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Key points 

How dependent is India on oil for its energy needs? Oil meets about 30% of India’s commercial 

energy requirements. The share of oil in overall energy consumption for India is lower than that for most 

emerging markets. Coal is the predominant source of energy (55% of total) due to abundant availability. 

Domestic oil pricing — regulated deregulation? Since April 2002, the government has implicitly 

reinstated oil pricing regulation. Currently, the government controls about 64% of petroleum products 

sales on a volume basis and 80% on a value basis. The weighted average crude oil realization implied in 

domestic oil prices is about US$48/bbl (WTI), compared with the current international market price of 

US$63/bbl. 

How sensitive is India’s macro balance sheet to oil price movement? Unlike in past cycles, India’s 

macro balance sheet is better positioned to absorb the oil price shock in the current cycle. The near-term 

adverse macro impact has also been cushioned by the government by keeping domestic oil products’ 

price increases significantly lower, incurring a subsidy of 1.6% of GDP in F2007 (our estimate). 

What if oil prices decline to US$50/bbl? We believe that the government is unlikely to cut domestic 

prices significantly until global crude oil prices reach US$50/bbl (WTI). Hence, the fall in oil prices up to 

US$50/bbl is likely have a less than proportionate positive effect on inflation, private consumption and 

growth. 

Falling oil prices have again brought the discussion on India’s macro sensitivity to oil prices into focus. In 

this note, we seek to present a broad analysis on India’s dependence on oil as a source of energy, the 

evolution of the government’s domestic pricing policy for petroleum products and the sensitivity of 

India’s macro economy to oil price movement. 

I. India’s dependence on oil as a source of energy Share of oil in energy consumption is relatively 
low… 

The share of oil in overall energy consumption for India is lower than for most emerging markets. Oil 

meets about 30% of India’s commercial energy requirements. Coal is the predominant source of energy 

(55% of total) due to abundant availability. According to the Planning Commission of India, coal reserves 

are expected to last for over 50 years at current levels of production and hence coal will continue to 

remain a key source of energy for India. The balance is accounted for by natural gas (8.5%) and nuclear & 

hydro power (6.6%). 

….but share in world oil consumption is high Despite oil having a low share in overall energy 

consumption, India is one of the leading consumers of oil in the emerging world, owing to the relatively 

larger size of the economy. India’s oil consumption has increased to 2.5 million barrels per day (3% share 



in global oil consumption) in 2005 from 1.6 million barrels per day (2.3% share) in 1995. Over the past 

ten years, India’s oil consumption has grown at an average of 4.6% per annum as compared to 7.5% for 

China and 1.3% for other major emerging markets. India’s efficiency of oil usage, as measured by oil 

intensity (primary oil consumption per unit of GDP), is higher than the world average and marginally 

higher than that for top emerging countries. 

Dependence on imported oil is high India’s proven reserves of oil and oil production have remained 

largely stagnant over the past decade. As a result, increasing oil consumption has meant greater reliance 

on crude oil imports for India. Currently, India imports about 77% of its crude oil requirement as 

compared with 44% in 1995. Crude oil accounted for about 26% of India’s total imports in 2005 (4.4% of 

GDP). Most of India’s crude oil imports are from Southeast Asia and Nigeria. India’s overall oil balance 

(crude oil and petroleum product imports less exports) is one of the worst in the region. India can 

potentially use its natural gas reserves as an alternative energy source to some extent. However, our 

Utilities team believes that the supplies for the same are likely to come through only in 2011-2012. As a 

result, India is likely to remain dependent on other sources at least up to 2012. 

II. Evolution of government’s policy on oil 

Regulated deregulation Domestic prices of oil products (other than industrial products such as naphtha 

and aviation turbine fuel) have always been directly or indirectly controlled by the government. For a 

brief period between April 2002 and April 2004 (when crude oil prices were US$24-35/bbl) oil 

companies could independently determine the price of diesel and gasoline. Currently, although the public 

sector oil companies are supposed to collectively fix prices of crude oil and petroleum products based on 

so-called import parity pricing, in practice all price changes are decided by the government. Hence, the 

sector is devoid of any real competition among the public sector oil companies. The entry of private oil 

companies such as Reliance Industries, Essar Oil and Shell in the marketing of petroleum products in a 

small way has not changed this reality since the bulk of output from private refineries is still marketed by 

the government-owned companies. Currently, controlled petroleum product sales account for 

approximately 64% total sales on a volume basis and 80% on a value basis. 

Reliance on oil for taxes has been very high Traditionally, the government has used oil products as a 

major source for raising taxes. Oil-related indirect taxes accounted for about 23% of the combined central 

and state government taxes (33% of total indirect taxes) in F2005. In our view, this ratio is unlikely to 

have changed much since then. This high level of taxes results in retail prices of gasoline and diesel being 

higher than most other emerging markets even though the government has not increased retail prices 

significantly over the last three years. The government levies seven different types of taxes on oil 

products: 

 

Excise duty or domestic production tax: Excise duties on gasoline and diesel are levied using a 

combination of ad valorem and specific rates. Gasoline production is charged an ad valorem duty of 8% 



and a specific levy of US$0.9/gallon while diesel production is charged an ad valorem duty of 8% and a 

specific levy of US$0.1/gallon. 

Road cess: A specific rate of US$0.17/gallon is levied on gasoline and diesel production. These collections 

are earmarked for funding road infrastructure development. 

Import tariff: A 5% import tariff is levied on the import of crude oil. In addition, a 7.5% import tariff is 

levied on gasoline and diesel imports. 

Education cess: An additional tax of 2% is levied as education cess on customs and excise duty levies on 

petrol and diesel. These collections are earmarked for funding government expenditure on education. 

Sales tax (State-level value added tax): A sales tax (state level value added tax) is levied on sales of 

petroleum product at a varied rate across different states (for gasoline ranging between 20-35% and for 

diesel ranging between 8-34%). 

Octroi/entry tax: Certain states/cities also levy an entry tax in the range of 1-10% on crude 

oil/petroleum products when they enter the limits of that territory. 

Royalties: The central and state governments receive royalty payments in the range of 5-12.5% on oil & 

gas produced from offshore and onshore oil fields. 

Large gap between required market determined price and actual price Oil products can grouped in 

three baskets: (a) industrial products, where prices are largely market-determined and tend to move in 

line with import parity prices, (b) oil products used for cooking by lower and middle income population 

including LPG (liquefied petroleum gas) and kerosene, and (c) products where the government partially 

passes the burden of higher international prices onto the consumers. This is essentially the case for 

gasoline and diesel. Traditionally, the government has been using these products for cross-subsidizing 

kerosene and LPG. The government also levies high level of taxes on these products. Politically, the 

government is more sensitive to increases in the diesel price as it is used by truck operators for transport 

of mass items of consumption. Hence, domestic diesel prices tend to be lower than gasoline prices. 

Our estimates indicate that current weighted average realization of oil products in the domestic market 

implies an average crude oil price of US$48/bbl (WTI), as compared with the current international 

market price of US$63/bbl (and fiscal year to date average of US$71.5/bbl). This gap between the 

required fully marked-to-market price of petroleum products and the current domestic prices of these 

products is covered by (a) passing the burden onto oil companies (largely government-owned) both 

upstream and downstream; (b) increasing the fiscal burden by way of reduction in indirect taxes on 

petroleum products; and (c) issuing bonds to oil companies to compensate for the under-recovery (which 

the government treats as an off-budget liability, i.e., this part of the subsidy burden is not taken into 

account for presenting annual budget deficit estimates). In our view, if crude prices (WTI) average about 

US$70/bbl in F2007 and the government does not resort to any further price increases, then the overall 



oil subsidy burden will rise to 1.6% of GDP, with 44% being borne by the government in the form of 

direct subsidy and issuance of oil bonds. The balance of 56% will be borne by the oil companies. 

III. Sensitivity of India’s macro to oil prices 

The typical macro impact of oil price movement The government’s interference in domestic oil 

pricing means that movements in oil prices can have a less-than or more-than-proportionate impact on 

key macro indicators such as inflation, consumption and growth. If the government were to allow the 

domestic oil prices to be completely market-determined, the typical macro impact would be as follows: 

(a) Inflation, private consumption and growth: If crude prices move down or up by 10% (for the full 

year), it results in a direct impact on wholesale price inflation rising by 0.6-0.7% points if the government 

passes the full decrease/increase to the consumers (a cascading effect of a similar amount would also be 

felt). Our estimates show that a US$5/bbl increase in average crude oil prices results in 

increasing/lowering GDP growth by 0.20% points, if the full benefit/cost is passed to the consumers. As 

we mention earlier, the government has clearly not been passing the full burden on to consumers. Hence, 

if consumer prices continue to be left unchanged, the government (including public sector oil companies) 

burden will decline/rise by approximately US$2.5 billion (0.3% of GDP) for a US$5/bbl change in crude 

oil prices. 

(b) External balance and liquidity: About a US$5/bbl decline/increase in crude oil prices results in 

India’s import bill and current account deficit reducing/rising by about US$2.8 billion per annum (or 

0.3% of GDP). 

Oil price sensitivity in the current cycle Unlike past cycles, the macro balance sheet is relatively well 

positioned to absorb the oil shock in the current cycle. For instance, in 2001-2, as the oil prices shot up, 

the balance of payments situation worsened, adversely impacting the exchange rate. As a result, the 

central bank was forced to hike interest rates to defend the exchange rate. This, coupled with higher 

prices hurting consumers, caused a sharp contraction in domestic demand. However, in the current cycle, 

higher oil prices have not resulted in a similar macro pressure. Firstly, the balance of payments surplus 

has been relatively healthy in the current cycle, as higher oil price payments have been offset by higher 

exports and capital inflows. Secondly, the government has also interfered in the domestic pricing more 

than the previous cycles, cushioning domestic demand. 

What if oil prices decline to US$50/bbl? With current weighted average crude price realization implied 

in the current domestic market prices at about US$48/bbl, we believe that, as the global crude oil prices 

decline, the government is unlikely to cut domestic prices proportionately. Hence, the fall in oil prices up 

to about US$50/bbl will have a less than proportionate positive effect on inflation, private consumption 

and growth. The most important area where the benefit will flow is the government balance sheet. If oil 

prices decline to US$50/bbl and the government leaves domestic product prices unchanged, the subsidy 

burden will be completely wiped out. However, the benefit from subsidy reduction would be partially 



offset by a fall in tax revenues since oil-related indirect taxes account for about 23% of the combined 

central and state government taxes. The impact on the balance of payments is also likely to be moderately 

positive. However, we believe that to the extent that the current decline in oil prices would be a reflection 

of weaker global growth, the decline in oil imports could be offset by weaker export growth and the 

ebbing of capital inflows. 

 


