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Oil Price Hike – A Necessary Evil  
A discussion paper on Need & Impact of oil price hike and way forward  
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_____________________________________________________________________________ 

Government recently raised the prices of diesel, kerosene and LPG cylinder on 24th June 2011. 

With the increase in prices of diesel by Rs 3 per litre, cooking gas (LPG) by Rs 50 per cylinder 

and kerosene by Rs 2 per litre, there has been a huge outcry about its impact on the economy 

and the masses. It also eliminated the 5% custom duty on crude oil and reduced the excise 

duty on diesel from 4.6/l to 2.0/l which will further increase the fiscal deficit. With the 

increasing inflation constantly biting the government which is already bruised by multiple 

controversies in terms of XIX Common Wealth Games Fiasco, 2G scam and social movement by 

Anna Hazare & Baba Ramdev, the questions arises if the hike in prices is wrong move or a bold 

move? 

It becomes crucial and important to know why the prices have been or need to be hiked? With 

the last hike almost an year ago in June 2010, this hike was much welcomed by the bleeding Oil 

Marketing Companies (OMC) and the upstream oil companies which are being compensated by 

Oil Subsidies & Bonds instilling little confidence in the investors. With as estimated losses of 

INR 1,77,000 crores in FY12, government has tried to reduce the losses to an extent of INR 

21,000 crores through price hike and INR 49,000 crores through reduction in taxes. These 

losses occur because the oil that is used in the form of diesel, kerosene and LPG is available to 

us at a huge subsidy from international market rates. The government OMC – Indian Oil, 

Bharat Petroleum and Hindustan Petroleum were losing INR 18.11 per litre of diesel, INR 

28.33 per litre of kerosene and INR 315.86 per 14.2 kg of LPG cylinder – before the recent hike. 

This loss burden is shared to the extent of 33% by upstream companies (ONGC, Oil India & 

GAIL), and the remaining by Government of India through Oil Bonds and the OMCs. The 

fluctuations in the crude oil prices (check graph below) in the international markets further add 

to the woes of the companies which have to bear the increase in international oil prices while 

they still supply the oil at subsidized prices specified by the government.  

 
Source: http://oil-price.net/ 

And this is not the only issue. This loss burden is being funded by the Oil PSUs through Oil 

bonds and debts which is impacting the financial health of the companies. With profitability 

already in red and high debt to equity ratios touching 2.0x, the PSUs will see their credit rating 

being affected and difficulty in raising money in India and overseas. 
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Comparison of Total Debt of IOC, BPCL & HPCL combined & D/E ratios 
       Data Source: Capitaline  
 

Another worrying factor is that subsidized oil prices have led to diversion and wasteful 

consumption of certain petroleum products. Due to artificially depressed prices for diesel, the 

demand for industrial products such as FO, LSHS, Naphtha, and LDO has been partially 

substituted with increased consumption of diesel by certain industrial consumers in sectors 

such as cement, coal, steel, and mining etc. for captive power generation.   

The next important thing is to know how the hike is going to impact the economy in the current 
inflationary scenario. The cumulative weight of diesel, kerosene, and LPG in the Wholesale 
Price Index is about 6.3%. With the upward revision in prices last week, headline WPI inflation 
will increase by about 65-70 bps (direct impact) over Jun-Jul 2011. Apart from this the 
transporters will feel the pinch from the hike in diesel prices and will pass on the cost to the 
users causing inflation to rise by approximately another 20-30 bps indirectly. With RBI 
continuously increasing policy rates to counter inflation, impact of fuel price hike will certainly 
dampen the impact of RBI’s effort in the short term but in the medium to long term the 
increasing policy rates are expected to counter the fuel price hike impact. RBI is expected to 
stick to its anti-inflationary stance and is expected to increase policy rate by another 50-75 bps 
by end of FY12.  
The price hike can be considered a bold move given the fact that the government would be 
taking a hit on the fiscal deficit for FY12 after its move to reduce taxes which will give benefit to 
the oil PSUs to the tune of INR 49,000 crores. With expected oil subsidy of INR 40,000 crores in 
FY12 the fiscal deficit to GDP ratio is likely to touch 5.5% vis-à-vis the government target of 
4.6%.  
 
The advantage of the price hike would be first and foremost in terms of reducing the losses of 
the oil companies. With estimated losses of INR 1,77,000 crores in FY12, the hike coupled with 
reduction in tax would certainly help to ‘bandage’ the profit bleed. Given the fact that the 
international crude oil prices are on a temporary decline, the oil companies will most certainly 
see improvement in their bottom-line. Moreover the step by government to increase the prices 
amidst so much opposition can be taken as a feeler that the government is willing to break the 
decision inertia, which is most certainly expected to improve the market sentiments and 
confidence in the government.  At times when a move towards complete deregulation of the 
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oil prices is much talked about and needed, this can be thought of as a bold step. Also the move 
towards price hike and deregulation is expected to create level playing field for private 
players who are into distribution and marketing of oil. In 2008, when crude oil prices sharply 
rose, private companies like Reliance Industries Limited closed down their retail outlets. They 
found it difficult to compete with public sector oil marketing companies due to the selling price 
differentials between public and private sector retail players. Although the operations of many 
private payers were restarted later on, a level playing field is much needed for creation of parity 
and encouraging private players to compete in the market. Not only on the downstream front, 
but also on the upstream side, price deregulation would attract huge investments in the 
refineries. The high crude oil prices will result in significantly higher margins for these 
refineries. Increased earnings from exporting the value added by these refineries can 
compensate for the rising oil import bill and make the Balance of Payments (BoP) situation 
more favorable. 
 
Oil price hike seems like a necessary evil. We can defer it to be dealt later only with 
consequences, but most certainly can’t be ignored or avoided. Question remains is how best to 
tackle it so that the negative effects are cushioned. Swaminathan S. Anklesaria Aiyar in one of 
his blog article, proposes to revive the Oil Pool Account (OPA), which in the 1980s and 1990s 
smoothed fluctuations in product prices.  When price control imposed losses on oil marketing 
companies, they got compensating cash from the Oil Pool Account (OPA). If, however, world 
prices dropped below the controlled Indian price, the surplus went into the coffers of the OPA. 
When oil crossed $ 32/barrel in the early 1980s and then halved to $ 16/barrel in 1986, the 
government did not slash the price of petroleum products, and so the OPA generated a big 
surplus. This cushioned government finances, and provided a reserve for darker days ahead–oil 
prices shot up again in 1991. A similar situation occurs today when the prices of crude oil are on 
a decline and creation of an OPA account would help in creation of surplus if the government 
doesn’t gives in to pressure to reduce oil prices.  
Further there is a need for phased abolition of subsidies as advocated by Kelkar committee in 
1990s. The recommendations of the committee have not been implemented till date because of 
political reasons and for appeasing the masses. It’s time to take a stronger step – something 
which many of other countries have taken. Learning can certainly be taken from countries that 
implemented oil price hike/deregulation and took steps to mitigate the effect and protect the 
poor. Some case in points is 1) Ghana which invested in the provision of mass urban transport 
2) Indonesia which reallocated the subsidy to education and health benefit programs thereby 
helping the lower strata of society 3) Jordan where minimum wage was increased and onetime 
bonus was given to low income government employees.   
 
There is a strong need for oil price hikes to be taken more rationally and at the same time 
stronger and sincere efforts from government to implement measures to soften the impact of 
price hikes. A necessary evil it is, to be managed and never to be let out of sight.  


