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R&M companies likely to be in 
the black in 1H FY07 

   
 
 

 R&M companies likely to be in the black in 2Q/1H FY07 
R&M companies were in the red in 1Q FY07 as subsidies increased to Rs174bn 
while no oil bonds were issued as the required parliamentary approval was not in 
place. The parliament has now approved the issue of Rs141.5bn of oil bonds (i.e. 
half the amount announced in June 2006). We expect bonds to be issued in 2Q 
and thereby R&M companies to post EPS of Rs18.5-26.3 in 1H. Their 1H EPS will 
be higher than our forecast if upstream companies have to bear a higher 
proportion of subsidy than one-third in 2Q--and lower if oil prices and subsidies 
rise further in the rest of 2Q. We retain Buy ratings on IOC and HPCL. 

Highlights / takeaways of R&M companies’ 1Q results 
In 1Q FY07 all of the R&M companies reported their highest refining margins 
since at least 2Q FY06 driven by record high regional margins. HPCL stood out in 
1Q by achieving higher than expected crude throughput, and the highest refining 
margin and highest sales volume growth among R&M companies. HPCL has 
implemented projects in both its refineries in FY06 to debottleneck capacity to 
16mmtpa from 13mmtpa, improve distillate yield and the ability to process higher 
proportion of heavy crude. In 1Q the inventory gains of the R&M companies were 
not in line with their market share, with BPCL reporting higher than expected 
gains and IOC and HPCL reporting lower than expected gains. This could mean 
positive earnings surprises, especially from IOC over the rest of FY07. 

Highlights / takeaways of ONGC and GAIL’s 1Q results 
ONGC and GAIL reported higher than expected earnings in 1Q. The positive 
surprise for ONGC was mainly due to a lower than expected subsidy hit. 
Upstream oil companies were required to bear 34.5% (i.e. higher than one-third) 
of subsidy but ONGC’s share of upstream subsidy declined from 81% in FY06 to 
78% in FY07 for LPG and kerosene and from 93% to 90% for auto fuels. GAIL’s 
1Q earnings surprise was mainly due to operational factors. However it was also 
due to GAIL accounting for a Rs420m lower subsidy than it should have. 

2Q FY07 subsidy and earnings outlook 
We expect 2Q subsidy to be 7% higher than in 1Q at Rs185bn based on available 
data. If upstream companies have to bear only one-third of subsidy in 2Q, 
ONGC’s subsidy hit will rise by just Rs1bn over 1Q levels while its gain from 
higher q-o-q oil and LPG prices will be Rs14.4bn. This is because oil and LPG 
prices are up 8-14% q-o-q while other subsidized product prices are up just 2-3% 
q-o-q. However if upstream companies have to bear 40% of subsidy, q-o-q rise in 
ONGC’s subsidy would be Rs11.4bn. In this case R&M companies 1H EPS will 
be higher than our base case forecast at Rs23.7-30.5. What could however 
improve investor sentiment is if the government allows the domestic price hikes it 
had promised if the Indian crude basket exceeded US$70/bbl. 
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 Table 1: R&M companies 1H FY07E EPS  
  1H FY07E EPS if subsidy borne by upstream  
Rs/share 40% 33% (base case) 
BPCL 23.7  18.5 
IOC  30.5  26.3 
HPCL                           26.5  21.3 
Source: DSP Merrill Lynch 
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R&M companies in the red in 1Q  
Subsidy in 1Q FY07 at highest ever level; 78% y-o-y higher 
Industry subsidy in 1Q FY07 at Rs174bn was at the highest ever level. Subsidies 
in diesel, gasoline (auto fuels) and kerosene were at the highest ever level in 1Q 
FY07. This is because international prices of these three products touched new 
highs while domestic prices either remained unchanged or were hiked modestly 
(6-9% hike in auto fuels in early June 2006). Subsidy on LPG in 1Q FY07 was 
however lower than in Q4 FY06 due to seasonal factors (international LPG price 
tends to be higher in winter).  

Table 2: 1Q FY07 subsidy hit 
Rsbn  1QFY07  1QFY06  % Chg (YoY) 
LPG 24.4 16.4 49.2 
Kerosene 42.9 32.0 34.4 
 67.3 48.3 39.4 
Auto fuel losses 106.7 49.4 115.9 
Total 174.0 97.7 78.1 
Source: Industry, DSP Merrill Lynch 

Industry subsidy in 1Q FY06 was Rs98bn. Thus 1Q FY07 subsidy at Rs174bn 
was 78% y-o-y higher. The sharp y-o-y rise in subsidy is due to the price of oil 
(Brent) being 35% y-o-y higher at US$70/bbl in 1Q FY07. 

No oil bonds in 1Q as parliamentary approval not in place 
The Indian government had announced in June 2006 that it would issue Rs283bn 
of oil bonds in FY07. However no oil bonds were issued in 1Q FY07 as the 
parliamentary approval required to issue the same was not in place.  

R&M companies made losses in 1Q FY07 
Surge in subsidies and non-issue of oil bonds meant that all three R&M 
companies slipped into the red in 1Q FY07. IOC managed to report profit of 
Rs17.8bn only due to extraordinary income of Rs32bn from the part sale of its 
stake in ONGC. IOC was also in the red (see Table 3) if this extraordinary income 
is excluded. 

R&M companies in the black if Rs70bn of oil bonds issued 
All the R&M companies would have been in the black if Rs70bn (i.e. one-fourth of 
the announced oil bonds of Rs283bn) of oil bonds had been issued in 1Q FY07. 
 
Table 4: 1Q FY07 consolidated EPS of R&M companies if Rs70bn of oil bonds were issued 
Rsbn  BPCL  HPCL  IOC 
Standalone pre-tax profit (as reported) (6.8) (6.4) (11.2) 
Add: oil bonds 13.8 14.1 42.2 
Standalone pre-tax profit (if oil bonds) 7.0 7.7 31.0 
Standalone net profit (if oil bonds) 4.7 5.1 20.6 
Add: share of profits in subsidiaries 2.1 - (2.7) 
Consolidated net profit (if oil bonds 6.8 5.1 17.9 
    
Consolidated EPS (Rs/share) 18.8 15.1 15.0 
Source: Companies, DSP Merrill Lynch 

 

Chart 1: Product-wise subsidy hit in 1Q FY07 
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Table 3: 1Q FY07 earnings of R&M companies 
Rs-bn  1Q FY07  1Q FY06 
IOC  (14.9) (1.8) 
BPCL  (4.6) (2.5) 
HPCL (6.1) (5.1) 
Note: IOC and BPCL loss is consolidated  
Source: Companies, DSP Merrill Lynch 
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Key takeaways from R&M companies’ results 
The main take aways from 1Q results were: 

 Strong refining margins especially for HPCL and IOC despite discounts and 
reduction in import duty protection. 

 HPCL’s operational performance showed the most positive surprise in terms 
of higher than expected refining margins and higher than expected crude 
throughput. HPCL also had the strongest volume growth among R&M 
companies in 1Q. 

 Higher than expected growth in sales volumes especially in case on BPCL 
and HPCL. 

 Wide disparity in the inventory gains accounted by the three R&M 
companies. 

 IOC was hit by an exchange fluctuation loss of Rs3.2bn.  

Strong refining margins in 1Q after 3 quarters of disappointment 
R&M companies reported US$4.7-7.6/bbl of refining margins in 1Q FY07 after 
accounting for discounts of US$1.7/bbl. In 1Q FY07 all three R&M companies 
reported their highest refining margin at least since 2Q FY06. The main reason 
for the improved refining margins was the buoyancy in regional refining margins. 
Singapore complex refining margin based on Dubai crude was at the highest ever 
level of US$12.6/bbl in 1Q FY07 while that based on light Minas crude was also 
buoyant at US$8.0/bbl. Since 2Q FY06 HPCL and BPCL’s refining margin 
performance had been disappointing but both have shown marked improvement 
in 1Q FY07. BPCL has benefited from stabilization of its hydro cracker while 
HPCL gained from operational improvements it made in its refineries in FY06. 

HPCL gained in 1Q FY07 from refinery improvements made in FY06 
HPCL’s refining margin was the highest among R&M companies in 1Q FY07. 
Among state-owned refiners, only MRPL had higher refining margins than HPCL. 
HPCL also surprised positively in terms of its crude throughput. Its throughput of 
4.14mmt in 1Q meant its refinery capacity utilization was 127%. This is the 
second consecutive quarter that HPCL has attained over 125% utilization levels 
based on its nameplate capacity of 13mmtpa. Discussions with the company 
revealed that in FY06 projects were implemented at both its refineries (Mumbai 
and Vizag) to 

 debottleneck its refining capacity to 16mmtpa 

 improve product yield of high value products 

 improve ability to process higher proportion of heavy and sour crude while 
maintaining/improving distillate yield 

While debottlenecking has helped increase crude throughput, the other two 
measures have helped improve HPCL’s refining margins.   

Chart 2: R&M companies refining margin trend 
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Chart 3: HPCL’s throughput improvement  
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Volume growth on strong demand and RIL losing market share 
R&M companies especially HPCL (12.6%) and BPCL (7.4%) recorded strong 
volume growth in 1Q FY07. The strong sales volume growth was driven by:  

 Strong demand growth especially in diesel (7.7% y-o-y), gasoline (7.2%) and 
aviation fuel (27.6%); and 

 RIL’s auto fuels sales volumes declining by 24% in 1Q FY07 over Q4 FY06 
levels. RIL adopted the strategy of charging higher retail price for auto fuels 
than its state-owned peers. This helped RIL to cap a hit from mounting 
subsidies on auto fuels by losing market share to state-owned peers.   

Wide disparity in inventory gains of the three R&M companies in 1Q 
There was a wide disparity in the inventory gains of the three R&M companies in 
1Q FY07. BPCL, which has 24% market share in petroleum products sold by 
state-owned companies, reported a higher than expected inventory gain of Rs5bn 
in 1Q. Its peer HPCL with a 21% market share reported just Rs700m of inventory 
gain. IOC, which has a far higher market share of 50%, reported a lower than 
expected inventory gain of Rs2.1bn. In the past on occasions HPCL and IOC 
have been conservative in accounting inventory gains in 1Q or 2Q. They have 
denied they were conservative in 1Q FY07.   
 
Table 5: Inventory gains in 1Q FY07 
Rsmn  IOC  BPCL  HPCL 
Inventory gains 2,100 5,000 700 
Market share (%) 50.0 21.0 24.0 
Source: Company 

IOC hit by exchange fluctuation loss of Rs3.2bn in 1Q  
IOC, which has US$2.5bn of foreign currency borrowings, was hit by steep 
depreciation of the Indian rupee in 1Q. It made an exchange fluctuation loss of 
Rs3.2bn vis-à-vis gain of Rs930m in 1Q FY06. Its peers HPCL and BPCL (just 
over US$100m of foreign currency loan) do not have significant foreign currency 
borrowings and therefore were not hit by exchange fluctuation loss.  

R&M companies’ outlook in 1H FY07E 
R&M companies likely to turn profitable in 2Q and 1H FY07 
The parliament has approved issue of Rs141.5bn of oil bonds to the R&M 
companies. The amount of bonds approved is half of the announced amount of 
Rs283bn. We expect the oil bonds to be issued to the R&M companies by 
September 2006. Our calculations suggest that Rs141.5bn of oil bonds are 
adequate for all three R&M companies to post enough profit in 2Q to make up for 
the loss in 1Q and ensure profit even in 1H FY07. 

Rs18.5-26.3/share EPS expected in 1H FY07E based on current data  
Based on data available to date in FY07, it appears that 2Q FY07 subsidy will be 
Rs185.4bn (see Table 6). We expect upstream oil companies and standalone 
refiners to be required to bear at least Rs65.8bn of this subsidy with R&M 
companies bearing the balance Rs119.5bn. Assuming that Rs141.5bn of oil 
bonds are issued to R&M companies in 2Q, 2Q FY07E EPS will work out to 
Rs31.4-39.2 and 1H FY07E EPS will work out to Rs18.5-26.3 (see Table 7). 

1H FY07E EPS will be higher if upstream required to bear more subsidy 
1H FY07E EPS would be higher than our estimate given in Table 7 if upstream oil 
companies are required to bear a higher subsidy than one-third assumed in our 

Chart 4: Volume growth in 1Q FY07 
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Table 6: 2Q FY07E subsidy and sharing thereof 
Subsidy on Rs-bn 
LPG & kerosene 86.8 
Auto fuels 98.6 
Industry subsidy 185.4 
  
Subsidy borne by  
Upstream oil companies 61.8 
Standalone refineries 4.0 
R&M companies 119.5 
 185.4 
Source: DSP Merrill Lynch 

Table 7: 1H FY07E EPS of R&M companies 
Rs/share  1Q FY07  2Q FY07E  1H FY07E 
IOC (12.5) 38.8 26.3 
BPCL (12.8) 31.4 18.5 
HPCL (17.9) 39.2 21.3 
Source: Company, DSP Merrill Lynch 
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base case calculations. Table 16 gives R&M companies’ 1H earnings if upstream 
companies are required to bear 40% of subsidy in 2Q FY07. 

Downward risk to earnings if oil price rises further in the rest of 2Q 
There could be downward risk to our 2Q and 1H earnings forecast for R&M 
companies if oil prices rise further in 2Q FY07. 

If limited pricing freedom is allowed, it will boost investor sentiment 
In June 2006, when auto fuel price hikes were made, the government also 
announced that oil companies will be allowed domestic price hikes in all four 
subsidized products if the Indian crude basket (US$3-5/bbl discount to Brent) 
exceeded US$70/bbl. In early August 2006, the Petroleum Minister reiterated this 
in the Indian Parliament. He admitted that no official communication on the matter 
has been sent to oil companies. Petroleum ministry officials have been quoted in 
the press as saying that the Indian cabinet had approved monthly price hike of 
subsidized products if the Indian crude basket exceeded US$70/bbl. It will be a 
positive development if indeed pricing freedom is allowed in some or all 
subsidized products now that Indian crude basket has exceeded US$70/bbl. We 
believe that limited pricing freedom being given to oil companies is not priced in to 
their share prices. If it is allowed it will be a positive surprise and could trigger a 
recovery in marketing company stocks. 

Upstream - earnings surprise in 1Q 
ONGC and GAIL’s 1Q earnings higher than expected  
The upstream companies reported higher than expected net profit in 1Q FY07. 
ONGC’s net profit was 7% higher than our expectations mainly due to a lower 
than expected subsidy burden (Rs51.2bn vis-à-vis our expectations at Rs54bn). 
GAIL’s net profit was 30% higher than our expectations mainly due to better than 
expected volumes in petrochemicals (88,000 tonnes – 19% higher than 
estimates) and better than expected realizations in LPG (Rs11,777/tonne – 21% 
higher than our estimates).  

Table 8: Earnings surprise in ONGC and GAIL 
 Net profit Variance YoY growth 
Rsbn Reported Estimated  Reported Estimated 
ONGC             41.3          38.6 7.1% 23.6% 16.3% 
GAIL              5.9           4.6 29.8% 22.5% -6.0% 
Source: Company, DSP Merrill Lynch 

GAIL’s 1Q earnings 5% lower than reported if actual subsidy taken 
GAIL’s 1Q FY07 earnings were based on the company’s own estimate of subsidy 
of Rs2.5bn rather than actual subsidy hit of Rs2.92bn. This is because the results 
were announced before the government decided the subsidy to be borne by 
upstream oil companies. GAIL’s 1Q FY07 net profit would be 5% lower than the 
announced profit at Rs5.6bn if the actual subsidy hit of Rs2.92bn is taken. Its y-o-
y earnings growth in 1Q FY07 would be 17% instead of 23% as per announced 
results. 

Key takeaways from ONGC and GAIL 1Q results 
 Upstream companies have been required to bear marginally more (i.e. 

34.5%) than one-third of the subsidy to be borne by oil companies 

 ONGC’s share of subsidy borne by upstream oil companies has declined in 
1Q FY07 vis-à-vis that in FY06 while that of GAIL has increased marginally 
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Upstream companies asked to bear Rs60bn of subsidy in 1Q 
In June 2006 the government announced that upstream oil companies would be 
required to bear Rs240bn of subsidy in FY07. Upstream oil companies were 
required to bear a proportionate (one-fourth) of this amount in 1Q, i.e. Rs60bn. 
Upstream companies' share of subsidy borne by oil companies worked out to 
34.5% as against one-third, which they generally had borne in the past. 

 
Table 9: Sharing of industry subsidies in 1Q FY07 
Subsidy borne by Rsbn % share 
Upstream oil companies 60.0          34.5 
Standalone refineries 4.0           2.3 
R&M companies 109.9          63.2 
 174.0  
Source: Company, DSP Merrill Lynch 

Sharing ratio within upstream oil companies for FY07 has changed  
Subsidy is shared among upstream oil companies in the ratio of their previous 
year’s profits. Thus subsidy will be shared in FY07 and was shared in 1Q in the 
ratio of their profits in FY06. While LPG and kerosene subsidy is shared by 
ONGC, GAIL and Oil India (OIL), auto fuel subsidy is shared by only ONGC and 
OIL. Table 10 gives the ratio in which subsidy will be shared among upstream 
companies in FY07. 

Table 10: Subsidy sharing among upstream oil companies 
    Subsidy sharing ratio for 
Rsmn Profit in FY06 LPG, kerosene Auto fuels 
ONGC 144,308 78% 90% 
GAIL                23,101 13%   
OIL 16,580 9% 10% 
Total              183,989 100% 100% 
Source: Companies, Industry sources, DSP Merrill Lynch 

ONGC’s share of subsidy borne by upstream companies has declined 
ONGC’s share of LPG and kerosene as well as auto fuel subsidy has declined in 
FY07 compared to the proportion of subsidy it had to bear in FY06 (see Table 
11). ONGC’s share of subsidy has reduced as FY06 earnings of its upstream 
peers GAIL (18% y-o-y) and OIL (56% y-o-y) grew more strongly than its earnings 
did (11% y-o-y). ONGC adopted more aggressive depreciation policy for pipelines 
in FY06, which reduced its net profit by 10%. GAIL on the other hand cut the 
depreciation rate on its pipelines, which boosted its FY06 earnings by 15%. 
ONGC’s share in LPG and kerosene subsidy would have remained unchanged 
while that of GAIL would have reduced if neither had changed their depreciation 
policies. 
 
Table 11: Change in upstream companies' share in subsidy 
 Share in LPG, kerosene subsidy Share in auto fuel subsidy 
 FY07 FY06 Change FY07 FY06 Change 
ONGC 78.4% 81.2% -2.7% 89.7% 92.7% -3.0% 
GAIL 12.6% 12.2% 0.3%   0.0% 
OIL 9.0% 6.6% 2.4% 10.3% 7.3% 3.0% 
 100% 100% 0% 100% 100% 0% 
Source: Company, DSP Merrill Lynch 
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Upstream earnings outlook in 1H FY07 
ONGC’s gain from oil price may significantly exceed subsidy rise in 2Q 
ONGC’s gain from higher oil and LPG price realization in 2Q over levels in 1Q 
could significantly exceed its q-o-q incremental subsidy hit in 2Q. This is because 
while the price of ONGC’s marker crude Bonny Light is 8% q-o-q higher and that 
of LPG is 13.5% q-o-q higher, prices of the other three subsidized products are 
up just 2-3% q-o-q.  

Table 12: Rise in crude oil and product prices in 2Q to date over 1Q levels 
US$/bbl  2Q to date  1Q  Change 
Bonny Light crude oil           75.8          70.4 7.7% 
LPG (US$/tonne)            519           457 13.5% 
Kerosene           85.6          83.0 3.1% 
Gasoline            86.5          83.9 3.1% 
Diesel           83.4          81.6 2.2% 
Source: Petroleum Argus, DSP Merrill Lynch 

ONGC to retain 93% of gain from oil price if upstream bears one-third 
Our calculations suggest that ONGC’s gain from q-o-q higher oil and LPG price 
realization could be Rs14.4bn in 2Q. Its q-o-q rise in subsidy may be just Rs1bn if 
upstream oil companies have to bear only one-third of subsidy. ONGC’s net gain 
may thus be Rs13.4bn in 2Q. ONGC may thus retain 93% of its gain from q-o-q 
rise in oil and LPG price if upstream companies have to bear one-third of subsidy. 

Table 13: ONGC's gain from higher price realization vis-à-vis hit from rise in subsidy in 2Q 
Rs-bn  2Q FY07E 
Gain in 2Q over 1Q from higher   
oil price realization           13.4 
LPG price realization             1.0 
           14.4 
Hit from q-o-q rise in subsidy             1.0 
ONGC's potential net gain in 2Q over 1Q           13.4 
Proportion of gain neutralized by subsidy 7% 
Source: DSP Merrill Lynch 

Upstream companies being required to bear more subsidy possible 
Our calculations assume upstream oil companies will be required to bear one-
third of subsidy in 2Q with subsidy working out to Rs61.8bn. However, the 
government requiring upstream oil companies to bear higher proportion of the 2Q 
subsidy than the one-third assumed by us cannot be ruled out.  

If upstream has to bear 40% of subsidy, 79% of ONGC’s gains will go 
If upstream oil companies are asked to bear 40% of subsidy in 2Q instead of one-
third assumed by us, incremental subsidy will take away 79% of ONGC’s gain 
from q-o-q rise in oil and LPG price.  

Table 14: ONGC's net gain if upstream required to bear 40% of subsidy 
Rs-bn  2Q FY07E 
Gain in 2Q over 1Q from higher   
oil price realization                                  13.4 
LPG price realization                                    1.0 
                                  14.4 
Hit from q-o-q rise in subsidy                                  11.4 
ONGC's potential net gain in 2Q over 1Q                                    3.0 
Proportion of gain neutralized by subsidy 79% 
Source: DSP Merrill Lynch 
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R&M companies 1H FY07E EPS could be 16-28% higher than base case 
R&M companies will gain if upstream oil companies are asked to bear 40% of 
subsidy in 2Q as against one-third assumed by us in the base case. Our 
calculations suggest upstream oil companies’ 2Q subsidy hit would rise by 
Rs12.4bn and that of R&M companies would decline by the same amount. Table 
15 gives subsidy sharing among oil companies in 2Q if upstream companies bear 
40% of subsidy while Table 6 gives subsidy sharing in 2Q if upstream companies 
bear one-third of subsidy. Upstream companies bearing 40% of subsidy in 2Q will 
boost R&M companies’ 1H FY07E earnings by 16-28% (Rs4.2-5.2/share) over 
our base case earnings of Rs18.5-26.3/share (see Table 16). 

Table 16: R&M companies 1H FY07E EPS if upstream bear 40% of 2Q subsidy 
  1H FY07E EPS if subsidy borne by upstream    

 Rs/share  40% 33%  Gain   
BPCL                                  23.7                       18.5           5.2 28% 
IOC                                  30.5                       26.3           4.2 16% 
HPCL                                  26.5                       21.3           5.2 25% 
Source: DSP Merrill Lynch 

Already indications that upstream may have to bear more subsidy in 2Q 
Recent press reports have indicated that the government’s thinking is to ask 
upstream oil companies to bear a higher subsidy rather than allow pricing 
freedom now that the Indian crude basket exceeds US$70/bbl.  

Earnings government wants R&M companies to earn is the key 
The earnings R&M companies will attain in 1H FY07 and in FY07 will be mainly 
determined by the amount of oil bonds the government issues to them, the oil 
price and the proportion of subsidy upstream oil companies have to bear. The 
government will decide two of the three factors, which will determine R&M 
companies’ earnings. The key issue in our view is how much earnings the 
government wants R&M companies to earn. The government decision on the 
proportion of subsidy the upstream oil companies bear in 2Q may give some idea 
on this key issue. 

 

  
  

Table 15: 2Q FY07E subsidy sharing if 
upstream bear 40% of subsidy 
Subsidy borne by Rs-bn 
Upstream oil companies 74.2 
Standalone refineries 4.0 
R&M companies 107.2 
 185.4 
Source: DSP Merrill Lynch 
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