Oil & Natural Gas Corp. Ltd.

Negative subsidy surprise in
FYO7

B 3-9% downside risk to FYO7 earnings due to higher subsidy

ONGC'’s FY07 subsidy seems set to be 16% higher than expected at Rs170bn
(US$3.75bn). This rise is mainly due to government decision to raise upstream
companies’ share in subsidy to 42% from the expected 35%. Higher than
expected subsidy will shave Rs7.2/share off ONGC’s FYO7E EPS. Downside to
FYO7E EPS may be 3-9% depending on whether other potential positive surprises
materialize. We are however not changing FYQ7 earnings forecast. Our real
concern is the raising of share of upstream companies in subsidy to 42% from
33% in the past. It would adversely affect valuation if it continues even in future.

FYO7 subsidy of ONGC 16% higher than expected

Upstream companies were to bear 42% of FY07 subsidy as per the sharing
finalized by the government in June 2006. However upstream companies had to
bear only 35% of 9M subsidy, which we assumed would continue in 4Q. In 4Q
their subsidy was so fixed as to take their FY07 share to the originally envisaged
42%. ONGC'’s FY07 subsidy at Rs170bn therefore is 16% higher than our
estimate, which assumed upstream share in FY07 subsidy at 35%.

Higher than expected subsidy to shave 9% of FYO7E EPS
ONGC's FYO7E EPS will likely be hit by Rs7.2 due to its subsidy being Rs23bn
higher than expected at Rs170bn. Its EPS would therefore be 9% lower than our
estimate of Rs82.2 at Rs75. However other potential positive surprises may
materialize. Its EPS in that case would be 3% lower than our estimate at Rs79.6.

Long term unfavorable shift in subsidy sharing for ONGC?
The raising of upstream companies’ share in subsidy to 42% in FYO7 may have
signaled a long term shift in subsidy sharing, which is unfavorable for ONGC. The
Rangarajan committee proposals had first hinted at such unfavorable change.

. Estimates (Mar)

(Rs) 2005A  2006A 2007E 2008E 2009E
Net Income (Adjusted - mn) 140,523 151,631 175821 211,791 200,325
EPS 65.70 70.89 82.20 99.02 93.66
EPS Change (YoY) 49.5% 7.9% 16.0% 20.5% -5.4%
Dividend / Share 26.67 30.00 29.00 36.00 35.00
Free Cash Flow / Share 20.49 18.28 56.96 54.94 48.55

Valuation (Mar)

2005A  2006A  2007E  2008E  2009E

PIE 13.8x 12.8x 11.1x 9.2x 9.7x
Dividend Yield 2.9% 3.3% 3.2% 4.0% 3.8%
EV / EBITDA* 6.9x 6.1x 5.4x 4.7 4.9x
Free Cash Flow Yield* 2.3% 2.0% 6.3% 6.0% 5.3%

* For full definitions of iQmethod ™ measures, see page 7.
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iQprofile™ Oil & Natural Gas Corp. Ltd.

Company Description

ONGC is India's largest upstream oil company (on almost
any measure) with the highest market cap. Its operations
are dominated by production and exploration, both
onshore and offshore. Its overseas exploration activities
in Africa, Eastern Europe, the Middle East, Latin America
and Southeast Asia are handled by its 100%-owned
subsidiary, ONGC Videsh. ONGC also has a refining
subsidiary, MRPL, with a 9.7mmtpa refinery in Mangalore,
India.

Chart 1: FY07 revenue breakdown
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Stock Data

Key Income Statement Data (Mar) 2005A 2006A 2007E 2008E 2009E
(Rs Millions)

Sales 597,464 723,862 967,818 1,012,895 1,007,308
Gross Profit 366,153 392,478 445,170 503,130 494,652
Sell General & Admin Expense (85,440) (78,608) (90,955) (93,102) (98,692)
Operating Profit 204,242 214,124 257,226 312,486 294,886
Net Interest & Other Income 17,496 22,123 15,474 15,255 15,108
Associates 113 NA NA NA NA
Pretax Income 221,738 236,247 272,701 327,741 309,994
Tax (expense) / Benefit (79,416) (81,215) (95,471)  (114,871)  (108,677)
Net Income (Adjusted) 140,523 151,631 175,821 211,791 200,325
Average Fully Diluted Shares Outstanding 2,139 2,139 2,139 2,139 2,139
Key Cash Flow Statement Data

Net Income (Reported) 140,392 153,976 175,821 211,791 200,325
Depreciation & Amortization 76,584 99,745 96,989 97,542 101,074
Change in Working Capital (58,925) (98,642) (25,145) (24,363) (6,180)
Deferred Taxation Charge NA NA NA NA NA
Other Adjustments, Net 5,687 (26,489) (10,714) (15,414) (33,924)
Cash Flow from Operations 163,739 128,590 236,951 269,555 261,295
Capital Expenditure (119,919) (89,494)  (115118) (152,044)  (157,453)
(Acquisition) / Disposal of Investments 3,752 (6,560) (1) 0 0
Other Cash Inflow / (Outflow) NA NA NA NA NA
Cash Flow from Investing (116,167) (96,054)  (115,119)  (152,044)  (157,453)
Shares Issue / (Repurchase) 0 0 NA NA NA
Cost of Dividends Paid (57,000) (70,304) (82,702) (63,307) 0
Cash Flow from Financing (54,359) (20,081) (76,691) (47,307) 18,999
Free Cash Flow 43,820 39,096 121,833 117,511 103,842
Net Debt (61,612) (29,656) (87,878)  (134,384)  (169,722)
Change in Net Debt 9,428 37,768 (39,130) (54,204)  (103,842)
Key Balance Sheet Data

Property, Plant & Equipment 473,906 618,704 653,920 731,374 811,096
Other Non-Current Assets 40,239 37,560 35,423 44,117 44117
Trade Receivables 37,293 38,783 41,414 45,502 44,703
Cash & Equivalents 102,215 110,008 174,242 235,747 290,085
Other Current Assets 130,719 105,595 109,875 116,527 115,227
Total Assets 784,372 910,649 1,014,874 1173267 1,305,229
Long-Term Debt 21,129 71,353 77,363 93,363 112,362
Other Non-Current Liabilities 138,835 140,560 140,709 140,858 141,006
Short-Term Debt 19,474 9,000 9,001 8,000 8,001
Other Current Liabilities 118,148 127,654 123,208 134,021 132,234
Total Liabilities 297,585 348,566 350,281 376,243 393,603
Total Equity 486,787 562,083 664,593 797,024 911,625
Total Equity & Liabilities 784,372 910,649 1,014874 1,173,267 1,305,229
iQmethod*" - Bus Performance*

Return On Capital Employed 22.3% 20.9% 20.7% 21.7% 18.0%
Return On Equity 31.6% 29.3% 29.0% 29.3% 23.7%
Operating Margin 34.2% 29.6% 26.6% 30.9% 29.3%
EBITDA Margin 47.0% 43.4% 36.6% 40.5% 39.3%
iQmethod* - Quality of Earnings*

Cash Realization Ratio 1.2x 0.8x 1.3x 1.3x 1.3x
Asset Replacement Ratio 1.6x 0.9x 1.2x 1.6x 1.6x
Tax Rate (Reported) 35.8% 34.4% 35.0% 35.0% 35.1%
Net Debt-to-Equity Ratio -12.7% -5.3% -13.2% -16.9% -18.6%
Interest Cover NM NM NM NM NM
Key Metrics

* For full definitions of iQmethod ™ measures, see page 7.

Price to Book Value 3.0x
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Table 1: 9MFYO7 under-recoveries and sharing
thereof

Rs-bn
Overall under-recoveries 426
Borne by
Government -oil bonds 192 45%
Upstream 148 35%
R&M companies 87  20%
426 100%

Source: Industry sources, Petroleum Ministry, DSP Merrill Lynch

Table 4: FYO7E under-recoveries and sharing
thereof as envisaged in June 2006

Rs-bn
Overall under-recoveries 578
Borne by
Government -oil bonds 283 49%
Upstream 240 42%
R&M companies 55 10%
578  100%

Source: Petroleum Ministry

Qil & Natural Gas Corp. Ltd.

Negative subsidy surprise in FYO7

ONGC’s FYO7E subsidy was estimated at Rs147bn

In 9M FYO07 the overall subsidy (also called under-recoveries) on petroleum
products (diesel, gasoline, LPG and kerosene) was Rs426bn. Upstream oil
companies were required to bear Rs148bn of this subsidy, which meant their
share in subsidy was 35% (see Table 1). We had therefore estimated that even in
4Q upstream oil companies would be required to bear 35% of subsidy. Thus
based on our estimate of FYO7E subsidy of Rs511bn, we estimated upstream
companies’ share in subsidy at Rs177bn.

Table 2: Our estimate of FY07 under-recoveries and sharing thereof

Rs-bn
Overall under-recoveries 511
Borne by
Government -oil bonds 241 47%
Upstream 177 35%
R&M companies 92 18%
511 100%

Source: DSP Merrill Lynch

Our estimate of ONGC'’s FYO7E subsidy worked out to Rs147bn (see Table 3)
based on the assumption that subsidy borne by ONGC and other upstream
companies would be Rs177bn.

Table 3: Our estimate of subsidy borne by upstream companies in 4Q and FY07

Rs-bn 1Q FY07 2Q FY07 3Q FY07 4Q FYO7TE  FYO7E
ONGC 51 50 22 24 147
GAIL 3 4 3 3 13
OlIL India 6 6 3 3 17

60 60 28 29 177

Source: DSP Merrill Lynch

ONGC’s FYO7E subsidy 16% higher than MLe

Subsidy sharing envisaged in June 2006 put upstream share at 42%

In June 2006 when Brent price was at US$70/bbl the Petroleum Ministry had made an
estimate of FYQ7E subsidy. It had also laid out how the subsidy would be shared by
various players. We believe that this sharing formula was ratified by the government. As
per this sharing formula upstream oil companies ONGC, GAIL and OIL were to bear
42% of subsidy as against just 35% they were made to bear in 9M FY07.

4Q subsidy so calculated as to take FYO7 upstream share up to 42%

4Q subsidy of upstream oil companies has been so calculated as to take their
share in FYQ7 subsidy up to 42% as originally envisaged in June 2006. Press
reports, industry sources and audited results announced by GAIL now confirm
this. The petroleum ministry is also believed to have sent written communication
to the oil companies on 4Q subsidy sharing.

Upstream companies to bear 42% of FY07 subsidy at Rs205bn

Subsidy in FYQ7 is believed to be Rs494bn. Rs241bn of oil bonds have been
issued, which is 49% of subsidy as envisaged in the June 2006 subsidy sharing
formula. Share of upstream oil companies in FY07 subsidy was to be 42% as per
the June 2006 formula. Their FY07 subsidy has therefore been fixed at Rs205bn,
which is 42% of the overall subsidy of Rs494bn (see Table 5).
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Table 5: FY07 under-recoveries and sharing thereof

Rs-bn
Overall under-recoveries 494
Borne by
Government -oil bonds 241 49%
Upstream 205 42%
R&M companies 48 10%
494 100%

Source: Petroleum Ministry, Industry sources, Financial Express, DSP Merrill Lynch

ONGC’s FYO7 subsidy 16% higher than Mle at Rs170bn

ONGC's subsidy hit in FY07 has been fixed at Rs170bn, which is Rs23bn or 16%
higher than our estimate. Our subsidy estimate was based on assumption
upstream would bear 35% of subsidy. With upstream being required to bear 42%
of subsidy ONGC's share in subsidy is up to Rs170bn in FYO07.

Table 6: Subsidy borne by upstream companies in FY07

Rs-bn 10 2Q 3Q 4Q FYo07 Higher vis-a-vis Mle
ONGC 51 50 22 47 170 23
GAIL 3 4 3 5 15 2
OlL India 6 6 3 6 20 3
Upstream companies' subsidy 60 60 28 57 205 28

Source: Petroleum Ministry, Industry sources, Financial Express, DSP Merrill Lynch

Higher subsidy to mean lower FYO7 earnings
Higher than expected subsidy will mean that ONGC'’s FYQ7 earnings will be lower
than expected. Our forecast of ONGC's consolidated earnings stands at
Rs82.2/share with standalone EPS estimated at Rs72/share.

3-9% downside to FYO7E earnings

Higher subsidy to shave Rs7.2 (9%) off ONGC’s FYO7E EPS

FYO07 subsidy being higher than estimated by Rs23bn will shave Rs7.2/share of
ONGC's earnings. This will mean that FY07 earnings would be 9% lower than our
estimate of Rs82.2/share at Rs75/share.

Some positive surprises may mean FY07 earnings downside is 3%

Some positive earnings surprises are possible like other income being higher than
expected. Any such positive surprises will partly neutralize negative impact of subsidy
being higher than expected. We estimate that even in that case ONGC's FY07
earnings would be 3% lower than our estimate of Rs82.2/share at Rs79.6/share.

Keeping FYO7E earnings unchanged

We are however keeping FYO7E earnings unchanged. This is because the
downside to earnings may be a modest 3%. Besides the audited result of ONGC
should be announced over the next 2-3 weeks. We would rather wait for the
results rather than change the forecast now.

Long term shift in subsidy sharing or one-off?
Upstream bearing 42% of FYO7E subsidy as against widely believed 33%
Upstream companies have been required to bear 42% of subsidy in FY07 as
against the general belief that they would bear one-third of the subsidy. Is
upstream companies bearing only one-third of the subsidy a thing of the past?
This is the pertinent question change in subsidy sharing in FYOQ7 raises.
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Chart 2: Trend in ONGC’s subsidy burden
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Qil & Natural Gas Corp. Ltd.

FYO7 subsidy sharing may signal an unfavorable change for ONGC
Upstream companies bearing 42% of subsidy may signal a long term shift in
subsidy sharing, which is unfavorable for ONGC. This we believe may be the real
concern emerging from the higher than expected subsidy.

Rangarajan committee had signaled the unfavorable change

The unfavorable change in subsidy sharing for ONGC and its upstream peers
does not come as a complete surprise to us. The Rangarajan committee
appointed by the government submitted its report in February 2006. It
recommended elimination of auto fuel subsidy and reduction of LPG and
kerosene subsidy. On subsidy sharing it recommended that the remaining
subsidy should be shared just by the upstream companies and the government
and the R&M companies should not bear any subsidy. Its recommendations on
subsidy reduction have not been implemented. However its recommendation on
subsidy sharing appears to be somewhat implemented with R&M companies
being required to bear just 10% of subsidy in FY07.

Unfavorable subsidy sharing could affect valuation adversely

The unfavorable change in subsidy sharing vindicates the concern we had raised
in our report on ONGC titled “Valuation Analysis” dated January 13, 2007. The
concern was that upstream companies may have to bear higher than one-third
subsidy. It has materialized in FY07. Upstream being required to bear 42% of
subsidy in FYO7 has hit earnings by 9%. We believe that if this trend continues it
would have adverse implications for valuation of ONGC. Our current valuation of
ONGC assumes upstream companies will have to bear only one-third of subsidy.

Subsidy taking away increasing share of ONGC’s pre-tax profit

Subsidy is set to reduce ONGC's consolidated profit before tax (PBT) by 40% in
FYOQ7. Subsidy as a proportion of consolidated PBT has been gradually
increasing. Subsidy was 15% of ONGC's consolidated PBT in FY04 when there
was subsidy only on LPG and kerosene. Subsidy reduced ONGC'’s consolidated
PBT by 34% in FY06 when even auto fuels started getting subsidized. In FY07
subsidy is set to reduce ONGC's consolidated PBT by 40% as upstream oil
companies’ share in subsidy is increased to 42% (see chart 1).
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iQmethod*" Measures Definitions

Business Performance

Return On Capital Employed

Return On Equity
Operating Margin
Earnings Growth
Free Cash Flow

Quality of Earnings
Cash Realization Ratio
Asset Replacement Ratio
Tax Rate

Net Debt-To-Equity Ratio
Interest Cover

Valuation Toolkit
Price / Earnings Ratio
Price / Book Value
Dividend Yield

Free Cash Flow Yield
Enterprise Value / Sales

EV/EBITDA

Numerator

NOPAT = (EBIT + Interest Income) * (1 - Tax Rate) + Goodwill
Amortization

Net Income

Operating Profit

Expected 5-Year CAGR From Latest Actual

Cash Flow From Operations - Total Capex

Cash Flow From Operations

Capex

Tax Charge

Net Debt = Total Debt, Less Cash & Equivalents
EBIT

Current Share Price

Current Share Price

Annualised Declared Cash Dividend

Cash Flow From Operations — Total Capex

Denominator

Total Assets — Current Liabilities + ST Debt + Accumulated Goodwill
Amortization

Shareholders’ Equity

Sales

N/A

N/A

Net Income
Depreciation
Pre-Tax Income
Total Equity
Interest Expense

Diluted Earnings Per Share (Basis As Specified)
Shareholders’ Equity / Current Basic Shares

Current Share Price

Market Cap. = Current Share Price * Current Basic Shares

EV = Current Share Price * Current Shares + Minority Equity + Net Debt + Sales

Other LT Liabilities
Enterprise Value

Basic EBIT + Depreciation + Amortization

iQmethod Mis the set of Merrill Lynch standard measures that serve to maintain global consistency under three broad headings: Business Performance, Quality of Earnings, and validations. The key features of iQmethod are: A consistently
structured, detailed, and transparent methodology. Guidelines to maximize the effectiveness of the comparative valuation process, and to identify some common pitfalls.
iQdatabase ® is our real-time global research database that is sourced directly from our equity analysts’ earnings models and includes forecasted as well as historical data for income statements, balance sheets, and cash flow statements for

companies covered by Merrill Lynch.

iQprofile ¥, iQmethod ™ are service marks of Merrill Lynch & Co., Inc.iQdatabase ®is a registered service mark of Merrill Lynch & Co., Inc.
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Important Disclosures

ONGCEF Price Chart
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ONGCF Review Restricted INEG_

B :Buy, N:Neutral, S: Sell, PO : Price objective, NA : No longer valid
The Investment Opinion System is contained at the end of the report under the heading "Fundamental Equity Opinion Key". Dark Grey shading indicates the security is restricted with the opinion suspended. Light Grey shading indicates the security
is under review with the opinion withdrawn. Chart current as of April 30, 2007 or such later date as indicated.

Investment Rating Distribution: Energy Group (as of 31 Mar 2007)

Coverage Universe Count Percent Inv. Banking Relationships* Count Percent
Buy 137 57.81% Buy 48 41.03%
Neutral 92 38.82% Neutral 24 30.38%
Sell 8 3.38% Sell 0 0.00%
Investment Rating Distribution: Global Group (as of 31 Mar 2007)

Coverage Universe Count Percent Inv. Banking Relationships* Count Percent
Buy 1562 45.16% Buy 415 30.09%
Neutral 1615 46.69% Neutral 446 30.65%
Sell 282 8.15% Sell 49 19.76%

* Companies in respect of which MLPF&S or an affiliate has received compensation for investment banking services within the past 12 months.

FUNDAMENTAL EQUITY OPINION KEY: Opinions include a Volatility Risk Rating, an Investment Rating and an Income Rating. VOLATILITY RISK
RATINGS, indicators of potential price fluctuation, are: A - Low, B - Medium, and C - High. INVESTMENT RATINGS, indicators of expected total return
(price appreciation plus yield) within the 12-month period from the date of the initial rating, are: 1 - Buy (10% or more for Low and Medium Volatility Risk
Securities - 20% or more for High Volatility Risk securities); 2 - Neutral (0-10% for Low and Medium Volatility Risk securities - 0-20% for High Volatility
Risk securities); 3 - Sell (negative return); and 6 - No Rating. INCOME RATINGS, indicators of potential cash dividends, are: 7 - same/higher (dividend
considered to be secure); 8 - same/lower (dividend not considered to be secure); and 9 - pays no cash dividend.

One or more analysts responsible for covering the securities in this report owns such securities: ONGC.

In the US, retail sales and/or distribution of this report may be made only in states where these securities are exempt from registration or have been qualified for
sale: ONGC.

The country in which this company is organized has certain laws or regulations that limit or restrict ownership of the company's shares by nationals of other
countries: ONGC.

The analyst(s) responsible for covering the securities in this report receive compensation based upon, among other factors, the overall profitability of Merrill
Lynch, including profits derived from investment banking revenues.
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Other Important Disclosures

UK readers: MLPF&S or an affiliate is a liquidity provider for the securities discussed in this report.

Information relating to Non-U.S. affiliates of Merrill Lynch, Pierce, Fenner & Smith Incorporated (MLPF&S):

MLPF&S distributes research reports of the following non-US affiliates in the US (short name: legal name): Merrill Lynch (France): Merrill Lynch Capital Markets
(France) SAS; Merrill Lynch (Frankfurt): Merrill Lynch International Bank Ltd, Frankfurt Branch; Merrill Lynch (South Africa): Merrill Lynch South Africa (Pty) Ltd;
Merrill Lynch (Milan): Merrill Lynch International Bank Limited; MLPF&S (UK): Merrill Lynch, Pierce, Fenner & Smith Limited; Merrill Lynch (Australia): Merrill Lynch
Equities (Australia) Limited; Merrill Lynch (Hong Kong): Merrill Lynch (Asia Pacific) Limited; Merrill Lynch (Singapore): Merrill Lynch (Singapore) Pte Ltd; Merrill
Lynch (Canada): Merrill Lynch Canada Inc; Merrill Lynch (Mexico): Merrill Lynch Mexico, SA de CV, Casa de Bolsa; Merrill Lynch (Argentina): Merrill Lynch
Argentina SA; Merrill Lynch (Japan): Merrill Lynch Japan Securities Co, Ltd; Merrill Lynch (Seoul): Merrill Lynch International Incorporated (Seoul Branch); Merrill
Lynch (Taiwan): Merrill Lynch Global (Taiwan) Limited; DSP Merrill Lynch (India): DSP Merrill Lynch Limited; PT Merrill Lynch (Indonesia): PT Merrill Lynch
Indonesia; Merrill Lynch (KL) Sdn. Bhd.: Merrill Lynch (Malaysia); Merrill Lynch (Israel): Merrill Lynch Israel Limited; Merrill Lynch (Russia): Merrill Lynch CIS Limited,
Moscow.

This research report has been prepared and issued by MLPF&S and/or one or more of its non-U.S. affiliates. MLPF&S is the distributor of this research report in
the U.S. and accepts full responsibility for research reports of its non-U.S. affiliates distributed in the U.S. Any U.S. person receiving this research report and wishing
to effect any transaction in any security discussed in the report should do so through MLPF&S and not such foreign affiliates.

This research report has been approved for publication in the United Kingdom by Merrill Lynch, Pierce, Fenner & Smith Limited, which is authorized and
regulated by the Financial Services Authority; has been considered and distributed in Japan by Merrill Lynch Japan Securities Co, Ltd, a registered securities dealer
under the Securities and Exchange Law in Japan; is distributed in Hong Kong by Merrill Lynch (Asia Pacific) Limited, which is regulated by the Hong Kong SFC; is
issued and distributed in Taiwan by Merrill Lynch Global (Taiwan) Ltd or Merrill Lynch, Pierce, Fenner & Smith Limited (Taiwan Branch); is issued and distributed in
Malaysia by Merrill Lynch (KL) Sdn. Bhd., a licensed investment adviser regulated by the Malaysian Securities Commission; and is issued and distributed in
Singapore by Merrill Lynch International Bank Limited (Merchant Bank) and Merrill Lynch (Singapore) Pte Ltd (Company Registration No.'s F 06872E and
198602883D respectively). Merrill Lynch International Bank Limited (Merchant Bank) and Merrill Lynch (Singapore) Pte Ltd. are regulated by the Monetary Authority
of Singapore. Merrill Lynch Equities (Australia) Limited, (ABN 65 006 276 795), AFS License 235132, provides this report in Australia. No approval is required for
publication or distribution of this report in Brazil.

Merrill Lynch (Frankfurt) distributes this report in Germany. Merrill Lynch (Frankfurt) is regulated by BaFin.

Copyright, User Agreement and other general information related to this report:

Copyright 2007 Merrill Lynch, Pierce, Fenner & Smith Incorporated. All rights reserved. This research report is prepared for the use of Merrill Lynch clients and
may not be redistributed, retransmitted or disclosed, in whole or in part, or in any form or manner, without the express written consent of Merrill Lynch. Merrill Lynch
research reports are distributed simultaneously to internal and client websites eligible to receive such research prior to any public dissemination by Merrill Lynch of
the research report or information or opinion contained therein. Any unauthorized use or disclosure is prohibited. Receipt and review of this research report
constitutes your agreement not to redistribute, retransmit, or disclose to others the contents, opinions, conclusion, or information contained in this report (including
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