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  Oil & Gas       
  

Gains from weak oil price and 
strong rupee 

   
 
 

 Net gain for R&M companies 
Singapore refining margins to date in 3Q FY07 have weakened to their lowest 
level since 3Q FY04. However marketing margins on auto fuels have risen to over 
US$5/bbl for the first time since February 2005.The weakness in refining margins 
is bad news for refiners. Though R&M companies will also be hurt by the 
weakness in refining margins, they will gain from the rise in marketing margins. 
They will be net gainers as they sell more than they produce. 

Marketing margins on auto fuels at over Rs1.4/litre now 
The composite marketing margin on gasoline and diesel (auto fuels) is at over 
Rs1.4/litre (US$5.2/bbl) in November 16-30. This means marketing margins on 
auto fuels are above the desired level of Rs1.3/litre (US$4.7/bbl) for the first time 
since February 2005. Marketing margin on gasoline was at supernormal levels 
since mid-September 2006. However with marketing margins on diesel being in 
the red until mid-November, the composite margin (80% weight for diesel and 
20% for gasoline) was well below desired levels. Marketing margins on diesel 
have turned positive in the current fortnight. This is not only due to weakness in 
international diesel prices but also due to strengthening of the Indian rupee.   

Refining margins weak; light-heavy crude spread contracts 
Singapore complex refining margin based on Dubai crude to date in 3Q is 
US$5.4/bbl, which is 14% YoY lower and 33% QoQ lower. It is in fact at its lowest 
level since 3Q FY04. One of the main factors hurting refining margins is the 
contraction of spread between light and heavy crude oil, which is also at its lowest 
level in at least twelve quarters. Production cuts by OPEC appear to have 
contributed to light-heavy spread contraction. OPEC members mainly cut heavy 
crude oil output to comply with cuts, which means that it is mainly heavy crude oil 
supply, which declines. Even in the past, OPEC output cuts have seen spread 
contract. The contraction in gasoline-crude spread has also hit refining margins. 

Subsidies at their lowest level in seven quarters 
We expect 3Q FY07 under-recovery (i.e. subsidy) to be 19% YoY lower at 
Rs80bn despite oil price being marginally higher YoY. This is due to gains from 
auto fuel price hikes and duty cuts made in June 2006. 3Q subsidy will be the 
lowest subsidy in seven quarters and for the first time will be YoY lower in a long 
time. Most of the subsidy in 3Q is likely to be on LPG and kerosene. In case of 
auto fuels with marketing margin being about Rs0.75/litre, there will be no subsidy 
but just under-recovery of Rs0.55/litre vis-à-vis desired margin of Rs1.3/litre. 
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Chart 1: Marketing margin at over Rs1.4/litre 
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Chart 2: Subsidy at lowest level in 7 quarters 
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Key trends 
The key trends in the oil sector are 

 Composite (80% weight for diesel and 20% for gasoline) marketing margin 
on gasoline and diesel surging to healthy level of Rs1.4/litre (US$5.2/bbl) in 
November 16-30 

 The weakening of international gasoline and diesel prices. This along with 
the strengthening of the Indian rupee has boosted marketing margins 

 Singapore complex refining margins based on Dubai crude declining to 
below US$4/bbl with average to date in 3Q FY07 being US$5.4/bbl 

 The spread between the price of light and heavy crude oil contracting in 3Q 
FY07 to its lowest level in at least twelve quarters 

 Subsidy in 3Q FY07 is set to be at the lowest level in seven quarters  

Marketing margins on auto fuels now above Rs1.4/litre 
Marketing margins on auto fuels have bounced back to healthy levels of 
Rs1.42/litre (US$5.2/bbl) during the November 16-30 fortnight. Auto fuels were 
either being subsidized or at least fetching lower than desirable marketing 
margins since March 2005. Marketing margins are now above the desired level of 
Rs1.3/litre (US$4.7/bbl) for the first time since February 2005. 

Auto fuel pricing in India follows a fortnightly cycle. Ex-refinery prices are changed 
every fortnight based on Arabian Gulf prices in the immediately preceding 
fortnight. Even consumer prices used to be reviewed every fortnight until 2003.  

Marketing margin on gasoline was at supernormal levels since mid-September 
2006. However with marketing margins on diesel being in the red until mid-
November, the composite margin was well below desired levels. Marketing 
margin on diesel has turned positive in the current fortnight thereby helping to 
take composite margin to over desired level. 

Weak international prices, strong rupee boosted marketing margins 
The rise in marketing margins to over desired levels is mainly due to 

 Weakening of Arabian Gulf diesel prices to US$67/bbl and gasoline prices to 
US$58/bbl. Diesel prices were at US$69/bbl in the immediately preceding 
fortnight and had touched peak levels of over US$84/bbl in 2Q FY07. 

 Strengthening of the Indian rupee to below Rs45 (vis-à-vis US$1). The Indian 
rupee has been volatile and was rather weak as recently as in July-August 
2006 at over Rs46.5 to US$1. The exchange rate has a significant influence 
on marketing margins as is apparent from Chart 3. It depicts composite 
marketing margins on diesel and gasoline for November 16-30 at exchange 
rate of Rs44-46.5 vis-à-vis US$1. Every change in the exchange rate by Re1 
changes composite marketing margin by Rs0.44/litre. 

 The 6-9% hike in domestic auto fuel prices made in June 2006 has also 
helped 

 A cut in the import duty on auto fuels to 7.5% from 10%  and shift to trade 
parity pricing made in June 2006 has also helped boost marketing margins  

Chart 3: Sensitivity of marketing margins to 
exchange rate changes 
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Refining margins weaken 
Singapore complex refining margin based on Dubai crude had declined to 
US$3.96/bbl for the week ended November 9, 2006 but has bounced back now to 
US$6.21/bbl. To date average in 3Q is US$5.4/bbl, which is 14% YoY lower and 
33% QoQ lower. Margins thus are at their lowest level since 3Q FY04. 

Contraction of gasoline cracks & light-heavy spread hit refining margins  
The following factors have mainly contributed to the weakness in Singapore 
refining margins in 3Q  

 The contraction of gasoline crack spreads. Gasoline prices have declined far 
more steeply than crude prices since August 2006. At peak gasoline prices 
exceeded US$84/bbl while they declined below US$75/bbl in August 2006 
and then below US$65/bbl in September 2006. Arabian Gulf gasoline price 
was on an average 11% higher than Brent price in 1H FY07 (i.e. US$78/bbl 
with Brent at US$70/bbl). To date in 2H the premium of gasoline to Brent is 
just 2% (i.e. US$59/bbl with Brent at US$58/bbl). 

 The contraction of spread between light and heavy crude oil, which is at its 
lowest level in at least twelve quarters. The spread between Bonny Light and 
Dubai crude, which was US$5.5/bbl in 1H has declined to US$2.5/bbl in 3Q. 
Spread between Brent and Dubai crude, which was US$4.6/bbl in 1H has 
declined to US$1.2/bbl in 3Q and just US$0.7/bbl in November 2006.  

The refining margin based on Dubai crude can be broken up in to two 
components – 1) the spread between product prices and light crude oil 2) the 
spread between light and heavy crude oil. As discussed among the products it is 
the gasoline-crude spread, which has weakened.  

OPEC output cut has compressed heavy light spread even in the past 
Production cuts by OPEC appear to have led to light-heavy spread contraction. 
OPEC members mainly cut heavy crude oil output to comply with cuts, which 
means that it is mainly heavy crude oil supply, which declines. Chart 5 shows 
spread between Brent and Dubai since January 1997. The spread was at its 
lowest level of US$0.6-0.7/bbl during 1998 and 1999 when OPEC cut ceiling on 
output from 26m bpd in January 1998 to 23m bpd in April 1999. The surge in 
spread since 2004 on the hand has coincided with OPEC oil output rising. It has 
been one of the factors driving up the light-heavy spread. Strong demand for 
distillates has also played a significant role in boosting spreads. 

In 2H FY06 when Singapore refining margins had weakened to just over 
US$6/bbl it was mainly contraction of product-crude spread rather than light-
heavy spread, which had hurt margins. To that extent the current weakness in 
refining margins varies from that in 2H FY06. 

Subsidy in 3Q likely to be at lowest level in seven quarters We expect 3Q FY07 under-recovery (i.e. subsidy) at Rs80bn to be the lowest since 4Q FY05. Subsidy in 3Q is expected to be 19% YoY lower, which is the first time in a long time that subsidy is YoY lower. Most of the 3Q subsidy will be for LPG and kerosene. In the case of auto fuels there will be no subsidy. The marketing margin on auto fuels is about Rs0.75/litre and thus there is just under-recovery of Rs0.55/litre vis-à-vis desired margin of Rs1.3/litre.

Chart 4: Crude and product spreads 

(1.0)
1.0
3.0
5.0
7.0
9.0

11.0

Q1
 F

Y0
6

Q2
 F

Y0
6

Q3
 F

Y0
6

Q4
 F

Y0
6

Q1
 F

Y0
7

Q2
 F

Y0
7

Q3
 F

Y0
7

US
$/

bb
l

Bonny -Dubai Gasoil-Bonny Gasoline-Bonny

 
Source: Petroleum Argus, DSP Merrill Lynch 

Chart 5: Brent-Dubai spread since 1997 
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Refining margin drivers and trends 
Singapore margin on Minas crude higher than that on Dubai crude 
For the first time since 3Q FY06, Singapore refining margin in 3Q FY07 based on 
lighter Minas crude is higher than that on heavier Dubai crude. 

 

Contraction on light-heavy and gasoline-crude spreads 
Chart 8 and Chart 9 show trend in spread between products like diesel, gasoline 
and Bonny Light crude oil and between Bonny Light and Dubai crude. Bonny 
Light is perhaps the best benchmark for light crude oil used by Indian refiners. 
This is because the ONGC crude is most similar to Bonny Light and therefore is 
benchmarked to it. Bonny Light and other Nigerian crude form a significant part of 
light crude oil imported by Indian refineries. These charts highlight the contraction 
of the gasoline-Bonny Light and Bonny Light-Dubai spread to their lowest level in 
at least seven quarters. 

 

 

 
Table 1: Singapore complex refining margin on Dubai crude 
US$/bbl 1Q 2Q 3Q 4Q Total y-t-d 
FY07 12.6 8.1 5.4   9.2 9.2 
FY06 9.0 11.1 6.3 6.2 8.2 9.6 
Y-o-y change 40% -27% -14%   12% -4% 
Source: Petroleum Argus, DSP Merrill Lynch 

 

 
Table 2: Singapore complex refining margin on Minas crude 
US$/bbl 1Q 2Q 3Q 4Q Total y-t-d 
FY07 8.5 5.5 7.6   6.9 7.1 
FY06 5.1 7.1 6.9 3.3 5.5 6.6 
Y-o-y change 66% -22% 11%   24% 7% 
Source: Petroleum Argus, DSP Merrill Lynch 

 

Chart 6: Trend of Singapore complex refining margin on Dubai crude 
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 Chart 7: Trend of Singapore complex refining margin on Minas crude 
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Chart 8: Trend in gasoline-Bonny Light and Bonny-Dubai spread 
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 Chart 9: Trend in Diesel-Bonny Light and Bonny-Dubai spread 
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Marketing margin & Subsidy trend 
Gasoline marketing margin at super-normal levels 
Marketing margin on gasoline is at super-normal levels to date in 3Q FY07. In 2H 
FY06 marketing margins on gasoline had bounced back in to the black but were 
never at super-normal levels. 

Diesel margins back in to the black but 3Q average still negative 
Marketing margins on diesel on the other hand are still in the red as far as the 3Q 
average is concerned. However in the latest fortnight (November 16-30), 
marketing margins have bounced back in to the black. 

Composite auto fuel marketing margin above Rs1.4/litre 
The bounce back of diesel margins in to the black and continuing super-normal 
margins on gasoline has meant composite margin during November 16-30 is now 
at healthy level of Rs1.42/litre. 

 

 
Table 3: Marketing margins on gasoline 
Rs/litre 1Q 2Q 3Q 4Q Total y-t-d 
FY07 -3.9 -1.5 4.3   -1.0 -1.3 
FY06 -0.9 -2.1 0.4 0.7 -0.5 -1.3 
Y-o-y change NM NM 1030%   NM NM 
Source: DSP Merrill Lynch 

 

 Table 4: Marketing margins on diesel 
Rs/litre 1Q 2Q 3Q 4Q Total y-t-d 
FY07 -5.0 -4.9 -0.2   -3.8 -4.1 
FY06 -2.0 -2.6 -1.0 -0.8 -1.6 -2.3 
Y-o-y change NM NM NM   NM NM 
Source: DSP Merrill Lynch 

 

Chart 10: Gasoline marketing margin trend 
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 Chart 11: Gas oil marketing margin trend 
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Chart 12: Composite marketing margin trend 
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 Chart 13: Quarter-wise subsidy trend 
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Subsidies lowest in the last seven quarters 
Under-recoveries based on data available to date in 3Q FY07 are at the lowest in 
the last seven quarters at Rs80bn. Oil price in 3Q FY07 is marginally higher YoY 
but subsidies will be 19% YoY lower. This is mainly due to steep decline in under-
recoveries on auto fuels. The 6-9% auto fuel price hike and the cut in import duty 
on gasoline and diesel by 2.5 percentage points made in June 2006 has helped 
reduce auto fuel under-recoveries. 
 

Table 5: Quarter-wise under-recoveries (i.e. subsidies) 
Rs-bn 1Q 2Q 3QE 4Q Total 1H 9M 
Subsidy in FY07 on        
LPG and kerosene 67.3 90.2 71.6  229.1 157.5 229.1 
Auto fuels 106.7 82.3 8.3   197.2 189.0 197.2 
 174.0 172.5 79.9  426 346 426 
        
Brent price (US$/bbl) 69.6 69.6 57.9  66.9 69.6 66.9 
        
Subsidy in FY06 on        
LPG and kerosene 48.3 52.8 65.1 80.0 246.2 101.1 166.2 
Auto fuels 49.4 43.8 33.1 26.0 152.3 93.2 126.4 
 97.7 96.6 98.2 106.0 399 194 293 
        
Brent price (US$/bbl) 51.6 61.5 57.0 61.8 58.0 56.6 56.7 
        
YoY change in subsidy on        
LPG and kerosene 39% 71% 10%   56% 38% 
Auto fuels 116% 88% -75%   103% 56% 
 78% 79% -19%   78% 46% 
Source: Industry, DSP Merrill Lynch 
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