Rs283bn only if Brent is over US$75/bbl 
We believe that the amount of oil bonds will be enough for R&M companies to make 
reasonable profits but not record profits. Thus oil bond amount could be pruned from 
the announced level of Rs283bn if the lower amount is enough for R&M companies 
to make reasonable profit. Changes in oil price would decide the size of the oil 
bonds. If Brent price is below US$72/bbl, R&M companies would generate high 
earnings (refer to Chart 14) in our best case scenario. However, if Brent price is over 
US$75/bbl R&M companies would need help by way of oil bonds and from upstream 
oil companies to remain in the black. We therefore believe the size of the oil bond 
would remain at Rs283bn if Brent is over US$75/bbl.  

There are indications that confirm our view. The Finance Minister has been 
quoted in the press as saying that if pre-price hike subsidy in FY07 is lower than 
government’s estimate of Rs735bn (i.e. Rs765bn before cash subsidy 
reimbursement), less than Rs283bn oil bonds would be issued. Press reports 
suggest that the government will carry out an exercise to calculate subsidies 
rather than depend on Petroleum Ministry estimates.  

Chart 13: Subsidy hit for R&M companies was 
lowest in FY04 at Rs61bn 
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Chart 14: R&M companies’ best case EPS 
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No price hike benefit for upstream companies if Brent over US$78/bbl 
Whether upstream oil companies benefit from a price hike and duty cuts is also 
crucial for R&M companies. We find this would have an impact of Rs12-17/share 
on the EPS of the three R&M companies. This would be crucial if Brent jumps 
over US$78/bbl. HPCL, for instance, at a Brent price of US$78/bbl will slip into 
the red even with Rs283bn of oil bonds if upstream oil companies are given 
benefit of price hikes (refer to Chart 15).  
 
Table 17: Impact on R&M EPS if upstream companies get price hike benefit 
 HPCL BPCL IOC
Hit to EPS if upstream given price hike benefit -15.6 -16.7 -12.1
Source:  DSP Merrill Lynch estimates 

 

Our subsidy assumptions  
We have assumed in the base case that  

 Oil bond size will vary depending on the oil price and subsidy  

 Oil bond size will touch the ceiling of Rs283bn if Brent is over US$75/bbl 

 Upstream oil companies will not get benefit from auto fuel price hike  

Assumption of oil bonds issue size  
We have assumed the size of the oil bonds issue at Rs133-283bn (US$2.9-6.3bn) 
at a Brent price of US$65-80/bbl. At our FY07 Brent price forecast of US$67/bbl, 
we have assumed Rs160bn (US$3.5bn) issue of oil bonds. HPCL is the most 
vulnerable among R&M companies in a high subsidy scenario. HPCL’s estimated 
FY07 EPS works out to Rs27.6 at a Brent price of US$76/bbl, at which Rs283bn 
of oil bond issue is assumed. We have assumed that the size of the oil bond 
issue will be cut if Brent price is lower than US$76/bbl but it will still be enough to 
ensure HPCL’s EPS is around Rs27.6 or marginally higher.   

Real problem yet to be addressed; oil bonds are an ad hoc solution 
We believe that the package announced by the government is enough to address 
the FY07 subsidy crisis by ensuring that all oil companies are in the black. In fact 
the size of the oil bonds issue is so generous that FY07 earnings of R&M 
companies could throw up a positive surprise. 

What is disappointing is that subsidy problem has mainly been addressed by 
issue of oil bonds, which we believe is an ad hoc solution. Domestic price hike, 
which is the real and permanent solution to the subsidy problem, has been 
modest. Gain from price hike at Rs90bn has addressed just 14% of the FY07 pre-
hike subsidy of Rs660bn at our Brent price forecast of US$67/bbl.  

Chart 15: R&M companies’ FY07E EPS, if 
upstream given price hike benefit 
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Chart 16: Oil bond size assumption 
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Permanent solution to subsidies 
Oil bonds have emerged as the main solution to the subsidy crisis in FY06 and 
FY07. Oil bonds are, however, an ad hoc solution. We believe domestic price 
hikes and pricing freedom are the permanent solution to the subsidy problem. 

Solutions proposed by Rangarajan committee 
Elimination of auto fuel, LPG and cut in kerosene subsidy 
The government appointed a ‘Committee on Pricing and Taxation of Petroleum 
Products’ headed by Dr C. Rangarajan, which submitted its report in February 
2006. Following are the committee’s proposals to resolve the subsidy challenge: 

 Eliminate subsidy on gasoline and diesel by cutting import duty thereon, 
shifting to trade parity pricing and more importantly by way of domestic price 
hikes and allowing pricing freedom to oil companies 

 Eliminate subsidy on LPG by way of one large price hike of Rs75/cylinder 
followed by more price hikes later 

 Reduce subsidy on kerosene by 40% by restricting the sale of subsidized 
kerosene to Below Poverty Line (BPL) families   

 R&M companies not to bear any subsidy. Upstream oil companies (by way of 
cess on crude oil) and the government to bear the remaining subsidy.  

Status and outlook on proposal implementation 
Proposals implemented not very significant 
The Rangarajan committee’s proposals to cut import duty from 10% to 7.5% and 
to shift to trade parity pricing for fixing ex-refinery and retail price of auto fuels 
have been implemented. These proposals, which reduce refining margins and 
auto fuel subsidies, have not really benefited the R&M companies. This is 
because R&M companies are into refining too and largely source auto fuels from 
their own refineries and that of their subsidiaries.  

Eliminating subsidy on auto fuels and pricing freedom  
Current prices reflect Brent price of US$59/bbl; 12-20% hike required 
Current domestic gasoline and diesel prices reflect Brent price of US$59/bbl. At 
the current international prices, we find Rs6.2/litre (12%) hike in petrol and 
Rs8.2/litre (20%) hike in diesel prices would be required to eliminate subsidy and 
ensure reasonable marketing margin of Rs1.25/litre.  

Required hikes could be made in 14-21 months, based on track record 
A look at the past record on price hikes reveals that 

 Diesel prices have been hiked by Rs4.7-6.8/litre (14-32%) over FY03-FY06  

 Gasoline prices have been hiked by Rs4.4-7.8/litre (11-25%) over FY03-
FY06  

We have not considered FY04, when there were no significant hikes as it was not 
required; marketing margins on auto fuels were in fact at their highest level of 
over Rs1.5/litre. We have factored in 6-9% hikes in diesel and gasoline prices for 
FY07. More hikes are likely, if Brent rises above US$75/bbl as indicated by the 
government. 

Table 18: Price hikes required 
Rs/litre Price if no subsidy Current price Change 
Diesel 48.14 39.96 20.5% 
Petrol 59.70 53.50 11.6% 
Source:  DSP Merrill Lynch estimates 
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Based on the track record of price hikes, it appears required price hike in diesel 
can be made in 14-21 months; in the case of gasoline the required price hike of 
Rs6.2/litre is possible in 10-17 months. 

Auto fuel subsidy unsustainable 
The most significant factor revealed by the track record in our view is that auto 
fuel prices have been hiked every year unlike LPG and kerosene. This is because 
gasoline and diesel subsidies cannot be sustained for long periods without 
creating a subsidy crisis as in FY06 and FY07. These products account for almost 
45% of consumption of petroleum products in India. R&M companies could slip 
into the red if auto fuel subsidy continues, unless ad hoc measures such as oil 
bonds are adopted. The government is likely to issue almost Rs400bn of oil 
bonds, including Rs115bn issued in FY06 and a possible Rs283bn in FY07. The 
government may find it difficult to issue oil bonds every year.  

Hopes are that auto fuel subsidy may be eliminated after UP elections 
Options other than price hikes to reduce auto fuel subsidy such as the cut in 
import duty to 7.5% and shift to trade parity pricing have been implemented. 
Therefore price hikes to eliminate subsidy are the only real solution now. 
Elections in several states have likely dissuaded the government from allowing 
adequate prices hikes in FY06, when auto fuels were first subsidized. We expect 
this to continue at least until February 2007, when elections in several states 
including Uttar Pradesh (UP) are due. There is some hope that adequate price 
hikes to eliminate auto fuel subsidy may be allowed after the UP elections. 
However, we note that elections in small states like Goa and Jammu & Kashmir 
are due in May and October 2007, respectively.  

Regular price review and changes key to achieve pricing freedom  
Price hikes to eliminate auto fuel subsidy would not be sufficient. Oil companies 
need pricing freedom to ensure subsidies on auto fuels do not recur. The 
government has already indicated that in FY07 freedom could be given to oil 
companies to carry out price hikes if international oil prices cross US$75/bbl. 

The key to implementing pricing freedom is to review domestic prices at regular 
intervals of say, a fortnight, and hike prices if required. This happened until FY04. 
With no regular price reviews, hikes when made have to be hefty thereby making 
price hike decisions even more difficult.  

Chart 17: Domestic diesel price hike trend since FY03 

-1.0
0.0
1.0
2.0
3.0
4.0
5.0
6.0
7.0
8.0

FY
03

FY
04

FY
05

FY
06

FY
07

Rs
/lit

re

-5%
0%
5%
10%
15%
20%
25%
30%
35%

per unit diesel hike % diesel hike

Source: Industry sources 

  

 

Chart 18: Domestic gasoline price hike trend since FY03 

0.0
1.0
2.0
3.0
4.0
5.0
6.0
7.0
8.0
9.0

FY
03

FY
04

FY
05

FY
06

FY
07

Rs
/lit

re

0%

5%

10%

15%

20%

25%

30%
per unit gasoline hike %  gasoline hike

Source: Industry sources 

Table 19: Number of auto fuel price changes  
 FY03 FY04 FY05 FY06 
Number of price changes 15 8 4 2 
Source: Industry sources 
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Elimination of LPG subsidy 
Current prices reflect Brent price of US$30/bbl; 54% hike required 
The domestic LPG price reflects a mere US$30/bbl Brent price. At 1Q FY07 
import parity prices, subsidy on LPG is estimated at Rs157/cylinder (54%). In 4Q 
FY06, when LPG prices were much higher (tend to be higher in winter), the peak 
level of subsidy was Rs235/cylinder (81%).  

Required price hikes could take 2-6 years, based on track record 
LPG price track record looks quite checkered. No price hikes were made in FY03, 
FY04 and FY06. A price hike in FY07 appears unlikely, unless oil price rises 
above US$75/bbl. A hike in LPG price by Rs40/cylinder (16%) was made in 
FY05. The most hefty price hikes were made in March-October 2000 of 47% 
(Rs75/cylinder), given that there were no elections from February 2000 to May 
2001. A proposal to hike LPG prices by Rs5/cylinder every month was approved 
in November 2004, but was not implemented.  

The Rangarajan committee has proposed a hefty hike of Rs75/cylinder (26%) in 
LPG prices immediately and further hikes later to gradually eliminate subsidy. If 
price hikes of Rs40/cylinder take place, it could take four years to eliminate 
subsidy at 1Q FY07 prices and six years at 4Q FY06 prices. Subsidy would be 
eliminated in 2-3 years if price hikes are hefty, as in 2000. 

Cut in kerosene subsidy 
Current prices reflect Brent price of US$19/bbl; 187% hike required 
Domestic kerosene prices reflect Brent price of just US$19/bbl. At 1Q FY07 
import parity prices, kerosene prices need to be hiked by Rs16.6/litre (187%) to 
eliminate subsidy. 

Poor track record of kerosene price hikes 
The track record on kerosene price hikes has been poor. No kerosene price hikes 
have been made since March 2002. The only time a serious effort to address the 
kerosene subsidy problem was made was in March-October 2000, when prices 
were hiked by 244% from Rs2.2/litre to Rs7.6/litre. 

In-principal approval for sale of subsidized kerosene only for the poor 
The Rangarajan committee proposed the sale of subsidized kerosene only to BPL 
families. On June 5, the government gave given in-principle approval for 
implementation of this proposal. This proposal, if implemented, will cut kerosene 
subsidy by 40% as non-BPL consumers account for 40% of kerosene 
consumption. This would mean subsidy reduction by Rs77-84bn (US$1.7-1.9bn) 
at Brent price of US$70-75/bbl. 

Proposal approval encouraging but implementation not easy 
Approval of the proposal sounds encouraging, as we believe it is one of the most 
difficult to implement. However, implementing the proposal will not be easy. It 
implies a price hike of Rs16.6/litre (187%) for non-BPL consumers. Such hefty 
price hikes have not been made even in gasoline. Gasoline, which was over-
priced in the regulated era (to finance subsidy on LPG and kerosene), has been 
subsidized over the last 15 months.    

Change in subsidy sharing 
Currently the government bears a fixed per unit (Rs22.6/cylinder on LPG and 
Rs0.81/litre on kerosene) subsidy on LPG and kerosene, which in FY07 will work 
out to Rs26.8bn. One-third of the remaining subsidy is shared by the upstream oil 
companies with R&M companies bearing the balance. In FY06, the issue of oil 

Chart 19: LPG price hike - track record 
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Chart 20: Kerosene price hike - track record 
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bonds changed the formula as the government’s share of subsidy rose while that 
of R&M companies reduced correspondingly. 

No subsidy for R&M companies, to be shared by upstream & government 
The Rangarajan committee has proposed that the OMCs should not bear any 
subsidy and this should be shared by upstream oil companies and the 
government. It has proposed that the subsidy be collected by way of cess on 
crude oil and this cess, which currently stands at Rs2,500/tonne (US$7.4/bbl), be 
increased. It has proposed that the government’s subsidy remain at Rs30bn. 

Subsidy sharing change difficult to implement in case of no price hike  
The proposed change in subsidy sharing is difficult to implement in isolation. If 
there are no price hikes, subsidy would remain too high for only the upstream oil 
companies and government to share.  

Price hike and subsidy sharing change are the solutions 
Subsidy sharing change to give full price hike benefit to R&M companies 
Implementing the Rangarajan committee proposals on LPG and kerosene 
subsidy and subsidy share change is difficult. However, if there are price hikes, a 
change in subsidy sharing can help ensure that subsidy to R&M companies be 
eliminated more easily than is the case under the prevailing subsidy sharing 
mechanism (one-third by upstream and the balance by downstream). The two 
main changes in subsidy sharing, which need to be made are:  

 Entire benefit of reduction in subsidy due to any domestic price hikes is 
given to the R&M companies. Any reduction in subsidy due to decline in 
international LPG and kerosene prices should however be shared by 
upstream oil companies and R&M companies 

 Existing cess on crude oil of Rs2,500/tonne (Rs70bn assuming 28mmt 
of oil production) is used to meet subsidy.  

The other aspects of subsidy sharing such as upstream companies bearing one-
third of the subsidy (can be collected by way of cess), government cash 
reimbursement and refineries selling to R&M companies at a discount can 
continue. 

Part subsidy reduction enough to eliminate subsidy for R&M companies 
If the subsidy sharing formula is indeed changed,   

 R&M companies’ subsidies would decline by Rs70bn (compared to prevailing 
subsidy sharing formula) even with no price hikes, as cess on crude oil is 
used to meet the subsidy (refer to Table 20) 

 It will further reduce as and when domestic price hikes are made and will 
eventually be eliminated   

The two most positive aspects of the changed subsidy sharing proposal are that  

 Just part reduction of LPG and kerosene subsidy is enough to eliminate the 
entire subsidy hit for R&M companies, which are the worst hit by subsidies 
(refer to Table 21) 

 By increasing LPG prices, R&M companies can be freed from subsidy hit. 
Then kerosene price hike, which is more difficult, need not be made.  
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Table 20: R&M companies to gain under changed sharing mechanism,  even if there is no 
price hike 
 Subsidy sharing mechanism Change 
Rsbn New Prevailing  
Under-recovery on LPG and kerosene 380 380 0
    
Subsidy sharing by    
Government     
By cash reimbursement  27 27 0
As cess on crude oil  (Rs2,500/tonne) 70 0 70
 97 27 70
    
Upstream oil companies 118 118 0
Standalone refiners (discounts) 12 12 0
R&M companies 154 224 -70
Total under recovery 380 380 0
    
Subsidy sharing    
Government 25% 7%  
Upstream oil companies 31% 31%  
Standalone refiners 3% 3%  
R&M companies 40% 59%  
 100% 100%  
    
Average Brent price (US$/bbl) 70.0 70.0  
Source: DSP Merrill Lynch estimates 

A 20-45% cut in subsidy is enough to eliminate R&M subsidy 
A cut in LPG and kerosene subsidy by 20% is enough to eliminate the subsidy hit 
to R&M companies, at a Brent price of US$50/bbl. At a Brent price of US$80/bbl a 
45% reduction in LPG and kerosene subsidy would be required to eliminate R&M 
companies’ subsidy (refer to Chart 21). 

Chart 21: Proportion of subsidy cut required to eliminate R&M companies’ subsidy 
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At a Brent price of US$70/bbl, a 40% reduction in subsidy would be enough to 
eliminate R&M companies’ subsidy (refer to Table 21). At this price, subsidy on 
LPG and kerosene would be Rs380bn, even if there are no price hikes. A hike of 
Rs205/cylinder (70%) on LPG will reduce the overall subsidy by 40% to Rs227bn. 
As the entire benefit of the reduction in subsidy goes to R&M companies, this 
price hike in LPG would be enough to eliminate the subsidy for R&M companies.  
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Table 21: Part reduction in subsidy enough to eliminate subsidy for R&M companies 
 Proposed subsidy regime Change 
Rsbn Price hike No price hike  
Under-recovery on LPG and kerosene 227 380 -40%
    
Subsidy sharing by    
Government     
By cash reimbursement  27 27 0%
As cess on crude oil  (Rs2,500/tonne) 70 70 0%
 97 97 0%
    
Upstream oil companies 118 118 0%
Standalone refiners (discounts) 12 12 0%
R&M companies 0 154 -100%
Total under recovery 227 380 -40%
    
Subsidy sharing    
Government 43% 25%  
Upstream oil companies 52% 31%  
Standalone refiners 5% 3%  
R&M companies 0% 40%  
 100% 100%  
    
Domestic LPG price hike (Rs/cylinder) 205 0  
Average Brent price (US$/bbl) 70.0 70.0  
Source: DSP Merrill Lynch estimates 

Under the prevailing subsidy sharing mechanism, the reduction in subsidy by 
40% would lower R&M companies’ subsidy hit by just 46% (refer to Table 22). 
 
Table 22: Impact of subsidy reduction on R&M companies' subsidy in prevailing mechanism
 Prevailing subsidy sharing  Change 
Rsbn Price hike No price hike  
Under-recovery on LPG and kerosene 227 380 -40%
    
Subsidy sharing by    
Government  27 27 0%
Upstream oil companies 67 118 -43%
Standalone refiners (discounts) 12 12 0%
R&M companies 121 224 -46%
Total under recovery 227 380 -40%
    
Subsidy sharing    
Government 12% 7%  
Upstream oil companies 29% 31%  
Standalone refiners 5% 3%  
R&M companies 53% 59%  
 100% 100%  
    
Domestic LPG price hike (Rs/cylinder) 205 0  
Average Brent price (US$/bbl) 70.0 70.0  
Source: DSP Merrill Lynch estimates 

Upstream subsidy changes with oil price but not with price hike  
If the subsidy sharing mechanism is changed as discussed, the subsidy hit for the 
upstream oil companies will decline or rise in line with international oil price 
movements. However, they will not be benefited from the domestic price hikes, as 
the entire benefit of price hikes would accrue to R&M companies under the 
changed mechanism. 
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Prospects of implementation of change in subsidy sharing  
Price hikes, government sacrificing cess revenue crucial 
The key to the change in subsidy sharing being implemented is  

 At least some price hikes in LPG and kerosene need to be made to reduce 
subsidy by 40-45% 

 The government should be ready to sacrifice cess revenue of Rs70bn. The 
prevailing cess on crude oil, which is government revenue, would have to be 
used to meet subsidy under the changed subsidy sharing mechanism 

Kerosene subsidy if limited to the poor will make implementation easier 
The government has given in-principle approval to limit kerosene subsidy to the 
poor. If this proposal is implemented, the change in subsidy sharing can be 
implemented more easily. The reduction in subsidized kerosene sales by 40% will 
bring in US$1.7-1.9bn of gains at a Brent price of US$70-75/bbl. A 35% 
(Rs102/cylinder) increase in LPG prices will be enough at a Brent price of 
US$70/bbl to eliminate R&M companies’ subsidy if subsidized kerosene sales are 
restricted to the poor. Alternatively, LPG prices would need to be hiked by 
Rs205/cylinder (71%). 

R&M companies’ earnings to recover if all subsidies are eliminated 
We believe earnings of R&M companies can recover smartly if auto fuel as well 
as LPG and kerosene subsidy is eliminated.  The earnings of R&M companies 
will be similar to normalized earnings as can be seen in Table 11. 

Chart 22: Gains if no more kerosene sales is 
subsidized to the non-poor 
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Refining margin outlook  
Margins of Indian refiners hit by US$2-2.5/bbl 
Since FY05, the government has taken the following steps to address the subsidy 
problem, which has had an adverse impact on the refining margins of Indian 
refiners: 

 Steeper cut in import duty protection on petroleum products than on crude oil 

 Shift to trade parity pricing on auto fuels announced in June 2006 

 Sale of subsidized products to OMCs at a discount to import parity prices 
since FY06 

We estimate the hit from the above measures at US$2.0-2.5/bbl.   

Differential import duty protection down from 7% to just 2% 
The weighted average import duty on petroleum products has declined from 17% 
in FY04 to 7% currently. During the same period, the import duty crude oil 
declined from 10% to 5%. Thus, the differential in the import duty on products and 
crude oil, which was 7 percentage points (ppt) in FY04 has now declined to 2 ppt.  

Hit from cut in duty estimated at US$1.1/bbl vis-à-vis FY05 levels 
The reduction in duty protection is expected to hit refining margins by US$1.1/bbl 
in FY07E vis-à-vis FY05, as can be seen in Table 23. On our long-term oil price 
forecast of US$41/bbl (US$39/bbl assumed for Dubai crude) and Singapore 
margin of US$5.5/bbl, the hit from cut in duty protection would get enhanced to 
US$1.9/bbl. 
 
Table 23: Impact on refining margins from cut in import duty on products and crude 
US$/bbl Import duty Pre-duty price Impact of import duty Post-duty price
FY07E     
Petroleum products 7.0% 73.0 5.1 78.1
Crude oil 5.0% 64.0 3.2 67.2
Refining margin 2.0% 9.0 1.9 10.9
     
FY05     
Petroleum products 14.6% 44.8 6.6 51.4
Crude oil 9.6% 36.5 3.5 40.0
Refining margin 5.0% 8.3 3.1 11.4
     
Change     
Petroleum products -7.6% -1.4
Crude oil -4.6%  -0.3  
Refining margin -3.0% -1.1
Source: DSP Merrill Lynch estimates 

Hit from discount on LPG and kerosene sales at US$0.7/bbl 
Refiners have been giving discounts to OMCs since FY06 at Rs240/tonne of 
crude throughput (US$0.72/bbl).  

Hit from shift to trade parity pricing estimated at US$0.4-0.5/bbl 
From September 2005, refiners have had to sell auto fuels to OMCs at a discount 
to import parity prices. From June 2006 the shift in pricing to trade parity pricing, 
which has been made, is similar to selling at a discount. It is likely to cause a 
permanent hit of US$0.4-0.5/bbl to refiners. 
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Discounts have further neutralized gains from duty protection 
The discounts refiners have been required to give on LPG, kerosene and auto 
fuels have further eroded the gains from import duty protection. Thus, a look at 
Table 23 reveals that of the US$1.9/bbl gain from import duty protection, 
discounts are likely to take away US$1.1-1.2/bbl. 

Discounts now appear permanent 
Some of the measures like discounts from refiners were earlier expected to be 
temporary. It was therefore believed that these measures would be withdrawn 
once either the subsidy was eliminated or the subsidy problem was brought under 
control, like it was until FY05. Hopes on this count are fast receding. It now 
appears that even if auto fuel subsidy is eliminated, trade party pricing for auto 
fuels may continue. Similarly, discounts refiners give to OMCs may continue on 
LPG and kerosene sales for some time, as complete LPG and kerosene subsidy 
elimination is likely to take time. 

Permanent hit to R&M companies’ refining margins likely 
Currently, R&M companies are net gainers (at worst neutral) from most of these 
measures, which have hurt refiners. This is because the R&M companies’ 
subsidized product sales volumes exceed their production. Thus, gain from lower 
subsidy due to these measures exceeds the hit to their refining profit. However, in 
the longer run, even R&M companies are likely to be net losers. This is because 
even if the subsidy is eliminated, the hit to refining profit from these measures 
may continue, given our concern that they may become permanent.  

R&M companies hit by widening light-heavy crude spread 
35-50% of the crude used by the three R&M companies is light crude due to their 
relatively low complexity vis-à-vis refiners like Reliance Industries. The spread 
between light and heavy crude oil has widened in the last two years (refer to 
Chart 23). The relatively less complex Indian R&M companies have therefore had 
to pay a higher premium for the light crude oil they use. This has hurt their 
refining margins vis-à-vis the benchmark Singapore refining margin, which is 
based on heavy Dubai crude. The widening premium of Singapore refining 
margin, based on Dubai to that based on lighter crude Minas is a good indicator 
of the hit to less complex Indian refiners from widening light and heavy spread 

Chart 23: Brent-Dubai spread and premium of Singapore margin based on Dubai  to Minas 
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Price Objective Basis & Risk 
Indian Oil Corp. 
Our PO is based on P/E and includes the value of IOC’s investment in ONGC and 
GAIL. The target P/E used to calculate the PO is 9.1x and is based on the average 
historical relative P/E of 66% applied to the target BSE-30 P/E of 13.7x. We also apply 
our target P/E to IOC’s FY08E EPS in four scenarios. One of the scenarios is 
normalized earnings, to which we have assigned only 5% weight, while the other 
scenarios are earnings at various Brent prices, to which equal weights are assigned. 

The main risk to our PO is if our assumption that the government will issue adequate 
oil bonds to keep R&M companies’ earnings at reasonable levels proves to be 
incorrect. There are regulatory risks too, given that the oil sector is highly regulated.  

Hindustan Petroleum Corp. Ltd. 
We base our PO on PE and it includes the value of HPCL’s 17% stake in MRPL.  
Target PE used to calculate PO is 8.2x, which is based on the average historical 
relative PE of 60% applied to target BSE-30 PE of 13.7x. PO is calculated by applying 
target PE to HPCL’s FY08E EPS in four scenarios. One of the scenarios is normalized 
EPS (Rs60.1) to which only 5% weight is assigned. Other scenarios are EPS at 
various Brent prices to which equal weights are assigned. In one scenario where PE 
based fair value works out below book value, fair value is taken at 0.8x P/BV. 

Risks: 1) government not issuing enough oil bonds to keep HPCL in the black;  
2) government officially reverting back to cost plus based regulated pricing 
mechanism; and 3) decline in regional refining margins. 
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IOCOF Price Chart 
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MLPF&S or an affiliate expects to receive or intends to seek compensation for investment banking services from this company within the next three months: 
Bharat Petroleum Corp Ltd, IOC. 
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