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Introduction 

Asia's third-largest economy, with population over 100 crores, and second fastest 

growing economy has been eyeing new ways to reduce subsidies since the failure of its 

2002 attempt to get state-owned refiners to fix prices every two weeks in step with 

global rates. It was much painful situation for the government & Oil & gas companies 

when prices of crude oil went up to $ 147 a barrel. The APM regime had its drawback 

and Oil & Gas companies were bearing hundreds of crores of losses every day. To 

ease the situation Government in a hurry issued bonds to Oil & gas companies worth a 

lac crore that will be maturing in FY12-FY13 which are also a point of conern. At that 

time it was a gimmick in the Indian economy and was the lesson part for the Indian 

government. This created turbulence in the Indian economy for the time being and 

necessary solution was needed in the longer term.  

The crucial factors that emerged for Government during the crisis were: - 

1) Widespread price controls and subsidies on refined products like Petrol, gas and 

Diesel across the Asian and Middle East economies were sliced off when oil 

prices were at the level of $ 147.   The entire burden of adjustment therefore fell 

on households and firms in the advanced industrial economies. Prices had to 

surge high enough to force deep cuts in the western world's oil consumption to 

offset supply shortages and unrestrained demand growth in emerging markets. 

 

2) Oil producers were averse substantially increase supply in reply to towering 

prices. In the short term, supply is fairly fixed. Those producers holding spare 

capacity especially in Saudi Arab region either had the wrong sort of Crude that 

was either heavy or sour. They doubted that adding additional barrels to the 
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market would make much difference, given inventories already appeared to be at 

reasonable levels and there was no sign of physical shortages. 

 

3) Hedge funds and other "managed money" participants built up a net long position 

in WTI-related oil futures and options on the assumption that although prices 

were already high, they would need to rise even further to "choke off" demand 

and balance the market. 

 

Fundamental vs. Speculation: - The net long of so-called "managed money" 

traders peaked at around 187,000 contracts (187 million barrels) in early to mid-

May 2008, when crude oil prices had touched $120-125, according to the 

disaggregated commitments of traders reports published by the U.S. Commodity 

Futures Trading Commission 

 

The D- Day for India – The Much Awaited Reform 

25th June 2010, a Red letter day for India's oil and gas sector as the government took 

decisive steps towards decontrolling fuel prices. The Empowered Group of Ministers 

(EGOM) has freed petrol from price controls. Diesel prices too will be market 

determined. Eventually petrol prices will rise by Rs 3.50 per liter, while diesel prices will 

cost Rs 2 more per liter, LPG prices will rise by Rs 35 per cylinder, while kerosene 

prices too have been hiked by Rs 3 per liter. The panel also said that fuel prices will be 

market driven & determined both at the refinery gate and retail level. The decision from 

EGOM came when the economy is inflated by 10.16%, having a fiscal deficit of 5%. 

Announcing the hike in prices, oil secretary S Sundaresan said, "To summarise, the 

price of petrol will be market driven at the refinery gate and at the retail level, the price 

of diesel will also be so in the due course but for present the price will be increased." 



 
  

 

He also said that the government had taken the decision as consumers can afford 

higher prices. Even diesel prices will be eventually freed of all administrative controls, 

Sundareshan said. He said that the government would, however, continue to 

subsidise' the cooking fuels. 

  

The government has said that subsidy sharing formula to be worked out in due course 

in consultation with the finance ministry. However, with the present petrol deregulation 

will save over Rs 7000 crore. 

A graphical representation of fuel price hike in India is given below. 
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He also said that the government had taken the decision as consumers can afford 

higher prices. Even diesel prices will be eventually freed of all administrative controls, 

Sundareshan said. He said that the government would, however, continue to 'heavily 

The government has said that subsidy sharing formula to be worked out in due course 

in consultation with the finance ministry. However, with the present petrol deregulation 
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Governments’ Stand: - 

The government's decision to free-up petrol prices and raise the cost of diesel and other 

fuels, as part of a move towards a market regime, will help make emerging-market 

demand much more sensitive to changes in crude oil prices and lessen the probability 

of another price spike.  

These are the two most important recommendations of government. It was important for 

government to free up or rather decontrol prices of petrol and diesel because these are 

very large energy resources and we import 80% of our fuel. This would also make our 

energy sector much more competitive and people will take the right decisions on what 

fuel to use and what technology to select. 

Empowered Group of Ministers has delivered much more than what was expected of 

them by the ordinary. The issues that are left now are administrative in nature and are 

now left to clarify the government policies and its clear stand. For now the government 

has not cleared its stand on the subsidy sharing formula and bearing of 

underrecoveries. But it is for sure that Oil secy would be working on that and 

government will soon come out with a much definite stand.  

The government has decided to free up petrol prices and has agreed in principal to free 

up diesel prices in due course. This is certainly a historical move on the governments’ 

front. This was an opportunistic moment for the government and it is believed that the 

short term impact on the prices would be reversed in the long term. In the long term one 

has to recognize that the current policies that we are having of financing 

underrecoveries by the government, that itself is inflationary because the government 

has to raise that money either by taxes or through printing money or something which 

all creates inflation. 
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Impact on Oil & Gas stocks: -  

The petroleum industry is usually divided into three streams. The Upstream companies 

are involved in exploration, development and production of crude oil or gas. The 

downstream oil sector is a term commonly used to refer to the refining of crude oil and 

the selling and distribution of natural gas and products derived from crude oil. Such 

products include liquefied petroleum gas (LPG), gasoline or petrol, jet fuel, diesel oil, 

other fuel oils, asphalt and petroleum coke. The downstream sector includes oil 

refineries, petrochemical plants, petroleum product distribution, retail outlets and natural 

gas distribution companies. The downstream industry touches consumers through 

thousands of products such as petrol, diesel, jet fuel, heating oil, asphalt, lubricants, 

synthetic rubber, plastics, fertilizers, antifreeze, pesticides, pharmaceuticals, natural gas 

and propane. 

 Let’s start with upstream industries, the two major players in this industry are ONGC 

and OIL India that comes in the upstream industry but there has not been any clarity by 

the government on the subsidy sharing formula. But, they will be benefited most, if, the 

two year old pattern is followed, they will have significant position in the industry and will 

see significant earnings as there is more clarity. Specifically ONGC stands to benefit the 

most having its dominant presence. On the other hand in private companies, RIL stand 

to benefit the most after governments move to remove the price control as it operates 

the worlds’ biggest refining complex and exports most products because local market is 

dominated by state owned companies. Also, Market rates would allow private firms like 

Reliance Industries and Essar Oil, that now mainly export fuel, to consider domestic 

retail sales. Revenue would rise dramatically at retailer Indian Oil Corp, as well as 

Hindustan Petroleum and Bharat Petroleum, and upstream firms ONGC, Oil India and 

GAIL (India). 
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Coming to downstream companies Hindustan Petroleum Corporation (HPCL) & Bharat 

Petroleum Corporation (BPCL) will be benefited moderately. As the government has 

signaled that they will be bearing a larger part of the subsidy along with upstream 

majors. Thus this will improve the balance sheet of the downstream players. At their 

current levels and having a visible view on the earnings after decontrolled and market 

driven fuel prices, giving them a multiple of 10X on earnings, there will a significant 

upside in coming time.  HPCL stands to benefit the most as there are higher percentage 

of its earnings is coming from gasoline sector which is completely decontrolled. 

The critical aspect on oil & gas stocks is that underrecoveries will now be at Rs. 53k 

Crores vs Rs. 93K Crores earlier. The crux is the subsidy sharing pattern which is not 

clarified by the government that what would be upstream companies share, how much 

government share and what will be the share of Oil manufacturing companies. And 

when it comes to valuation the downstream companies still have to bear the 15 to 20% 

of it that will be roughly 10,000-11,000 crores.  But the point to remember is Oil Secy 

assumption is based on Oil price at $ 75 a barrel. So its still wait and watch. 

Rate Hikes By Reserve Bank of India on July 27?: -  

The path for RBI now is to wait till July 27 meeting and can consider on rate hikes. The 

market has already discounted the awaited decision of RBI’s rate increase and the 25-

50 basis points hike can be absorbed easily .The government's move on Friday to raise 

fuel prices more than expected adds to bond market expectations that the Reserve 

Bank of India (RBI) will raise interest rates by 50 basis points, not 25, when it reviews 

monetary policy next month. While RBI often ignore one-off price rises, Friday's move 

will push up monthly wholesale price inflation by 0.9 percentage point, which was 

10.16% in May.  
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After governments decision, The news was discounted in Bond market as the yield on 

the benchmark 10-year bond shot up by as much as 11 basis points on Friday before 

closing up 8 basis points at 7.65%, a 10-day high. The benchmark five-year swap rate 

rose to 6.80% from its previous close of 6.70%, ending at 6.78%. The one-year rate 

closed at 5.56%, up 13 basis points from Thursday's close. Interbank overnight rates 

have risen 1.5% since the end of May, acting as an effective rate increase. 

The fuel price hike is good for bonds in the long run as it will reduce the fiscal deficit. 

The fuel price increase will have a spillover impact on other prices and add pressure on 

the RBI to raise rates aggressively.  Also, Last week, RBI Governor said the RBI will 

continue to pursue its calibrated exit from loose monetary policy and that with tightness 

in the cash market, the effective rate has moved to the repo rate -- the rate at which it 

lends to banks -- from the reverse repo rate. 

Inflationary Pressures: - 

Firstly, raising fuel prices would stoke inflationary pressures, already at levels 

uncomfortable enough for voters to slam Congress in recent municipal elections in West 

Bengal. India's food inflation accelerated in mid-June and further inflationary pressures 

could lead the central bank to raise interest rates ahead of a July 27 policy review. 

The government's decision to raise fuel prices will push up monthly wholesale price 

inflation by 0.9 percentage point. A rise in petrol and diesel prices will be reflected in the 

fuel inflation numbers and there will also be second-rung impacts reflected in transport 

costs, the fiscal implications, too, regarding the subsidy bill, are positive. On the 

monetary front, Reserve Bank of India (RBI) reacting to this as an immediate trigger is 

not seen. 
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Global commodity prices, even before this hike, have been contributing to high inflation 

and the RBI will, therefore, consider all these factors and will not react solely to this 

decision. Any move to remove price controls will help Reliance Industries, which 

operates the world's biggest refining complex but exports most products as the local 

market is dominated by state firms that sell cheap fuel, helped by government 

subsidies.  

Narrowing The Budget Deficit: - 

Another important aspect of rising the fuel prices and decontrolling them is very much 

related to India’s budget deficit. Currently Indian government is facing budget deficit as 

a serious threat for its growing economy that stands at 5.5% this year vs. 6.9% last 

year. The oil subsidy that is provided by the government accounts for $ 5.5 billion of its 

total budget. This will have a significant impact in long term and will reduce the deficit, 

though it would be coming from India’s Aam Aadmi’s pocket. This will narrow the budget 

deficit of India from a 16 year high. 

Market Driven Fuel Prices– When Will Government Step  In?  

This has created uncertainty over government and oil companies as well. The 

government would surely be working on that and come out with a clear stand soon. It is 

clear that decision came when Oil prices were around crucial level of $ 75 and the 

under recoveries and all other are assumptions based on this level. The government 

can establish a price range between which the Oil companies can feel comfortable and 

a level of price above which government could intervene. Learning from past 

experiences the level of $ 110 - $ 120 is very crucial and usually government can come 

in and ease the situation.  On the other hand, it is sure that  government will intervene 

when being influenced by global crude oil prices but It is very difficult to say what is the 

level at which one can consider the volatility is too high.  
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The information and views in this report, our website & all the service we provide are believed to be reliable, but we do not 
accept any responsibility (or liability) for errors of fact or opinion. Users have the right to choose the product/s that suits 
them the most. 

Sincere efforts have been made to present the right investment perspective. The information contained herein is based on 
analysis and up on sources that we consider reliable.  

This material is for personal information and based upon it & takes no responsibility  

The information given herein should be treated as only factor, while making investment decision. The report does not 
provide individually tailor-made investment advice. Capitalheight recommends that investors independently evaluate 
particular investments and strategies, and encourages investors to seek the advice of a financial adviser. Capitalheight shall 
not be responsible for any transaction conducted based on the information given in this report, which is in violation of rules 
and regulations of NSE and BSE. 

The share price projections shown are not necessarily indicative of future price performance. The information herein, 
together with all estimates and forecasts, can change without notice. Analyst or any person related to Capitalheight might be 
holding positions in the stocks recommended. It is understood that anyone who is browsing through the site has done so at 
his free will and does not read any views expressed as a  recommendation  for which either  the  site or  its owners or 
anyone  can be held  responsible  for . Any surfing and reading of the information is the acceptance of this disclaimer.  

All Rights Reserved. 

Investment in Commodity and equity market has its own risks. 

We, however, do not vouch for the accuracy or the completeness thereof. we are not responsible for any loss incurred 
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anyone else have no rights to forward or share our calls or SMS or Report or Any Information Provided by us to/with anyone 
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