
 
 
 

ICRA Rating Feature 

Rating Methodology for Downstream Oil Companies 
 
This rating methodology updates and supersedes ICRA's earlier methodology note on the sector, published 

in November 2014. While this revised version incorporates a few modifications, ICRA's overall approach to 

rating entities in the sector remains materially similar. 

 

Overview 
 

The downstream oil sector comprises standalone refiners, PSU oil marketing companies (OMCs) and 

private fuel retailers. Ever since the deregulation of the refining industry in India in 1998, the credit risk 

profile of the domestic refiners have primarily been determined by global demand-supply factors, beside 

the import duty differential between the finished products and crude oil, and exchange rates. Crude oil and 

refined products are international commodities that are traded freely in the open market, with major trading 

hubs located in Netherlands, the US Gulf Coast, Singapore and the Arab Gulf. Refined product prices are 

determined by both the regional and global demand-supply dynamics. The industry is inherently cyclical, 

following regional patterns of economic growth and product demand and industry patterns of investment, 

surplus and shortage. During periods of high refining margins, companies find it economical to add 

capacity, which pressures margins when demand growth slows or declines. Hence, the assessment of the 

credit risk profile of refiners involves a study of the cost structure, as in other cyclical commodities, besides 

other factors which confer competiveness to the entities.  

 

With regard to the OMCs and private fuel retailers that source their petroleum products either from 

own/group refineries or buy from other refiners, competition is largely local in nature. Marketing of 

petroleum products was ‘deregulated’ in India with effect from April 2002, and the marketing margins for 

various products are largely a function of the local demand-supply, retail vs bulk sales, mode of logistics for 

movement of products, and distribution infrastructure. In general, marketing margin is relatively more stable 

and predictable vis a vis refining margins which can be highly volatile. However, despite the deregulation of 

the sector, the Government of India (GoI) had been controlling the retail prices of sensitive petroleum 

products such as SKO (PDS), LPG (domestic), HSD and MS, which account for around 60%-70% of all 

products sold by them, exposing these companies to significant regulatory risks. As part of the regulatory 

measures to contain the subsidy burden for the GoI, MS prices were deregulated in June 2010 while HSD 

prices were deregulated in October 2014. The deregulation of prices of auto-fuels authorised the OMCs to 

revise the retail prices of the products periodically (mostly fortnightly). The GoI continues to control the 

prices of domestic fuels SKO (PDS) and LPG (domestic) leading to under recovery burden. The burden on 

the OMCs is expected to be low as per the current existing sharing mechanism (discussed in details in the 

regulatory risk section), thereby keeping regulatory risk at lower level for OMCs. However, for private 

retailers, reintroduction of regulatory interference in the pricing of auto fuels would pose a key risk.   

 

This rating methodology explains ICRA’s approach to assessing the business and financial risk profiles of 

entities in the downstream oil sector. It aims to help issuers, investors and other interested market 

participants understand ICRA’s approach to analysing risks that are likely to affect rating outcomes in this 

sector. The list of rating drivers covered in this methodology note is not exhaustive by itself, but provides an 

overall perspective on the most important rating considerations. For analytical convenience, the key factors 

are grouped under the following broad heads—Business Risk Assessment, Financial Risk Assessment and 

Management Quality. 
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 Business Risk Assessment 

 

a) Standalone Refiners 

• Global Supply-demand Balance 

• Scale of Operations 

• Location and Diversity 

• Mix of Crude Oils Used 

• Complexity 

• Operating Efficiency  

• Compliance with Environmental Norms 

• Marketing Arrangements 

• Pricing Philosophy and Import Duty Protection 

• Fiscal Benefits and other Taxation related Factors 

• Project Risks 

 

b) Oil Marketing Companies 

• Marketing Infrastructure 

• Customer Mix 

• Competition from Alternate Fuels 

• Product Cover for Marketing 

• Product Mix of the OMCs 

• Regulatory Risk 

 

• Management Risk 

 

 Financial Risk Assessment 

• Operating Profitability 

• Gearing and Debt Coverage Ratios 

• Working Capital Intensity 

• Cash Flows 

• Foreign Currency related Risks 

• Commodity Hedging Risks 

• Tenure Mismatches, and Risks relating to Interest Rates and Refinancing 

• Accounting Quality 

• Financial Flexibility  

 

Business Risk Assessment 
 

a) Standalone Refiners 
 
Global Supply-demand Balance: The trends in the global supply and demand play an important role in 

the determination of crack spreads (price differential) between petroleum products and crude oil. Due to 

high capital intensity and the need to achieve scale economies to attain cost competitiveness, refining 

capacities come onstream in large chunks, whereas the global demand reflects more secular pattern. Bulky 

capacity additions lead to cyclicality in the refining industry; which, along with demand growth of petroleum 

products and seasonality, result in significant cyclicality and volatility in gross refinery margins (GRM) for 

the refiners. As the Indian refining industry is largely deregulated, movement in global crack spreads or 

GRMs directly impact the margins of the Indian refineries.        

 

Scale of Operations: Size per se is not a guarantee of high returns in an industry that is susceptible to 

excess capacity. However, refining is a volume-driven business with a large fixed cost component that 

benefits from economies of scale. Large scale refineries also typically have more options and greater 

flexibility in terms of expansion and/or upgrades that could benefit the stakeholders. A company with 

significant capacity is also generally in a better position than a small refiner to negotiate discounts on crude 

oil, besides transporting the crude in large capacity ships such as the ultra large crude carriers (ULCCs) 
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and the very large crude carriers (VLCCs), which confer freight advantage. It is also likely to have logistics 

assets such as pipelines and terminals that can provide efficient market access.  

 

Location and Diversity: A coastal refinery will be advantageously placed to export the products, while an 

inland refinery will be advantageously placed to serve the inland domestic market. In a scenario of stable 

domestic marketing operations (i.e. not marked by regulatory controls on pricing), inland refinery will have 

an advantage over a coastal refinery in terms of logistics cost. However, in a surplus scenario, coastal 

refineries will have a better logistical advantage to export to other markets. Thus a diversified mix of inland 

and coastal refineries could confer the players the flexibility to operate both in the domestic and export 

markets efficiently. 

 

Mix of Crude Oils Used: PSU refineries who are allotted crude oil from the Oil and Natural Gas 

Corporation Ltd (ONGC - both offshore and onshore) in India enjoy certain pricing benefits over the 

comparable cost of imports. Besides it also enables the refiners to achieve higher distillate yield and the 

desired product specifications, because the oil produced by ONGC is largely light-sweet in nature. Besides 

the above, efficient imported crude sourcing by employing optimisation techniques can also aid the 

profitability.  

 

Complexity: A highly complex refinery will be able to process the heaviest of oils and yet produce value 

added petroleum products of high quality, meeting all environmental norms. More often than not, heavy-

sour crude oils trade at a discount to light-sweet oils. As a result, using a low cost crude oil for 

manufacturing high value products, will usually translate into superior GRM; however, the same could be 

partly offset by higher capital cost of complex refineries and high energy consumption. Complexity of a 

refinery is largely determined by the kind of secondary processing facilities that have been installed, such 

as Fluidised Catalytic Cracker (FCC), hydrocracker, coker, visbreaker and Catalytic Reforming Unit (CRU) 

which enable production of higher distillates from the Vacuum Distillation Unit (VDU) bottoms. Forward 

integration into value added petrochemicals such as Polymers, Elastomers, Fibre Intermediates and 

Surfactants can also result in higher complexity.   

 

Operating Efficiency: Operating efficiency of a refinery is captured through metrics such as energy 

consumption per barrel, refining costs per barrel and the level of light and middle distillates in the overall 

product slate, referred to as distillate yield. The level of energy consumption is an important determinant of 

profitability because refining is a highly energy intensive process, with most of the energy sourced from the 

products produced (both liquid and gaseous hydrocarbons). Thus any savings will directly accrue to the 

bottomline of the companies from the sale of products, which were not consumed for captive energy 

requirements. Operating cost comprises employee costs, repair and maintenance, catalysts, power and 

fuel, insurance etc. Control over operating costs enables better net refinery margins. It is also an indicator 

of how modern the refinery is, with recent vintage refineries having lower cost vis a vis older vintage 

refineries. With regard to the distillate yield, in general light and middle distillates enjoy higher value in the 

product markets, compared to heavy distillates which typically sell at a discount to crude oil. Thus, higher 

the distillate yield, the higher the overall realisation of the entities. Distillate yield is a function of the quality 

of the crude oil used (light vs heavy), complexity of the refinery and its compliance with environmental 

norms 

 

Compliance with Environmental Norms: Refineries are required to comply with the increasingly stringent 

product specifications (such as equivalent of Euro IV or Euro VI) as stipulated by the regulators. The 

specifications are set for auto fuels as well as industrial fuels. A refinery which can't meet the latest 

specifications will have to either stop operations or blend its product streams with those from another 

refinery, which can meet the specs. Acceptability of the products in the export market is also contingent on 

the ability to meet the specs of the export destinations. Besides, the product specifications, refineries are 

also subject to stringent emission norms (air/liquid/solid), which can impact the profitability of older 

refineries as they are forced to use costlier light-sweet crude oil to meet the environmental norms.  

 

Marketing Arrangements: In the absence of own marketing infrastructure, a stable product offtake from a 

marketing company is essential to run the refinery at the optimum capacity utilisation. Besides, a refinery 

without stable marketing tie-ups may have to export the products, which may not be as profitable as 

domestic sales. 
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Pricing Philosophy and Import Duty Protection: Ever since the deregulation of the sector, Indian 

refineries have been using Import Parity Prices (IPP), which is inclusive of the notional import duty, for 

pricing their products for sale to the OMCs. In general, any value addition to the refining business is low. As 

a result, higher import duty differential (defined as the difference between the weighted average import duty 

on the petroleum products and the crude oil) translate to disproportionately higher refinery profitability. As 

the duties are subject to change, especially in a scenario of high oil prices, any decline in duty protection 

would translate into lower profitability for the refinery. The pricing philosophy includes ‘trade parity pricing’ 

for auto fuels, which takes into account 80% IPP and 20% Export Parity Pricing (EPP). With India forecast 

to have a further rise in the surplus of petroleum products because of refinery capacity addition, any 

increase in weightage in the ‘trade parity pricing’ towards EPP can impact the profitability of the domestic 

refiners.  

 

Fiscal Benefits and Other Taxation related Factors: Refineries located in the North-East of India are not 

viable on a standalone basis due to lack of the scale economies, limited market, lack of sufficient crude 

availability, older vintage and poor product evacuation infrastructure. Profitability of such refineries are 

largely dependent on the availability of fiscal incentives such as  FOB-based pricing of crude oil, subsidised 

transportation cost of crude oil, excise and sales tax benefits. Some refineries also enjoy entry tax, CST 

partial/full waiver, which also adds to their profitability. Moreover, new generation refineries get long-term 

sales tax deferral loans from the state governments concerned, which can add to the liquidity profile of the 

companies besides lowering their cost of debt. While the continuance of these benefits in the GST regime 

remains to be seen, the downstream oil sector could also be left with stranded taxes if the excluded 

petroleum products (Crude Oil, Natural Gas, MS, HSD and ATF) are not zero rated or accorded a nominal 

GST rate. 

 

Project Risks: In general, refining is a capital intensive business, thus exposing the refineries to significant 

project risk if they embark upon expansion or debottlenecking projects. In the recent past, projects have 

also suffered significant time & cost overrun because of several factors, which erode the project 

economics. Also, some of the projects, which are required for complying with the environmental norms 

(such as fuel quality improvement-Euro VI projects), or for, pipeline replacements etc, may not generate 

any meaningful incremental profits, thereby having the potential to depress the overall Return on Capital 

Employed (RoCE) of the refineries.  

 

b) Oil Marketing Companies 

 

Marketing Infrastructure: Creation of marketing infrastructure is both time and capital intensive, and 

would constitute a key entry barrier for new entrants. Besides land prices could be prohibitive to duplicate 

the infrastructure in key cities. Thus, an entity which has well laid out marketing infrastructure such as 

terminals, depots, retail outlets, air craft fuelling facilities and tankages, will have significant advantage over 

third party marketers. Nevertheless, with MS and HSD prices being fully deregulated, private players 

increasing push for reopening and setting up new auto fuel pumps would increase the competition for the 

OMCs over the medium term. Transportation infrastructure can also confer competitive advantage to the 

marketers. In general, transportation by pipelines is the most cost effective mode vis a vis road and rail.  

 

Customer Mix: Retail sale of petroleum products is a low volume and high margin business on a per unit 

and per customer basis. On the contrary, institutional sales (such as to railways/defence 

forces/airlines/state transport corporations/manufacturing companies) is a high volume and low margin 

business on a per unit basis. A high share of institutional sales could translate into high client concentration 

risk, and could also leave the company vulnerable to customer poaching by the competitors. On the other 

hand retail sales could be more stable because of the diversified customer base. Besides, some OMCs 

have invested a significant amount of money on brand building (such as branded auto fuels, fuel credit 

cards, convenience stores within the auto fuel outlets, highway outlets with restrooms etc) which enables 

them to retain their customer base. Branded fuels also help achieve higher marketing margin vis a vis 

traditional fuels.  
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Competition from Alternate Fuels: In general, liquid industrial fuels such as naphtha, Furnace Oil and 

LSHS have been facing significant competition from cheaper natural gas in India. Besides, some products 

also face restrictions in usage because of regulations, such as the directive from the GoI for urea 

companies to switch over to natural gas as a feedstock. Unlike in the past when transportation (MS & HSD) 

and cooking fuels (LPG & SKO) were the main revenue and profit drivers for the OMCs, the industrial liquid 

fuels and ATF have also been meaningful contributors to the profits due to low crude oil prices in the last 

few years. Although the material fall in crude oil and liquid fuel prices has improved their competitiveness 

against natural gas (especially RLNG); the same could be eroded with either a rise in crude oil prices or 

sustained low prices of spot LNG leading to pressure on the marketing margins of the OMCs. Further, 

competition is prominent even in the transportation and cooking fuels from the gas marketed by the city gas 

distribution (CGD) companies. ICRA, therefore, evaluates the steps that OMCs take to mitigate this risk. 

For example, some OMCs have been allowing CGD entities to use some of their retail outlets for 

dispensing CNG for a commission. Besides, many of them have been marketing R-LNG to the industrial 

users. Some of the OMCs, have also forward integrated into petrochemicals to make use of the surplus 

industrial fuel/feedstock.  

 

Product Cover for Marketing: In a scenario of high refining margins, a higher product cover (measured as 

the ratio between the total volume of products marketed from own refineries and total volumes marketed 

from all sources) enables higher profitability, besides acting as a cushion to absorb marketing losses if any. 

Besides, availability of products from other refineries may not be sustainable over the long term, resulting in 

possible loss of market share if the refineries resort to full/partial marketing. 

 

Product Mix of the OMCs: Demand-supply levels differ for different products. A product in surplus would 

result in higher marketing costs in terms of discounts, thereby impairing its marketing profitability.  

 

Regulatory Risk: In the past, regulatory risk had an overbearing influence on the credit risk profile of the 

PSU OMCs as the GoI exercised control on the pricing of sensitive petroleum products. However, with 

deregulation of prices of auto fuels, the risk has significantly reduced. Further, with the steps taken to 

reduce the under-recovery burden on cooking fuels (LPG and kerosene) and track record of keeping the 

burden on OMCs at negligible levels in the recent past, the regulatory risk for the OMCs is relatively lower 

than that in the past. Nonetheless, regulatory risk may resurface in the event of a sharp rise in global crude 

oil prices, which would be an event risk. Further, re-intervention in the pricing of auto fuels by the GoI would 

pose a key regulatory risk for private retailers.   

 

Existing Under-recovery Sharing Formula: Despite control on LPG (domestic) price, the GoI initiated the 

direct benefit transfer for LPG (DBTL) scheme in H2 FY2015, under which the consumers pay full price of 

the cylinder and are reimbursed the subsidy in their bank accounts by OMCs. The DBTL led to the 

cancellation of ~35 million fake connections leading to a reduction in gross under-recoveries (GUR). The 

GoI also asked the well-off retail consumers to give up the subsidy under #GiveItUp scheme apart from 

asking the households with earnings beyond Rs. 1 million to surrender the subsidy on LPG. The 

aforementioned steps are expected to keep GUR on subsidised LPG at lower levels. Further, it is to be 

noted that for SKO (PDS) and LPG (domestic), the GoI has allowed OMCs to revise the retail prices by a 

small amount at a periodic level (~Rs. 0.25/litre per fortnight for SKO and ~Rs. 2/cylinder per month for 

subsidised domestic LPG) from July 2016. Under recoveries for the PSU OMCs are addressed by the GoI 

through certain under recovery sharing mechanism, involving itself, upstream oil and gas companies, 

OMCs and the consumers. As per the existing under-recovery sharing formula, the GoI bears domestic 

LPG subsidy of up to Rs. 18/kg (~Rs. 255 per cylinder) under the DBTL; while for kerosene, the subsidy 

upto Rs. 12/litre will be borne by the GoI and the balance is expected to be borne by the PSU upstream 

companies. However, there is lack of clarity on the subsidy burden for LPG beyond ~Rs. 255 per cylinder.  

 

Management Risk 
 

All debt ratings necessarily incorporate an assessment of the quality of the entity’s management, as well as 

the strengths/weaknesses arising from the entity’s being a part of a “group”. Also of importance are the 

entity’s likely cash outflows arising from the possible need to support other group entities, in case the entity 

is among the stronger entities within the group. Usually, a detailed discussion is held with the management 
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of the entity to understand its business objectives, plans and strategies, and views on past performance, 

besides the outlook on the entity’s industry. Some of the other points assessed are: 

 

 Experience of the promoter/management in the line of business concerned 

 Commitment of the promoter/management to the line of business concerned 

 Attitude of the promoter/management to risk-taking and containment 

 The entity’s policies on leveraging, interest risks and currency risks 

 The entity’s plans on new projects, acquisitions, expansion, etc 

 Strength of the other companies belonging to the same group as the entity 

 The ability and willingness of the group to support the entity through measures such as capital 

infusion, loans and advances etc. if required. 

 

Financial Risk Assessment 
 

In order to assess the entity’s current financial position, trends in profitability, gearing, coverage and 

liquidity are also analysed. These are discussed below: 

 

Operating profitability: The analysis here focuses on determining the trend in the entity’s operating 

profitability and how the same appears by peer comparison. While analysing the refining companies, the 

share of inventory gain/loss to the overall profitability is analysed to understand the core refining margins. 

Inventory gain can account for a significant share of profits in a rising oil price scenario, while the converse 

could happen in a falling price environment. Exchange fluctuations can also influence the reported 

profitability because of high import dependence on crude oil. An analysis of the break even GRM (for book 

profit, cash profit, debt servicing and to achieve target RoCE) can also throw light on the risk profile of the 

refinery. 

 

Gearing and Debt Coverage Ratios: The objective here is to ascertain the level of debt in relation to the 

entity’s own funds and is viewed in conjunction with the business risks that the entity is exposed to. For 

higher rated refining companies, inter-alia, ICRA expects refining companies to have low financial leverage 

in order to offset the high business risk.  

 

The trends in the entity’s leverage and debt service coverage ratios like Interest Coverage, Total 

Debt/OPBDITA and Net Cash Accruals/Total Debt, Debt Service Coverage Ratio are examined. 

 

Working Capital Intensity: The analysis here evaluates the trends in the entity’s key working capital 

indicators like receivables, inventory and creditors, again with respect to industry peers. ICRA notes that 

working capital intensity, as measured by NWC/OI, is low in the R&M business, because of large cash 

sales in retailing, low inventory days and moderate creditor days. However, actual working capital blockage 

in absolute amount can be significant in a higher oil price scenario. Efficient inventory management can 

partially offset the risks associated a volatile price environment for both crude oil and petroleum products. 

ICRA also notes that inland refineries hold relatively higher inventory of crude oil as compared to coastal 

refineries, which are locked up in the inland pipelines and additional tankages. Hence, their earnings are 

more sensitive to price volatility through higher inventory losses/gains as compared to coastal refineries.  

 

Cash Flows: In the past, actual level of cash flows were much lower when compared to the reported 

profitability of the OMCs due to the time lag associated with the receipt of budgetary support for under 

recoveries. However, with the fall in crude oil prices, lower GURs and relatively timely payment for 

subsidies (especially for LPG under DBTL), cash flow position of the OMCs have improved significantly 

leading material fall in short-term borrowing levels and interest burden. Further, PSU OMCs have high 

financial flexibility in the elevated crude oil price scenario due to the high level of systemic support from the 

GoI.   

 

Some of the other aspects that are also analysed include the following:  

 

 Foreign Currency-related Risks: Such risks arise if an entity’s major costs and revenues are 

denominated in different currencies. Examples in this regard would include companies selling in 
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the domestic market but making large imports, and export-oriented units operating largely on the 

domestic cost structure. Specifically in case there is depreciation of the INR versus the USD there 

can be an increase in the under recovery burden for OMCs due to the controlled prices of SKO 

(PDS) and LPG (domestic). As regards refineries, their revenues as well as crude oil procurement 

are sensitive to the INR-USD level as they are import parity based. Hence their GRM can be 

influenced by INR-USD volatility, with the companies losing if INR appreciates and gaining if INR 

depreciates against the USD. In order to mitigate the above risk, while the refining companies try 

to achieve natural hedge through forex borrowings (for working capital and capex), reported 

earnings can still be influenced by “Mark to Market” losses/gains on USD denominated 

creditors/debt liabilities. From a cash flow perspective, while refineries and OMCs could largely be 

net long on USD, minor mismatches can arise which they tend to hedge. ICRA analysis focuses on 

understanding the forex mismatches and hedging practices followed.  

 Commodity Hedging Risks: Some refineries resort to hedging of commodity risks, which can 

encompass Crude Oil, Petroleum Products and Crack Spreads. ICRA’s analysis focuses on the 

hedging instruments used, hedging platform (OTCs Vs Commodity exchanges), credit quality of 

counter parties in case of OTC contracts, margin money deployed and the MTM position, with an 

accent on understanding the downside risks to the hedged position. While hedging per se could 

result in predictable price levels, an aggressive strategy could expose companies to liquidity risks.  

 Tenure Mismatches, and Risks relating to Interest Rates and Refinancing: Large dependence 

on short-term borrowings to fund-long term investments can expose an entity to significant re-

financing risks, especially during periods of tight liquidity. The existence of adequate buffers of 

liquid assets/bank lines to meet short-term obligations is viewed positively. Similarly, the extent to 

which an entity would be impacted by movements in interest rates is also evaluated. 

 Accounting Quality: Here, the Accounting Policies, Notes to Accounts, and Auditor’s Comments 

are reviewed. Any deviation from the Generally Accepted Accounting Practices is noted and the 

financial statements of the entity adjusted to reflect the impact of such deviations.  

 Contingent Liabilities/Off-balance Sheet Exposures: In this case, the likelihood of devolvement 

of contingent liabilities/off-balance sheet exposures and the financial implications of the same are 

evaluated. 

 Financial Flexibility: As the R&M business is capital intensive, ability to raise resources from the 

capital or loan market at competitive rates will be a key rating strength. Besides, if the entity has 

the flexibility to raise resources to meet the high working capital requirements in a rising oil price 

scenario can also comfort the liquidity.   

 

Summing up 
 

The credit risk profile of standalone refineries is largely determined by the crude oil mix used, operational 

efficiency, marketing arrangements and extent of leveraging. Being a cyclical industry, a low leverage could 

act as a counterweight to the high business risk profile and also enable the entities to achieve healthy debt 

protection metrics. With regard to the OMCs, the marketing margins are a function of the level of prices of 

crude oil and petroleum products, apart from competition from alternate fuels and private refineries.  
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