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PREFACE

This Report of the Comptroller and Auditor General of
India contains the results of the Performance Audit of
Pricing Mechanism of Major Petroleum Products in
Central Public Sector Oil Marketing Companies. The
Audit covered the period from 2007-08 to 2011-12. The
Report is based on scrutiny of documents/records of the
Ministry of Petroleum and Natural Gas (MoPNG),
Petroleum Planning and Analysis Cell (PPAC) in MoPNG,
Ministry of Finance, Central Public Sector Oil Marketing
Companies viz. Indian Oil Corporation Limited (IOCL),
Bharat Petroleum Corporation Limited (BPCL) and
Hindustan Petroleum Corporation Limited (HPCL). In
addition, a sample of six refineries i.e. one refinery each
from BPCL (Mumbai) and HPCL (Mumbai) and four
refineries from IOCL (Koyali, Panipat, Haldia and
Bongaigaon) were also selected for detailed study.

The Report has been prepared for submission to the
President of India under Article 151 of the Constitution.

Audit wishes to acknowledge the cooperation
extended by MoPNG, PPAC, MoF and OMCs in
providing information, records, clarifications and
discussions with the concerned officers, which
facilitated completion of audit.
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Executive Summary

At present, there are three regulated
products, viz., High Speed Diesel (HSD),
Superior Kerosene OQil (SKO) for Public
Distribution  System (PDS) and Liquified
Petroleum Gas (LPG) for Domestic use. Motor
Spirit (MS) or Petrol has been de-regulated
with effect from June 2010. Performance

Impact of
pricing on
OMCs

Impact of
pricing on end
consumers

Impact of Audit of Pricing of Major Petroleum Products
ot & covering the period 2007-12 has been
upstream conducted with reference to the pricing

companies

methodology for regulated petroleum
products to ascertain its effect on the

stakeholders — viz., Oil Marketing Companies (OMCs), the end consumers,
the Government and upstream companies. The significant audit findings
are as below:

L7
0‘.

Refinery Gate Price(RGP) is arrived at by adding various cost
elements associated with import of products to their FOB (Free on
board) price, though it is the raw material or crude oil (and not the
products) that is imported by the refineries. OMCs do not incur bulk
of these expenses as majority of the products are processed in
OMC refineries rather than being imported. In financial terms,
import related elements charged at refinery gate on regulated
products produced in refineries over and above the FOB price
during 2007-12 worked out to ¥50,513 crore. After allowing for import
related expenses on import of crude oil that were estimated at
%23887 crore during the above period, OMCs would be expected
to derive a price advantage. However, this advantage does not
appear to have been franslated adequately in terms of efficiency
improvements in refining margins, opfimization of costs of
production and improvements in yields. This, in turn, is sought to be
attributed almost entirely to inherent problems of PSU refineries, viz.,
vintage, uneconomical size, limitation of configuration, etfc.

(Para 3.1.1 & 3.1.2)

OMCs have taken some initiatives towards technology up-
gradation of existing vintage refineries. However, there is still scope
for improvement especially Haldia refinery of IOCL and Mumbai
refineries of BPCL and HPCL.

(Para 3.1.3)
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% OMCs uplift petroleum products from standalone/private refineries
in order to fil the gap between production and domestic
requirement at RGP (i.e. Trade Parity Price or TPP for MS and HSD
and Import Parity price or IPP for other products). Private refiners
export balance petroleum products at prices comparable to
EPP/FOB, which are lower than TPP/IPP. Procurement at TPP/IPP
affords an undue benefit to private refiners (Reliance Industries
Limited and Essar Oil Limited), which was estimated at X667 crore on
HSD in only one vyear, i.e. 2011-12. The benefit to stand alone PSU
refineries on the same count was 1,428 crore during 2011-12.

(Para 3.1.4)

<> There is a mismatch between the actual transportation cost and the
amount factored in the product pricing on account of freight.
OMCs were compensated slightly higher than the actual cost, the
compensation calculated based on actual cost incurred on various
modes (and not on the actual mode of transport) of transportation

and operating cost of pipelines.
(Para 3.1.6)

X OMC:s incurred excess marketing cost on sale of regulated products
over the admissible rate fixed by the Government in all the years.
While IOCL and BPCL could generate some surplus on marketing
margin fixed on the regulated products, HPCL could not generate
the desired return. Similarly, margin on retail investment was below
the desired level in BPCL and HPCL.

(Para 3.1.7)

o In order to meet the requirements of working capital in the context
of delayed settlement of under recovery claims, OMCs sold oll
bonds issued by Government at a discount suffering a loss of 3,994
crore. OMCs also incurred 322,802 crore towards interest on
borrowed working capital and suffered an interest loss of 5,180
crore due to delay in release of compensation during 2007-08 to
2011-12. Delay in declaration of cash compensation also led o
avoidable payment of interest of Y381 crore on short payment of
advance income tax by the OMCs.

(Para 3.1.10)

\7

o While Central taxes have been periodically rationalized, the State
taxes vary widely and at ad-valorem rates which lead to a higher
burden on customers with increasing product prices. Rationalization
of State taxes along with a transition to specific tax is yet to be
achieved.

(Para 3.2.2)
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There was no uniform system of sharing of under recoveries amongst
the stakeholders namely, OMCs, upstream companies and the
Government leading fto an wuncertainty for both upstream
companies and OMCs.

(Para 3.3.1)

Delay in implementation of the mechanism to target subsidies to
deserving consumers has led to increased under recoveries. Though
the eligibility for subsidised LPG cylinders has been capped and the
scheme for direct transfer of benefit for LPG cylinders launched,
much progress has not been achieved on targeting PDS kerosene
supplies.

(Para 3.3.2)

Government implemented dual pricing policy on HSD in January
2013 with the bulk consumers of HSD paying non-subsidized market
determined price. Subsequent to this change, there has been a rise
in the retail HSD sales, and the share of bulk HSD sales in total HSD
sales has declined to around 10 per cent in August 2013 as against
annual average of 18 per cent during 2011-12. Appropriate checks
are needed to prevent likely diversion of cheaper subsidized fuel
which would dilute the positive impact of market pricing for bulk
customers on under-recoveries.

(Para 3.3.3)






1.1 Petroleum Scenario in India

The hydrocarbon sector plays vital role in the economic growth of the
country. Among all primary energy sources in the country, consumption of
oil and natural gas is the second highest, after coal. Consumption of
energy in India has shown an increasing trend from 1,203 Kilo Watt hour
(KWh) in 1970-71 to 4,816 KWh in 2010-11(Compounded Annual Growth
Rate-CAGR : 3.44 per cent) with a higher growth in consumption of oil and
natural gas (CAGR 1970-71 to 2010-11: Qil 6.07 per cent and Natural Gas
11.25 per cent). The prices of most commonly consumed petroleum
products viz. High Speed Diesel' (HSD, commonly called Diesel), Liquefied
Petroleum Gas (LPG, Domestic), and Superior Kerosene Qil (PDS - SKO,
commonly called Kerosene Qil) are regulated and these three products
come under the category of regulated products. The prices of other
major petfroleum products, Motor Spirit2 (MS, commonly called Petrol),
Aviation Turbine Fuel (ATF), LPG - Commercial, SKO (other than PDS),
Furnace Oil (FO), Naphtha, Low Sulphur Heavy Stock (LSHS), efc. are not
regulated and are commonly referred to as non-regulated products.

1.1.1 Consumption and Supply of Petroleum Products

Consumption

ConsumpTion of Chart 1 - Petroleum Products consumption
petroleum products was (in '000 tonnes)

1,28,946 Thousand Metric cngx WS

Tonnes  (TMTs)  during a924_ 14932

2007-08. It progressively

Petro coke

increased to 1,48,132 6138
TMTs  during  2011-12. Bitumen o
Details of year wise i

. FO & LSHS
consumption of Pt "‘.,» SKO
regulated and = non | s S 2 i

ey LPG
regulated petroleum | Greases —— 15350
i 2633 ATF Naptha + NGL

products are given e
in  Annexure - . 415
Consumption of

petroleum products in the country during 2011-12 is shown in Chart 1.
Regulated products viz. HSD (partially de-regulated in January 2013), LPG
for domestic use or Domestic LPG and SKO supplied through the public

! Diesel: The price of HSD was deregulated for bulk consumers from January 2013.
2 Petrol: The price of petrol was deregulated from 25 June 2010.
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distribution system (PDS SKO) constituted 60 per cent of total consumption
of petroleum products. During 2011-12, consumption of MS (which has
been de-regulated since 25 June 2010) was 10 per cent. Other non-
regulated products constituted the balance 30 per cent of total
consumption.

Primary users of various petroleum products in the country are listed
below:
Table 1
Primary users of various petroleum products in India

HSD Public transport, Car users, Farmers, Genset users, Industries
LPG Domestic consumers, Commercial consumers
SKO Domestic consumers, Genset users, Industries
Naphtha Industries (Fertilizers & others)

MS Car users

ATF Airlines

LDO(Light Diesel Qil) | Industries (as fuel)

Lubes Car users, Public Transport, Farmers

FO Industries, Commercial users (as fuel)

LSHS Industries (as fuel)

Bitumen Public works, Industries

Source: Standing committee on Petroleum and Chemicals (2001)

HSD is used in several sectors as an input and has a weightage of 4.67 per
cent in the Wholesale Price Index (WPI), the highest amongst 670
commodities. For each Rupee increase in HSD price, the WPI is estimated
to increase by 0.11 per cent. The impact on WPI of increase of one Rupee
on SKO and MS prices would be 0.05 per cent and 0.02 per cent
respectively while increase of ¥10/cylinder of domestic LPG would impact
WPI by 0.02 per cent.3 The prices of regulated products, thus, have a
direct impact on the economy.

Supply Chart 2 - Production of regulated products
during 2007-12 (in TMTs)

The demand is met through 140000

indigenous production and 12000 7@ pe=—=
100000 ; HSD

supplemented by imports. S

: ; 80000 i MS
Details of production and 60000

import/export of petroleum 40000 W“""—"‘:‘— TN
products during 2007-12 are R — — — — § s

given in Annexure-ll and lIl. &P S D D
& & &
v v v v v

3Source: Notes for Supplementaries of PPAC, MoPNG January 2013
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Production of petroleum products other than SKO, Light Diesel Oil (LDO)
and LSHS showed an increasing trend during 2007-12. However,
production of LPG and SKO remained lower than domestic demand
during the above period and, therefore, had to be imported. Though
domestic production of MS and HSD was higher than demand, OMCs had
to import 2.14 per cent of the requirement of these products to meet
quality standards. Production of regulated products viz. HSD, MS, SKO and
LPG during 2007-08 to 2011-12 is shown in Chart 2.

Import of petroleum products in the country showed a decreasing trend
from 22,462 TMT in 2007-08 to 14,997 TMT in 2011-12. Position of supply of
regulated products viz. HSD, MS, LPG and SKO met through own
production and import during 2007-08 to 2011-12 is given in Charts 3 to 6
below:

i Chart 3 - Consumption of MS Chart 4 - Consumption of HSD
(Qty. in Million MT) ®Prodn ®Import

r {6y, T Mo -WET) ® Prodn ®Import

16.00 ~\’ e e

[ 14.00 + lic
| .

| 1200 1 !
r | 033

10.00 J

8.00 -~

| 600 1

‘ 400 +
2.00 Jl

——

0.00 —
e —

OOTOR i e W/ 2007-08 2008-09 2009-10 2010-11 2011-12
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Chart 5 - Consumption of SKO Chart 6 - Consumption of LPG
(Qty. in Million MT) (Qty. in Million MT)
16.w -‘/7—_‘—--___77—“—.-77 =l
14.00 -
12.00 -
10.00 -
8.00 -
6.00 -
4.00 -
2.00 -
0.00 1=— T T -
o g N
ds\,@’ @g& &0’” & o
S
m Prodn = Import m Prodn = Import

Government does not allow export of crude. However, the refining
capacity of crude of Indian refineries is more than the domestic demand.
India is a major exporter of petroleum products. Of the total exports of
petroleum products made by South East Asia Region counties, exports of
these products by India alone ranged between 13 (2008) and 21 per
cent (2012).

1.2 Refining of petroleum products in India
1.2.1 Refining Process

Crude is refined by a process
of fractional distillation fo
produce an array of refined
petroleum products. The
refining process involves four
basic steps viz. Distillation, Lubricating Oil

Cracking, Treating and - Heavy Gas Oil

Reforming. f—— Residusl |

Distillation Column
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Distillation: Distillation is the first step in refining of crude oil in distillation towers
(CDU - Crude Distillation Unit) at atmospheric pressure for removal of more
volatile components. During the process, the light materials (also known as light
distillates) like propane and butane, vaporize and rise to the top of the column.
Medium weight material i.e. middle distillates, including gasoline, jet and HSD
fuels, condense in the middle. Heavy materials (heavy ends) called reduced
crude oil condense in the lower portion of the atmospheric column.

Cracking: A process that breaks or cracks the heavier (higher boiling - point)
petroleum fractions into more valuable products such as gasoline, fuel oil, and
gas oils and decrease the amount of residuals.

Reforming: This uses heaf, pressure and a catalyst (usually containing platinum)
to bring about chemical reactions to upgrade Naphtha into high octane petrol
and petrochemical feedstock.

Hydro tfreating: It is a way of removing contaminants/impurities from intermediate
or final products.

1.2.2 Refining capacity in the P — )

country Chart 7 - Installed capacity of Indian refineries as of
March 2012
There are 22 refineries with a | 300
combined refining capacity of 215,06 w Installed

200 Capa city

215.66 milion tonnes per (MMTPA)
annum (MMTPA) in the country 100 §
as of 31 March 2012. Details of 148 15 215301 ey

=)

the Iinstalled capacities of | =l AT
refineries are given in Chart 7. = ”'t-e,,:"‘? o0 0 Vg, 0y
“es e Che

Of these, 19 refineries with a —————— =y
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Ventures-JVs) while 3 with a B
: . Chart 8 - Crude import vs indigeneous purchase
combined CCI]DC]CI'[Y of 80 | by OMCs (in MMT)
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increased only marginally from 34,130 TMTs in 2007-08 to 38,080 TMTs in
2011-12. In 2011-12, the ratio of imported to indigenous crude was 4.50:1.
As could be seen from Chart 8, the sourcing of imported crude by Oil
Marketing Companies (OMCs) has been increasing over the years.

1.3  Marketing of Petroleum Products
1.3.1 Marketing activities

The marketing activities involve movement of products from refinery or
port through pipelines/rail/vessels/road to the storage terminals/depots
and distribution to the retail outlets/direct consumers. While LPG requires
separate storage units and bottling plants where the product is boftled
into cylinders, OMCs deliver MS and HSD to the retail outlets through
owned/hired tank trucks. As regards PDS Kerosene, OMCs make the
product available at the storage terminals/depots from where the State
Governments (Civil Supplies Department) arrange to deliver it to PDS
Kerosene delivery points.

Marketing activities of OMCs are depicted in Chart 9.

Chart 9 - Marketing of the petroleum products by OMCs

1.3.2 Oil Marketing Companies (OMCs)

There are three mojor OMCs Chart 10 - Sale of regulated products by OMCs

in the public sector, viz. Indian Zzzx i ) -
Qil Corporation Limited | ]

A = MS (TKL)
(IOCL), Bharat Petroleum 60000
Corporation Limited (BPCL) 50000 | ® HSD (TKL) |
and Hindustan  Petroleum 40000 —f—— : i
Corporation Limited (HPCL) S . — S BELUL
for  marketing  regulated jg‘;gg " e (v
petroleum products. ey
Refineries in public sector 2 - g - o
supply regulated products first G e ol S
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to OMCs and then export the remaining quantity. OMCs also purchase
regulated products from private refineries and import the balance to
meet the demand. Private companies viz. Reliance Industries Limited (RIL),
Essar Oil Limited and Shell India also have retail outlets for distribution of
MS and HSD. However, the |latter account for only 2966 outlets (7 per cent)
against 42138 retail outlets operated by OMCs as of 1 April 2012. Details of
year-wise sale of regulated products viz. HSD, MS, domestic LPG and PDS
Kerosene by OMCs during the period 2007-08 to 2011-12 are given in
Chart 10.

1.3.3 Essential elements in the price build-up of regulated products

The upstream oil PSUs viz. Oil and Natural Gas Corporation Limited
(ONGC) and OQil India Limited (OIL) produce crude through their
operations which is sold to PSU refineries for processing into petroleum
products. Major requirement of crude is however, met through imports by
PSU refineries. The raw material ‘crude’ is processed into various petfroleum
products in the refineries. It is seen that the cost of crude constitutes more
than 90 per cent of the product cost. Due to inherent nature and
complexity of production process, the refineries argue that one particular
product cannot necessarily be identified with one particular process. To
arrive at the cost of production of each product, joint cost is apportioned
to all the products based on their sales realization (quantity produced X
unit selling price) at the refineries.

The system of pricing the petroleum products being followed has some
essential components or features, which are as under:

. Import Parity Price (IPP): It represents the price that importers would
pay in case of actual import of HSD, MS, LPG and SKO at the
respective Indian ports and includes the elements of FOB (free on
Board) price, ocean freight, insurance, customs duty, port dues etc.

. Export Parity Price (EPP): Represents the price which oil companies
would realize on export of petroleum products i.e. FOB price +
Advance Licence Benefit.

. Trade Parity Price (TPP): TPP consists of 80 per cent of IPP and 20 per
cent of EPP.

- Refinery Gate Price: Refineries of OMCs, standalone PSUs (those
refineries which do not have marketing outlets such as CPCL, MRPL
etfc.) and private refineries are paid TPP/IPP for the purchase of MS
and HSD/Domestic LPG and PDS kerosene respectively by OMCs
and are commonly known as Refinery Gate Price (RGP) or Refinery
Transfer Price (RTP).

4
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. Marketing charges: Marketing charges include marketing cost,
marketing margin, inland freight, delivery charges efc.

. Desired selling price (DSP): This includes the weighted average of
RGP, freight, Terminalling charges, marketing cost, marketing
margin, return on working capital and retail pump outlet charges
including return on investment.

. Depot Price: Depot Price, also known as ex-storage point price, is
fixed by the Gol for regulated products, which is less than the DSP.

. Under Recovery: The difference between the Depot price as fixed
by Gol for regulated products and the DSP as per the price build up
(excluding taxes and dealers’ commission).

. Taxes: Taxes include the excise duty levied on the products by
Central Government, State levies viz. Value Added Tax/Sales Tax,
entry tax and surcharge and octroi by local bodies. Presently, all
these taxes and octroi of local bodies are forming part of the retail
selling price of the products.

. Dealer commission: This is the rate determined by Gol on the
products and paid by the customers.

. Retail Selling Price (RSP): The price at which OMC:s sell the regulated
products as decided by Gol including excise duty, VAT and dealers
commission.

1.4  Evolution of pricing mechanism of Petroleum Products

The pricing of petroleum products viz. HSD, PDS kerosene and Domestic
LPG are presently controlled by Gol. The price of HSD at refinery gate is
being regulated at Trade Parity Price (TPP) while PDS Kerosene and
Domestic LPG are priced at Import Parity Price (IPP) level. RSP to be paid
by consumers for these three products is also fixed by Gol. The price of MS
is market determined both at refinery and retail level since 25 June 2010
onwards.

Gol started regulating the oil prices from 1948. The main reason for
regulating the prices is to insulate the domestic economy from the
volatility of petroleum prices in the world market. Chronology of decisions
of Gol in regulating prices of petroleum products is given below:

1.4.1 Pricing decisions (1948 - 1997)

During this period all petroleum products were kept under regulation.
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1948 - Regulated the oil prices through Valued Stock Account Procedure agreed
with Burmah Shell

1961 - 19469 - Adopted Import Parity Price (IPP) based on recommendations of
Damle Committee (1961), Talukdar Committee (1965) and Shantilal Shah
Committee (1969)

1974- Changed to 'Cost Plus basis' commonly known as Administed Pricing
Mechanism (APM) based on QOil Prices Committee (OPC) recommendations

1984- Compensation to OMCs changed from flat rate on capital employed to 12
per cent post tax return on net worth and weighted average cost of borrowings
based on recommendation of Oil Cost Review Committee(1984)

(L o 1 |

1997- Decided to dismantle the APM in a phased manner based on the
recommendations of Strategic Planning Group on Restructuring of Qil Industry (R-
Group) and Expert Technical Group set up in January 1995 and June 1996
respectively.

[]

1.4.2 Pricing Decisions (1997 - till date)

1997-2006: Based on the Strategic Planning Group on restructuring of Oil
Industries (R group) recommendations, Gol dismantled APM of petroleum
products in a phased manner from 1997 to 2002 as APM model of pricing,
according to the R group report, could not generate sufficient financial
resources required for investments in technological up-gradation and did
not provide strong incentives for cost minimization as the cost plus formula
bred inefficiencies. As a first step, Gol de-regulated products viz., Fuel Qll,
LSHS and Naphtha in April 1998 and Aviation Turbine Fuel in April 2001, i.e.,
OMCs were given free hand to fix the prices of these products based on
market conditions. Effective from April 2002, the prices of MS and HSD
were also made market determined. However, de-regulation of HSD and
MS prices was only for a short period of two years. In view of steep rise in
oil prices in international market since 2004 onwards, Gol reintroduced
control of retail sale prices of these two products. Effective April 2002,
RGP of all petroleum products was calculated based on Import Parity
Price (IPP4). This contfinued up to June 2006.

4|PP: It represents the price that importers would pay in case of actual import of HSD, MS,
LPG and SKO at the respective Indian ports and includes the elements of FOB (free on
Board) price, ocean freight, insurance, customs duty, port dues efc.
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2006-2010: Subsequently, a Committee ) )

. . Dr. Rangarajan Committee's
chaired by Dr. Rangarajan (February 2006) recommendations accepted
recommended infroduction of Trade Parity | ¢ Adoption of Trade Parity

, ) Pri tl
Price (TPP3) in place of IPP as RGP for MS chr:i?y (i?i(?:rcffg 281%;

and HSD. The rationale for the change was cent Export Parity Price)
y for MS: iand @ HSD . das

that 20 per cent of MS ovd HSD production Refifees Gate Frices with

of the country was being exported. The effect from June 2006.

recommendation was accepted by Gol | * PDS kerosene only fo BPL
. . families but not

and implemented from June 2006. Pricing il

of Domestic LPG and PDS Kerosene

continued under IPP methodology.

Based on the recommendation, Gol reduced the custom duty on MS and
HSD periodically from June 2006 and charged excise on MS and HSD at
specific rates (in place of earlier ad valorem rates) from March 2008. Gol
also accepted the recommendation to restrict subsidized PDS Kerosene
only to below poverty line (BPL) families, which was not implemented.

2010-2012: The Expert Group under the

chairmanship  of Dr. Kirit S Parikh [ Kirit Parikh Committee’s
recommended (August 2009) introduction fec°£’::;g‘g‘°"s
of market determined price both at

refinery gate or?d at retail level for MS and | ° g";ergi'ﬁ:d \Enh”;?;:ii
HSD. Gol decided (June 2010) that the from June 2010

price of MS and HSD would be market | , |, principle approval for
determined both at refinery gate and market determined
retail level. HSD, however, continued to price for HSD

be under regulation fill 17 January 2013.

January 2013: Gol freed (January 2013) the price of HSD for supply to bulk
consumers and OMCs increased the prices for bulk supplies made directly
from its installations by ¥9.25 per litre. The sale of HSD to bulk consumers
has reduced to 10 per cent of total HSD sales in August 2013 as against
the average sale of 18 per cent during 2011-12. Gol also directed OMCs
to increase the price of HSD to retail consumers by 30.45 per litre from
January 2013; fixed the entitlement of subsidized Domestic LPG cylinders
at 9 (nine) per consumer from 2013-14, further increased to 12 cylinders
per consumer in February 2014.

STPP: TPP consists of 80 per cent of IPP and 20 per cent of Export Parity Price (EPP)
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Government's Vision for Downstream Sector and Tariff and Pricing Policy

The long term policy of the Gol in respect of refining and marketing is
reflected in the Hydrocarbon Vision-2025 which envisages achievement of
free pricing of products while continuing subsidized prices for some
products in certain remote areas, which are to be identified and reviewed
from time to time.

The Hydrocarbon Vision articulated a rational tariff and pricing policy that
is vital to ensure healthy growth of the hydrocarbon sector and to protect
the consumers as well. It identified the following action to be taken in the
medium term:

1.5

)

i)

i)

Phase out existing subsidies as
early as possible.

Set up a Group of Experts to
determine appropriate levels of
tariffs and duties for infroduction
in a phased manner as early as
possible.

Transfer  freight subsidy on
supplies to far flung areas and
subsidies on products to fiscal
budget. Necessity for

Hydrocarbon vision - 2025

e  Phasing out existing
subsidies as early as
possible

e Determine appropriate

level of tariff and duties
e Transfer of subsidies to fiscal
budget

concession is to maintain the supply line to hilly and remote areas,

after decontrol of marketing.

Price build-up of regulated products

The structure of price build up for MS, HSD, Domestic LPG and PDS
Kerosene at New Delhi in March 2012/January 2013 is given in charts 11 to
14 below:
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Chart 12
YRR HSD Price as in March'12
MS Price as in January'13 (in 3)
(in %) RTP (C&F, Imp.Chrgs & h.21
RTP(C&F,Imp.Chgs & ngsn .
,imp.Chgs i
40.33 Mktg.Chrgs(incl Frght &
Cust.Duty) Mrkt.Margin)
Mktg Chrgs (incl Frght 2.69 Desired Selling Price 46.57
& Mrkt.Margin) >

(-) Under-recovery
Taxes (Cent/State) 20.42

Price Charged to Dealer

Dealers Comm 1.79 Taxes (Cent/State)

Desired Selling Price 65.23 | Dealers Comm

Retail Selling Price

Retail Selling Price (Delhi)
(Delhi) 67.25
f ¥ 0 50
0 50 100
Chart 13 Chart 14
PDS SKO Price as in March'12 _ ‘ LPG (D) Price as in March'12
(in%) ' (in )
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1.6 Compensation of under recoveries o OMCs

With the dismantling of Administered Price Mechanism (APM) in 2002,
prices of MS and HSD were de-regulated. However, the prices of PDS
Kerosene and domestic LPG could not be linked/aligned with
international prices of products, which resulted in under recovery to
OMC:s. In order to distribute PDS Kerosene and Domestic LPG at subsidized
rate (not reflecting actual international prices) to the end consumers, Gol
decided (October 2003) that OMCs would absorb about a third of losses
incurred on these two products from the surpluses generated on MS and
HSD while the balance losses would be shared equally by the upstream
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companies viz. ONGC, OIL and GAIL on the one hand and Gol on the
other. However, the prices of MS and HSD were again brought under
regulation (control) in 2004 due to unprecedented increase in the prices
of crude and products in the international market and the under
recoveries of these products were also compensated in the manner
decided in October 2003.

Based on the recommendations of Kirit Parikh committee (February 2010),
which included inter alia, “Petrol being product of final consumption,
increase in prices of petrol could be borne by motorized vehicle owners"”,
Gol de-regulated MS totally in June 2010. The burden sharing mechanism
by Gol, thus, continues on three products namely - HSD, PDS kerosene and
Domestic LPG.

Ministry of Finance (MoF) approves the method and amount of
compensation on account of under-recoveries two to three times a year
in consultation with MoPNG. The quantum of compensation is decided
after analyzing (by MoF) the price of crude oil in international market,
demand and consumption of sensitive petroleum products (MS - fill June
2010, HSD, PDS Kerosene and Domestic LPG) in the country, financial
condition of upstream companies to absorb a part of losses in the form of
crude oil discount and OMCs, so that the latter are able to declare their
quarterly results.
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Chapter 2 |

The pricing arrangement of petroleum products in the country was
reviewed by the Comptroller & Auditor General of India in Audit Report
(Commercial) No. 7 of 1989 of the Union Government covering the period
up to 1987- 88 and again reviewed in Audit Report (Commercial) No. 19
of 1995 covering the period 1988 - 89 to 1993 - 94.

The Performance Audit of pricing of petroleum products was conducted
with a view to ascertaining:

. the impact of pricing methodology on OMCs, consumers, Gol and
upstream companies; and

. the extent to which the actual cost of operations in OMCs matches
with the stipulated norms considered for fixation of price and the
effectiveness of the loss sharing mechanism set up by Gol.

Audit involved examination of records relating to the implementation of
pricing mechanism of regulated products and consequent under
recovery claims of OMCs viz. Indian QOil Corporation Limited (IOCL), Bharat
Petroleum Corporation Limited (BPCL) and Hindustan Petfroleum
Corporation Limited (HPCL). Documents related to performance of six
selected refineries of all three OMCs (HPCL refinery, Mumbai, est. 1954;
BPCL refinery, Mumbai, est. 1955; IOCL refinery, Gujarat est. 1965, IOCL
refinery, Haldia, est. 1974; IOCL refinery Bongaigaon, est. 1979 and I0CL
refinery, Panipat, est. 1998) and documents regarding compensation of
under recoveries that were made available, were also examined at
MoPNG/Petroleum Planning and Analysis Cell (PPAC) and MoF. The
period covered in audit is 2007-08 to 2011-12.

The following were the sources of audit criteria:

. Elements of cost factored in the norms considered for fixation of
pricing formula, PPAC's instructions fo OMCs from time to fime
regarding the pricing of petroleum products.

. Milestones set in the long term plan for de-regulating the petroleum
products.
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. Recommendations of various Committees including Parliamentary
Standing Committee on Petroleum and Natural Gas

. Guidelines of Gol regarding loss sharing among the public sector
upstream companies, OMCs and the Government.

. Key performance targets set in MoUs entered by OMCs with
MoPNG.

An entry conference was held on 6 September 2012 with MoPNG, MoF,
PPAC and OMCs where the audit objectives, scope, and methodology
were discussed.

Audit was undertaken from September 2012 to February 2013.
Documents relating to pricing of petroleum products that were made
available, such as recommendations of various committees appointed
by Gol, approval and implementation of these recommendations at
MoPNG/PPAC and MoF, the burden sharing mechanism of under
recoveries adopted at MoPNG, the system of approval of under
recoveries and checks exercised at PPAC were examined. Records at
OMC:s relating to implementation of pricing of regulated products, cost
audit reports of refineries and cost incurred in marketing, claims of under
recoveries submitted by OMCs, MoUs with MoPNG and Board Minutes of
OMCs were also reviewed. A sample of six refineries i.e. one refinery each
from BPCL (Mumbai) and HPCL (Mumbai) and four refineries from IOCL
(Koyali, Panipat, Haldia and Bongaigaon) were selected for detailed
study.

Audit findings were first discussed in a pre Exit meeting in July 2013 and
thereafter in an Exit conference on 21 February 2014, in which audit
findings were discussed with officers of MOPNG, PPAC and OMC:s.

We wish to acknowledge the cooperation extended by MoPNG, PPAC,
MoF and OMCs in providing information, records, clarifications and
discussions with the concerned officers, which facilitated completion of
audit.

The findings of Audit are summarized in Chapter 3 under three broad
heads:

. Chapter 3.1 - Impact of pricing methodology on Qil Marketing
Companies;
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. Chapter 3.2 - Impact of pricing methodology on consumers and;

. Chapter 3.3 — Impact of pricing methodology on upsiream
companies and Gol.
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Chapter 3

The pricing methodology of regulated petfroleum products that has been
in force between 2007 and 2012 was examined so as to ascertain its
effects on the Oil Marketing Companies (OMCs), consumers and
Government/up-stream companies. Major audit findings in these areas
are discussed in the following paragraphs:

3.1.1 Pricing at the refinery gate

Regulated petroleum products are priced on an 1mporT pon’ry basis, i.e.,
the products are priced as if they are imported — —
into the country, though it is essentially the raw / > Import  Parity  Price \

material (crude) that is imported. Transfer of URRjienisients the orice:tha
; ; ; importers would pay in case
products by refineries to the marketing of sctusl import-of productat
companies was at import parity price (IPP) fill the respective ports and
June 2006. However, based on Dr. Rangarajan i p e %o
. . . Freight, Insurance, custom
Committee recommendations, the price of MS it ahl whttiaes
and H§D at which f_hese are transferred .’ro » Export. Parity’ Pice [EER)
marketing arm of Oil Marketing Companies represents the price which oil
(OMCs) was changed to trade parity price companies would realise on
(TPP). TPP gives a weightage of 80 per cent to | &XPertof petroleur products
IPP and 20 per cent to Export Parity Price (EPP) Advance License benefits
effective June 2006. » Trade Parity Price (TPP) is

equivalent to 80% of IPP and
The pricing methodology determines the price \ 20% of EPP.

at the refinery gate based on the free on
board (FOB) value of the product at a pre-determined location and adds
a set of notional expenses to bring the product from that location to the
destination port in the country. The FOB value at Singapore is considered
for MS while for the other regulated products (HSD, SKO and LPG), the FOB
at Arab Gulf is taken as the base price to arrive at the refinery gate price
(RGP). The fortnightly/monthly average of the daily quotes of products, as
published in Platts and Argusé¢, is considered for this purpose. The elements
added to the FOB value and the manner of their estimation is at table 2
below.

¢ Platts and Argus are the two globally accepted publications for arriving at petroleum product
prices.
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Table 2
Elements added to the FOB to arrive at the RGP

i. Freight from Arab Gulf to India: The applicable freight rate for MS and HSD for refinery ports
(other than Haldia) is based on Average Freight Rate Assessment (AFRA) for the medium
range vessel size. The assessment so derived is used to adjust the basic freight for sector
Sitra (Bahrain) to the destination port. For Haldia refinery, 50 basis points are added. In
case of PDS Kerosene and LPG Domestic, the designated loading port is RasTanura for
price build up.

ii. Insurance charges: Insurance charges of 0.1 per cent on Cost & Freight value (FOB plus
freight) would be added for MS and HSD. In case of the other two products, it is the actual
tariff rate set by General Insurance Corporation (GIC).

iii. LC Charges: Letter of Credit charges of 0.225 per cent of FOB price +freight + Insurance.

iv. Ocean Loss: This is equal to 0.5 per cent of the C& F value of the product for MS and HSD.
In case of PDS Kerosene and for LPG Domestic, it is 0.212 per cent and 0.305 per cent
respectively on C & F value.

v. Wharfage charges: Wharfage charges at the destination ports plus service tax as
applicable are considered.

vi. Dutlies and levies: Basic Customs Duty as applicable for import of products on CIF value is
taken info account.

Regulated petroleum products (MS, HSD, SKO, LPG) were largely (57 per
cent) produced inl12 refineries of OMCs in the country. The balance
requirement is either procured from the Indian private and stand alone
(those which do not have marketing establishments of their own) PSU
refineries (34 per cent) or imported (9 per cent) into the country by OMCs
and marketed.

Products from OMC refineries

Elements of costs added to FOB value namely freight, insurance, custom
duty etc., detailed at table 2 above, are not actually incurred in
production of refined products in OMC refineries. However, being
included in the pricing methodology or price build up, they form part of
the refinery gate price (RGP), which refineries are compensated. As RGP is
the basis for the retail sale price (RSP) and determination of under-
recoveries, a higher RGP impacts the price at the retail level as well as the
quantum of under-recoveries.

Addition of these notional elements had the effect of increasing RGP for
refined regulated products processed in OMC refineries by 350,513 crore
as indicated in table 3 below. This amount is based on the notional
elements factored in under recovery claims of OMCs on sale of regulated
products (MS -till June 2010, HSD, LPG - Domestic and PDS Kerosene).
Care has been taken to exclude expenses on purchase of regulated
products from private/standalone refineries and on import of these
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products as in both cases, OMCs incur these expenses {purchase of these
products from private and standalone refineries and imports are at
TPP/IPP (FOB + other elements)} as given in table 3.

Table 3
Notional elements included in the price build up of regulated products
during 2007-08 to 2011-12

(X in crore)
¥ o
LC Charges 988 384 256 1,628
Insurance charges 388 154 101 643
Freight 9.335 3,444 2,380 15,159
Wharfage charges 817 315 211 1,343
Custom duty 17,101 6,982 4,461 28,544
Ocean loss 1,928 766 502 3,196
Total 30,557 12,045 7.911 50,513

Source: data of notional elements added to FOB as furnished by OMCs

As can be seen from the table above, the most significant element is the
custom duty which accounts for 56 per cent of the total impact.

The FOB value for a product is the actual price of the product at the
designated port and can, thus, be considered as an internationally
benchmarked price. Being a price, it includes all costs as well as an
element of profit for the refinery at the designated port. If the
performance of the Indian refineries could be matched with such
refineries, the amount worked out at table 3 above would be a source of
benefit to the OMC refineries.

MoPNG pointed out (June 2013/January 2014) that the actual cost of
production in Indian refineries is identical to the refinery gate price (FOB+
additional elements) arrived at in the price build up and, thus, the pricing
methodology is not a source of benefit to the OMC refineries. In the exit
conference (February 2014), MoPNG reiterated that out of the notional
benefit of 50,513 crore worked out by Audit, 328,544 crore related to
customs duty differential on crude and products import, which was
recommended by Dr. Rangarajan Committee. This assertion needs to be
viewed in light of the facts that:

(i) The ‘actual cost' of production referred to by MoPNG is, as per cost
audit reports and as per the studies by Cost Accounts Branch, MoF,
an allocation of costs incurred by the refinery to the products on
the basis of their sales realization (sale price X quantity sold) in view
of the composite nature of the refining process. In fact, the
composite nature of refining process has been cited as one of the

19
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reasons for refineries being unable to arrive at the actual cost of
production.

(ii) If the sale realization of a refined product is high, higher costs are
allocated to it and vice versa. As the regulated refined products
account for the bulk of sales readlization of the refineries, the
maximum share of costs gets allocated to these products. Cost of
production is, thus, not based on actual value addition at each
stage of processing, but on sales realization of the products.

(i)  MOPNG, while quoting Dr. Rangarajan Committee
recommendation for allowing some effective protection to
domestic refineries, argued for continuance of TPP/IPP based
pricing to provide adequate refining margins for encouraging
investment in expansion and modernization of the existing refineries.
This amounts to an admission by MoPNG that Indian refineries do
get a price protection in the IPP/TPP based pricing method.

MoPNG and OMCs had also pointed out that FOB — Arab Gulf is not truly
reflective of market condifions and cannot be used to benchmark Indian
refinery prices. It was stated that Arab Gulf is a crude producing region
and its price quotes did not reflect the full cost price for a crude importing
nation like India.

In this regard, it needs to be appreciated that the FOB — Arab Gulf prices
as quoted by Platts and Argus (which forms the basis for the price buildup)
are constructed prices based on FOB Singapore after netting back the
notional freight for the sector (Singapore — Arab Gulf). The ‘methodology
and specification guide’ of this publication (Platts and Argus) states that
such a construction is done in the absence of an open market price for
Arab Gulf.

A similar benchmarked price for Western India is quoted in the Platts
publication (since June 2009), FOB-Western India being derived from the
FOB Singapore by deducting the relevant freight costs. It is noficed that
FOB-Western India is nearly identical to FOB-Arab Gulf quoted by Platts in
its publication. Thus, in effect, the product prices are benchmarked with
their actual price at Singapore (rather than Arab Gulf) which is not a
crude producing region and also incurs attendant costs in import of
crude. Besides, the constructed prices at Western India are deemed to be
nearly representative of similarly constructed Arab Gulf prices. Further,
refined products are actually exported from Western India at prices
comparable to FOB-Western India.

It is pertinent to note that the High Powered Committee constituted by the
Government under the chairmanship of Shri B. K. Chaturvedi
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recommended (July 2008) pricing of products at refinery gate at FOB level
prevailing at major petroleum trading centres. This Committee was of the
view that the prices quoted for refined products internationally (FOB
price) included items of cost like ocean freight, LC charges efc. on crude
oil which the Indian refiners were also bearing. In fact, the Committee
deemed that Indian coastal refiners were at an advantageous position
compared to Singapore as the Singapore refiners sourced crude partly
from Malaysia and Middle East, the distance involved being larger
compared to Indian coastal refiners.

The Standing Committee on Petroleum and Natural Gas (2011-12) while
reviewing the challenges of under recovery of petroleum products had
also recommended that the components other than FOB price of
petroleum products at Singapore/Arab Gulf should not be included in the
refinery gate price (RGP). The Committee had opined that this would
bring down the cost of petfroleum products and consequently, reduce the
under recovery burden. The Committee was of the view that when the
price has been daligned to international market prices, there is no
justification for including other additional costs.

Examinatfion of data on production, export and import of petroleum
products in the country during the five year period (2007-08 to 20011-12)
revealed that production of pefroleum products had been steadily
increasing along with growth of exports and reduction of
imports (Annexure-1l and lll). Production of all regulated products (except
SKO) increased during the period 2007-12. In fact, the country has now
reached a stage of surplus refining capacity resulting in export of sizeable
quantity of petroleum products, especially MS and HSD, (53 per cent of
MS and 24 per cent of HSD produced in the country were exported in
2011-12), though production of LPG and SKO in the country is not
sufficient to meet the demand and continues to be imported. Products
like MS and HSD are exported profitably at prices comparable to FOB/EPP
mostly by private refiners. Thus, benchmarking RGP to FOB/EPP is also
backed by trade statistics and may need to be looked at by MOPNG.

Allied cost on import of Crude

PSU refineries are not limited to the Western coast and nearly 78 per cent
of crude processed in PSU refineries is imported, with OMCs incurring
attendant expenses for import of crude oil. To estimate the expenses
incurred by OMC:s for importing crude oil used in production of regulated
products, Audit apportioned the actual expenses incurred by OMCs
during 2007-12 while importing crude oil in the volume ratio (i.e., based on
volume of regulated products to total volume of production) by OMC
refineries, which is indicated in table 4.
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Table 4
Estimated cost incurred on import of crude

" Charge R KiZes S D 26 ek

Insurance charges 18 b 4 28
Freight 5,580 2,043 1,35% 8,982
Wharfage charges 439 184 172 725
Customs duty 1.290 2,587 1,633 12,210
Ocean loss 1,050 511 235 1796
Total 15,106 5,357 3,424 23,887

Thus, even after deduction of relevant expenses incurred in import of
crude oil during 2007-12, OMCs ought to have benefitted by T 26,626
crore (X 50,513 crore from table 3 minus ¥ 23,887 crore from table 4).

The fact that OMCs are benefited by the pricing methodology had also
been pointed out by the Cost Audit Branch of MoF in a study conducted
on ‘Under recovery of sensitive petroleum products' during 2007-08. The
study was based on the data of import of crude by IOCL at Vadinar Port
(which caters to Gujarat, Panipat and Mathura refineries), Haldia port
(catering to Barauni and Haldia refineries) and by HPCL at Vizag port
(catering Vizag refinery) for six months during April fo September 2007.
Actual attendant cost of import during this period was compared with the
elements factored in the RGP. As per the report, the cost actually incurred
on freight was lesser than the benchmark adopted in working out the RGP
to the extent of 70 per cent (at Vadinar), 53 per cent (at Haldia) and 58
per cent (at Vizag). Higher saving at Vadinar was mainly due to better
port facilities at Vadinar, which could accommodate VLCC? thereby
reducing the average freight expenses. As far as ocean loss was
concerned, the study revealed that actual cost was lower by 32 per cent
and insurance was lower by 98 per cent.

It is also pertinent to note that nearly 20-22 per cent of crude is procured
indigenously by OMCs. Associated costs for procuring crude indigenously
are lower than the cost of import. As worked out by IOCL, the benefit in
using indigenous crude vis-a-vis import has been %1,854.85 crore over the
period 2007-08 to 2011-12.

Further, as per Crude Oil Sale Agreement (COSA) between the upstream
companies and OMCs, the lafter were liable to pay 50 per cent of the
octroi/VAT/CST on the gross crude oil price (PPAC circular dated 1 April

7vice - Very Large Crude Containers
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2004). This has now been altered as crude oil price net of discount
(MoPNG circular dated 31 May 2012). As the discount from upstream
companies to OMC:s is substantial (56.8 per cent of the price of crude oil in
2012-13), this has translated into a higher benefit to OMCs, the benefit in
2012-13 being X1,584.67 crore for purchases from ONGC alone (as noticed
from the accounts of ONGC).

Another argument put forth by OMCs for continuing import parity based
pricing is that OMCs incur expenses which are not factored in the pricing
structure of regulated products. OMC refineries had been incurring
additional expenses in the nature of entry tax and octroi on crude
procurement which were not entirely passed on to the end consumer. As
a result, IOCL, BPCL and HPCL had to absorb a net amount of 6,310
crore, 33,349 crore and 1,228 crore respectively during the period, 2007-
08 to 2011-12.

MoPNG in its letter of 24 July 2012 has, allowed OMCs to pass on such
State specific levies to consumers with prospective effect. Thus, the issue
of State specific costs has been resolved effective July 2012. As regards
the entry tax on crude oil in Uttar Pradesh and Maharashtra, MoPNG has
issued an order allowing OMCs fto recover the past dues as additional
state specific cost during the three years (2014-17). Hence, presently,
there are no major expenses being incurred by refineries which are not
covered in RGP of regulated products.

MoOPNG stated (June 2013/January 2014) that IOCL imported diesel
through global tenders and incurred additional cost over the TPP rate (as
per the pricing methodology) for the product during 2010-12. Besides,
OMC:s also made a loss of 1,397 crore in 2011-12 on import of LPG due to
differential import cost vis-a-vis RGP. MoPNG further stated that OMCs are
compensated on the basis of the existing Gol approved pricing
mechanism of IPP/TPP on actual sales quantity of regulated products and
it is incorrect to state that OMCs have been over compensated due to
use of IPP/TPP pricing mechanism comparing the difference between
some of the cost elements included in the IPP/TPP of products vis-a-vis
incurred for the imported crude oil. According to MoPNG, this logic
ignores the total cost on purchase of imported/ indigenous crude oil,
refining cost and various other cost elements including irrecoverable taxes
etc. incurred by the refineries.

MoPNG further stated (January 2014) that OMCs had to bear unmet
under recoveries of ¥28,680 crore on sensitive petroleum products, interest
cost due to delay in payment of under recoveries amounting to 318,349
crore, import losses of 4,927 crore and foreign exchange losses of ¥5,030
crore.
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While acknowledging the concern of MoPNG on additional cost on
import of diesel, (under-recovery on HSD being based on TPP which is
lower than the IPP rates), it needs to be noted that import of diesel was
necessitated due to the enforcement of quality norms in the country and
such import was minimal at less than 2 per cent of the total requirement
during 2011-12. Besides, the quantum of imports is declining and may
further reduce in the coming years due to increased production of higher
quality diesel in PSU refineries. As prices for Domestic LPG and PDS
Kerosene are linked to IPP, the impact of import of these products has
already been built into the pricing methodology. It also needs to be
noted that while OMCs suffered loss on import of LPG in 2011-12, they
gained on import of SKO (Kerosene) during the same period. The
contention that crude costs and refining costs also needed to be
considered is not tenable as the FOB price of products by its very nature
takes care of all costs including crude and refining costs as well as a
reasonable refining margin.

As has been stated by MoPNG, it is not possible to work out the actual
costs of production of the products. Hence, Audit has estimated the over-
compensation to OMCs based on the costs of import of products
reimbursed to them which they did not actually incur. However as the
refineries, particularly the refineries not situated on the Western coast,
incur similar import related costs for crude, Audit has estimated the net
over-compensation by adjusting this element.

Regarding the unmet under recoveries mentioned by MoPNG, exchange
rate fluctuations and import losses are uncertain, being dependent on
market conditions. In three of the five years (2007-12), there was a gain on
the exchange rate fluctuations. In the matter of import of products, too,
there were marginal gains in import of SKO in 2011-12. While over the
period under review, there have been losses on this account, these
factors could equally turn out to be favourable also. Besides, import losses
are a result of high quantum of imports, particularly of LPG necessitated in
part by the declining production of LPG (over 2009-10) against increasing
demands. As mentioned in succeeding para 3.1.3 (iii), it is important to
increase production of distillate yields (e.g., LPG) to increase efficiency of
the refineries as well as reduce import dependence. The issue regarding
interest burden of the OMCs due to delay in settlement of under-
recoveries has been commented separately in para 3.1.10 (B).

MoPNG also pointed out that PSU refineries suffered from inherent
disadvantages of location, size and vintage. PSU refineries (with the
exception of two) were built during the period 1901 to 1985 and, thus, did
not have much operational flexibilities to compete with complex refineries
being set up in the private sector in the country. MoPNG also stated that
‘duty protection’ has been reduced from 10 per cent in April 2002 to only
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2.5 per cent in 2006 and considering TPP for petrol and diesel, ‘nil' duty on
PDS Kerosene and domestic LPG, CST/VAT incurred on indigenous crude
and National Calamity Contingency Duty (NCCD) at ¥51.50 per MT paid
on crude, the net effective protection to refineries was less than 1 per
cent.

Besides, it was stated that OMCs had invested 328,000 crore on projects
for auto fuel up-gradation and 10,886 crore in up-gradation of refineries
in the last five years.PSU OMCs, which have planned ‘Capex’ of about
%1,20,000 crore during the Xll Five Year Plan(2012-17), would not have any
internal resource generation to fund these projects.

While it is acknowledged that OMCs have invested in auto fuel up-
gradation projects, it may be noted that a higher return is also
guaranteed in the price structure for such up-graded fuel (such as Euro |l
& IV products) which would address the need for investment in such
projects to some extent.

MoPNG also stated that an expert group headed by Shri Kirit Parikh has
been constituted (May 2013) by Gol to revisit the existing pricing
methodology of HSD, PDS Kerosene and domestic LPG and to suggest a
formula for compensation of under-recoveries in an equitable manner.
The expert group has since submitted its recommendations (October
2013) to Gol. The group has noted that “there is no single or unique
formula which can be said to represent the correct method for domestic
prices in India that would not be distortionary with attendant ill effects for
the economy from the distortions” and has recommended that the
market be freed from price controls at the earliest. It has suggested, inter
alia, that the existing pricing formula for the regulated products be kept
un-altered in the interim period - TPP for diesel and IPP for PDS kerosene
and domestic LPG. The expert group has advised interim arrangements,
product-wise, before prices are actually de-controlled. The expert group
also recommended a contribution formula for up-stream companies with
their percentage contribution varying between 40 per cent and 50 per
cent of crude price.

Concerns regarding over-compensation to OMCs as well as private
refiners due to use of TPP/IPP have, however, been raised in the report of
the expert group itself by the representative of Finance Ministry along with
reasonableness of using EPP as the pricing methodology.

The recommendations of the expert group on the pricing mechanism are
presently under the consideration of Gol.
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3.1.2 Investment in refineries for technology up-gradation

One of the objectives of the pricing mechanism, as identified by the
expert group, is to see that sufficient returns are ensured to the refineries
for long term sustainability of the petroleum sector and to ensure energy
security of the country. As many of existing OMC refineries are quite old,
un-economical in size and have limitations of configuration, the
Rangarajan Committee (June 2006) had suggested continuance of
protection in pricing of petroleum products (in the form of IPP/TPP pricing
as refinery gate price) so as to generate a better margin for investment in
technology up-gradation. Considering that a degree of protection has
been available to the OMC refineries in the price build up since 2002
which was expected to fuel technology up-gradation in the refineries,
investments made by OMCs during the period 2007-08 to 2011-12 in
refineries and the operational performance of a sample of six OMC
refineries over the same period were examined.

An analysis of the capital investments made by OMCs during 2007-12 on
all activities indicated the following:

Table 5
Total investment vis-a-vis investment in technology up-gradation in existing
refineries during 2007-08 to 2011-12 by OMCs

T in crore)

1ocL

46,270

7,520

10,825

18,345

16

27.925* 40
BPCL 13,169 3,012 2,246 5,258 7,910 40 23
HPCL 18,537 4,896 2,237 7,133 11,405 38 26
Total 77,976 15,428 15,308 30,736 47,240* 39 20

* This includes 15,197 crore incurred on diversification by I0CL, of which ¥15,070 crore was on
Petro chemical project in Panipat refinery

When compared to the total investment by OMCs (including investments
in the marketing segment), the investment in existing refineries has been
38 to 40 per cent with technology up-gradation accounting for only 16 —
26 per cent during the five year period under review. A significant part of
investment in the existing refineries has been made towards
manufacturing cleaner fuels which was a statutory requirement.

MoPNG stated (June 2013) that technology up-gradation projects have
been carried out leading fo improvement of distillate yield and reduction
in specific energy consumption and that as a result of such capital
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expenditure, distillate yield of PSU refineries increased from 74 per cent in
2007-08 to 77 per cent in 2011-12 and high sulphur and heavy crude
processing capacity increased from 49.9 per cent in 2006-07 to 54.6 per
cent in 2011-12. MoPNG also furnished details of various projects already
implemented and future plans for improving various efficiency parameters
in the three OMCs.

Audit appreciates that OMCs have initiated technology up-gradation
projects in refineries. However, these investments have not contributed to
substantial improvement of efficiency or cost reduction in the refineries as
evident from the study of the audit sample of six OMC refineries (four of
IOCL and one each of BPCL & HPCL). Besides, the performance
benchmarking study of 15 public sector refineries by Solomon Associates
(2010-11) at the behest of the Centre for High Technology, MoPNG, had
brought out a set of inefficiencies in the public sector refineries (energy
efficiency, personnel efficiency, return on investment and net cash margin
per barrel). As per the report, Indian PSU refineries are realizing the lowest
return on their investment in comparison to their peers around the world.

Audit reports of C&AG in the past had commented on the insufficient
investments in technology up-gradation and investment which did not
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