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     The oil industry is a giant industry ranging from crude oil development to retailing of 

petroleum products and consists mainly of "upstream" and "downstream" sectors. While the 

upstream sector of the industry handles the exploration, development and production of crude oil 

and natural gas, companies in the downstream sector refines crude oil and produces and sells 

various petroleum products such as volatile oil (gasoline). 

     The business environment for the downstream sector varies greatly in each country depending 

on supply-demand conditions for products and the government's energy policy. In this rating 

methodology, R&I refers domestic companies that mainly handle the downstream sector of the oil 

industry as oil refining and distribution companies. In addition to their oil refining operations, the 

major oil refining and distribution companies sell their products to petroleum product dealers as 

well as through direct sales, forming a commercial distribution network encompassing all aspects 

from oil refining through distribution, dealers and service stations (gasoline stations). 

     International oil majors in Europe and the U.S. called "supermajors" handle the entire process 

from the upstream sector, the core of their operations, to the downstream sector. In contrast, the 

bulk of Japan's oil refining and distribution industry operates in the downstream sector and the 

scale of the upstream sector is small. 

 

I. Evaluation of Business Risk 

1. View of industry risk 

     Petroleum products are produced at refineries through the refining process; in addition to 

various fuel oils, they include naphtha, which is used as a raw material for petrochemicals. Major 

fuel oils, such as gasoline, light oil and kerosene, are essential for daily life and industrial activities. 

While affected by economic cycles, there is always a certain volume of demand. 

     In general, fuel oil is a typical commodity, and product added value is low. Therefore, the 

strength of cost competitiveness, especially that at a production unit, tends to determine earning 

capacity. The capital-intensive aspects of the business are considerable, making it vital to pursue 
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economies of scale at each refinery or company. 

     Ensuring an appropriate sales margin on each petroleum product is important, but it depends 

to a large extent upon the supply and demand trend. Oil refining and distribution is a typical 

domestic demand-dependent industry, and viewed over the medium to long term domestic demand 

is contracting. From a supply perspective, a certain amount of capacity reduction is progressing due 

partly to the government's guidance, but an optimistic view of the medium to long-term margin 

trend would be unwarranted given the weakening demand. Maintaining profitability while 

gradually reducing the scale of their core oil refining and sales operations, and bolstering their 

related and diversified businesses, is a common challenge for all oil refining and distribution 

companies. R&I evaluates the industry to have a medium degree of industry risk. 

 

(1) Market size, market growth potential and market volatility 

     The size of the market is comparatively large. Japan's annual imports of petroleum were 

approximately 8 trillion yen in fiscal 2019 (the year ended March 2020). The total revenue of the 

petroleum industry exceeded 20 trillion yen in the same year. 

     The domestic market growth rate remains negative. Reflecting the government's policy of 

achieving a decarbonized economy by 2050, the move toward gasoline and diesel-free cars is 

accelerating. Structural factors such as a decrease in travel stemming from an improved 

telecommunications environment and Japan's shrinking population are another headwind. Viewed 

over the long term, sales volume will decline gradually. 

     From the standpoint of demand volatility, some types of fuel oils are easily affected by 

economic fluctuations. Still, sales volume tends not to swing widely in a short period of time 

compared with other materials when all types of fuel oils are counted in. The reason is that a large 

portion of demand is for oil as a daily necessity for transportation, heating and similar uses. 

Meanwhile, fluctuations in the price of crude oil are substantial, and these wide swings have a 

significant influence on the petroleum products market. A jump in crude oil prices will push up the 

cost of refinery fuel. Production volume is relatively stable, but crude oil price fluctuations in recent 

years have been sharp, leading to considerable earnings volatility. As a result, market volatility in 

the industry can be said to be comparatively high. 

 

(2) Industry structure (competitive environment) 

     The added value of petroleum products is low, and competition from imported products is 

limited due to high logistics costs. Competition is mainly with other existing domestic companies. 
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Because there is little room for quality differentiation, sales competition in end markets such as 

service stations can easily degenerate into price duels. A constant decline in demand places 

downward pressure on product prices if it is not accompanied by a reduction of supply capacity. 

     In response to the demand decline, each company has been taking measures such as exports of 

petroleum products and controls on refinery capacity utilization rates. Nevertheless, new, 

large-scale refineries are coming on line one after another in Asia. Constraints on refinery capacity 

utilization face physical limits as well. For any full-fledged supply and demand improvement, 

reduction in refining capacity will be essential. 

     In 2009, the government enacted the Act on Sophisticated Methods of Energy Supply 

Structures to resolve structural oversupply. Backed by the government's guidance, each company 

moved to shrink refining capacity. To achieve a more drastic reduction in supply capacity, 

reorganization of the industry has been underway. For example, JX Holdings, Inc. and 

TonenGeneral Sekiyu K.K. consolidated their operations in April 2017 to form JXTG Holdings, Inc., 

a predecessor of the current Eneos Holdings, Inc., and solidified their position as an industry leader. 

In April 2019, Idemitsu Kosan Co., Ltd., the second largest player in the industry, integrated 

Showa Shell Sekiyu K.K., cementing its presence. The oligopolistic industry has led to some degree 

of market stability, and excessive competition, as seen before, has subsided. Even so, such 

circumstances should force companies to pursue partial optimization; each company tends to aim to 

maintain its sales volume in order to keep its refinery capacity utilization rate high. There remains 

a possibility that the industry will descend into excessive competition. The competitive 

environment is still somewhat severe. 

 

(3) Customer continuity and stability 

     For fuel oil used in manufacturing such as Bunker C, Bunker A, jet fuel and naphtha, direct 

sales to large-scale customers are the principal sales channel, whereas gasoline and light oil are 

sold mainly to dealers. Commercial distribution channels differ for each type of oil. For fuels such 

as gasoline that are produced mainly for non-industrial use, end-distributor service stations are 

exposed to stiff price competition, and customer continuity at the consumer level is not always high. 

On the other hand, there are few instances where a large number of dealers, to which oil refining 

and distribution companies directly sell products, break their existing relationship. Dealers operate 

point-of-sale service stations displaying the companies' brands, and the sizable cost required to 

change brands acts as a deterrent to severing ties. There is only limited room for product 

differentiation in terms of quality. Therefore, dealers do not usually switch brands unless trade 
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terms and conditions change significantly. 

     With direct sales as well, instances of customers changing suppliers are not frequent because 

of the limits imposed by distance from the refinery and logistics costs. This is particularly true for 

naphtha, which is supplied through the pipelines at a producer's industrial complex. The 

commercial distribution aspects of oil refining and distribution companies are comparatively stable. 

 

(4) Capital and inventory investment cycle 

     A certain level of maintenance and upgrade investment is indispensable, and the investment 

burden to nurture new businesses is moving in an upward direction as well. Moreover, oil refining 

and distribution companies have an obligation to maintain oil stockpiles. The inventory capital 

burden for crude oil or petroleum products is thus substantial. Nevertheless, there is almost no 

investment for the straightforward upgrade of capacity in the main business where demand 

continues to fall, and therefore the overall investment cycle and investment burden are within a 

certain range. While the inventory burden varies depending on crude oil prices, there is little risk of 

product quality degradation or product obsolescence with the passage of time. 

 

(5) Protection, regulations and public aspects 

     Oil refining and distribution companies have been exposed to free competition since the repeal 

of the Provisional Measures Law on the Importation of Specific Petroleum Refined Products in 1996 

(liberalization of petroleum products imports) and the abolition of the Petroleum Industry Law in 

2001 (discontinuation of capacity regulations including business and capital equipment permits). 

Oil currently accounts for nearly 40% of the total primary energy supply in Japan, though the 

percentage is likely to fall going forward. Because of this, the upstream sector engaged in 

operations such as oil development can receive funding support and other assistance from Japan 

Oil, Gas and Metals National Corp. (JOGMEC). 

     For the downstream sector, where domestic companies mainly operate, policy support can be 

expected where necessary, as exemplified by the Act on Sophisticated Methods of Energy Supply 

Structures enforced in 2009. Even so, a legal framework for companies to recoup investments, like a 

cost-plus pricing system for electricity and gas businesses, is not in place. R&I judges the effects of 

protection, regulations and public aspects on creditworthiness to be neutral. 

 

(6) Cost structure 

     Because petroleum products are joint production products that are output in certain ratios 
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from feed stock, increasing or decreasing the production of only specific types of products is difficult. 

When a producer boosts its refinery capacity utilization rate with the goal of increasing production 

of an oil product with strong demand, it invites deterioration of the supply and demand for the 

other types of oil products that will be over-produced. For the manufacturing division, searching for 

the crude oil processing volume that will continually result in maximization of earnings is vital. 

That said, the restriction presented by joint production products is substantial, and there is limited 

flexibility for adjusting production in response to demand trends. 

     When a breakdown of the manufacturing cost is examined, the cost of raw materials – that is, 

payments for crude oil – generally accounts for more than 80% of the cost of goods manufactured. 

The percentage of costs accounted for by items such as refinery depreciation and amortization 

expense, in-house fuel cost, repair cost and labor cost is comparatively small, while the weighting of 

the crude oil cost that is nearly uncontrollable as a business is large. Accordingly, producers are 

deemed to have little flexibility in their cost structure. 

 

2. View of individual firm risk 

     In contrast to industry risk, which highlights the standard risks of the industry of which the 

subject firms are a part, the business risk of each company will differ depending on the individual 

firm risk as explained below. 

 

(1) Cost competitiveness of refineries 

     The cost competitiveness of refineries is affected by numerous factors, including the scale and 

sophistication level of the equipment, the crude oil procurement cost and the product mix. 

     The oil refining area is capital-intensive, with little room for differentiation in the 

manufacturing process, and the advantages of scale are comparatively effective for cost reduction. 

On the other hand, with regard to the raw materials cost (the cost of crude oil imports), which is the 

largest cost in the refining operation, companies should control the overall crude oil procurement 

cost by increasing the percentage of relatively inexpensive heavy crude oil used. Merely shifting to 

more heavy crude oil procurements, however, will decrease the yield (percentage of each product's 

share of crude oil that can be taken) of white fuels, such as gasoline and light oil. To crack heavy 

fuel oil and maintain a product mix that is comparable to that derived from light crude oil, a 

producer must have certain capacity of coker units. The production division's cost competitiveness 

is also influenced by factors such as a refinery's in-house fuel consumption efficiency, repair 

expense and capacity utilization rate. Refining equipment composition and operation differ 
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somewhat at each company, with petroleum product yields also possessing commensurate 

characteristics. Normally the profitability of white oil is greater than that of heavy fuel oil, though a 

downward trend in gasoline demand is intensifying. 

 

(2) Balance between production and sales capacities and sales productivity 

     As the domestic market continues to contract, ensuring a sales network corresponding to 

production capacity is critical. Provided it can maintain a good balance between production and 

sales capacities by reducing overcapacity and retaining and expanding its affiliated sales network, 

a company can sustain high capacity utilization at its refineries. 

     Sales margins on petroleum products are susceptible to the overall domestic supply and 

demand trend, however, and the effect of an unfavorable trend will offset some of the improvement 

in the balance between production and sales capacities at any individual company. Still, a 

company's influence on domestic supply and demand and product prices is strengthened as its 

share of petroleum product sales grows and the volume of its sales increases. Moreover, the effects 

of sales promotion tools, such as a credit card that can be used at franchise/partner outlets and a 

point program jointly offered with companies in other industries, become stronger. 

     The number of a company's refineries and their regional diversification are also important 

factors. If the number of refineries is limited and production sites are concentrated in a specific area, 

a company must resort to costly alternative procurement from outside its group in the event of 

facility failure. In contrast, a company with a large number of refineries that are geographically 

dispersed can ensure a stable supply while reducing transportation costs. When a company has 

established a key refinery within or near a major metropolitan area, sales productivity will be 

comparatively high because the facility is close to a region that generates large-scale demand. This 

will enable the company to secure a certain degree of competitiveness even if it possesses few 

refineries. 

 

(3) Business base for upstream operations 

     In a resource development business like oil and natural gas development, resource rights are 

ensured mainly through development subsidiaries established in foreign countries. Frequently such 

business is jointly developed with other resource companies, and the amount of the development 

burden and share of earnings are decided in proportion to ownership interests. Even if a company is 

slow to pass higher crude oil prices on to customers in its main business and sees profits fall, the 

negative impact may be mitigated by profit contributions from its upstream operations. 
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     Each project's profitability will vary greatly according to the terms of individual contracts. 

Even if exploration is a success, entry into production normally requires substantial time and 

capital. For existing projects that are expected to be profitable, on the other hand, acquisition prices 

tend to be high. Business revenues and expenditures will swing widely depending on the price of 

crude oil, and country risk cannot be avoided. Overall, upstream operations entail a high degree of 

business risk. 

 

(4) Earnings base in related and diversified businesses 

     It has become increasingly necessary for companies to offset the drop in earnings in their 

main business resulting from the market's contraction by expanding their other businesses. Typical 

examples of related activities that make good use of refinery infrastructure are the petrochemicals 

and electric power businesses. In the petrochemicals business, naphtha is used as feedstock. An oil 

refining and distribution company sells naphtha to major chemical firms in a complex, while using 

naphtha for itself as a material to produce various commodity petrochemicals. If a company has a 

naphtha cracking furnace, it produces petrochemical base ingredients such as ethylene and 

propylene. However, major products are aromatic products derived directly from naphtha. With 

regard to these products, compartmentalization has evolved between oil refining and distribution 

companies and petrochemical firms because of differences in production processes. Among aromatic 

products, especially important are mixed xylene (MX) and paraxylene (PX), which is derived from 

MX and used as a raw material for synthetic fiber. Petrochemical products impose a heavy 

investment burden, and their margins fluctuate widely because the market is greatly affected by 

supply-demand conditions in Asia. As regards the electric power business, earnings opportunities 

have expanded with the progress in power industry reform, though its investment burden is also 

heavy. With a transition to a decarbonized economy in mind, more investments are flowing into 

renewable energy sources such as wind and solar power. There are cases of companies handling 

diversified businesses that are far different from their core operation, and each company is 

characterized by its efforts to foster new earnings sources. Because many products, particularly in 

the petrochemicals business as well as in the core business, are susceptible to market conditions, 

expanding the diversified businesses that can become a source of stable earnings is a critical issue. 

 

II. Evaluation of Financial Risk 

     R&I evaluates financial risk based on a company's financial management policy and liquidity 

risk as well as quantitative factors shown by financial indicators. For the oil refining and 
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distribution industry, R&I emphasizes the following financial indicators in view of the business 

characteristics. 

     Profits or losses in a given period tend to be greatly affected by inventory and fluctuate widely 

together with changes in crude oil prices. Examining profits or losses excluding the effect of changes 

in crude oil prices appropriately reflects the reality of the sales margin. For the following indicators, 

R&I also refers to the numerical values excluding the inventory effect as necessary. 

     When its overall business risk increases because of the growth in activities that engender 

greater business risk than its main business, including resource development, a company must have 

financial resilience corresponding to the higher level of risk. 

 

(1) Earning capacity 

ROA (return on assets), 

EBITDA (earnings before interest, taxes, depreciation and amortization)/average total assets 

     To assess whether a company is efficiently generating profits and cash flow from its asset 

holdings, R&I closely examines ROA and the ratio of EBITDA to average total assets. R&I also 

suitably takes into consideration the fact that, compared with other materials industries, oil 

refining and distribution companies labor under a heavy inventory burden. To factor in the effect of 

the resource development business, among others, R&I appropriately reflects in its evaluation 

investment gains and losses accounted for by the equity method. 

 

(2) Scale and investment capacity 

EBITDA, equity capital 

     Given the large inventory burden for crude oil and petroleum products, as well as the 

obsolescence of equipment, companies face a comparatively high level of maintenance and upgrade 

investment and rationalization investment. The importance of diversified businesses has increased, 

and promoting such businesses also demands large amounts of capital. A company with inferior 

investment capacity will encounter significant restrictions on its efforts to strengthen its core 

business and cultivate diversified businesses. To examine the level of a company's ability to 

generate the cash flow that serves as the wellspring of its investment capacity, R&I looks closely at 

EBITDA. 

     Equity capital, which functions as a risk buffer, is an indicator R&I focuses on from the 

standpoint of assessing the extent to which a company can absorb investment risk. Due to the effect 

of inventory, reported profits will accumulate during a phase when crude oil prices are rising and 
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decline when prices are in a downswing phase. This warrants attention. 

 

(3) Debt redemption period 

Net debt to EBITDA ratio, net debt to FFO ratio 

     The number of years in which a company can redeem its debt from cash flow is a key indicator 

for evaluating the relative debt burden. The extent to which the petroleum products that are the 

basic materials can be replaced with other products is limited, and production facilities can be used 

for a long time. Although the inventory burden is heavy, there is little risk of obsolescence. However, 

there are certain limits on the ability to generate cash flow against the backdrop of the consistent 

decline in core business demand, and the burden for investments aimed at fostering new businesses 

is relatively heavy. Accordingly, companies should maintain a proper balance between debt and 

cash flow. Working capital fluctuates substantially in response to crude oil prices. For this reason, 

R&I also uses the ratio of net debt to FFO (cash flow from operating activities excluding the effect of 

working capital). 

 

(4) Financial profile 

Net D/E ratio (ratio of net debt to equity capital), equity ratio 

     Many of oil refining and distribution companies' products, including those in diversified 

businesses, are strongly affected by market conditions such as the price of crude oil. 

     To prepare for issues that confront the entire industry, such as the deterioration of earnings 

caused by unpredictable crude oil price gyrations, the realignment of facilities corresponding to the 

decline in demand in their main business and the promotion of diversified businesses, companies 

must maintain a strong debt-equity structure. R&I therefore looks carefully at the net D/E ratio 

and the equity ratio. 
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III. Rating for Oil Refining and Distribution Industry 

 

 

 

 

 

 

 

 

 

 

 

 

* This report replaces all previous versions that have been released to date. 

Importance Indicator Importance
Cost competitiveness of refineries ◎ ROA ○

EBITDA/average total assets ○

EBITDA ◎

Business base for upstream operations ○ Equity capital ◎

Net debt to EBITDA ratio ◎

Net debt to FFO ratio ○

Equity ratio ○

Net D/E ratio ◎

Note) Importance is indicated by ◎: extremely important, ○: important, or △: relatively important.

Industry Risk: Medium

Issuer Rating

Individual Firm Risk Financial Risk

Earning capacity

Financial profile

Debt redemption
period

Scale and
investment capacity

Balance between production and sales
capacities and sales productivity

◎

Earnings base in related and diversified
businesses

○

The Rating Determination Policy and the Rating Methodologies R&I uses in connection with evaluation of creditworthiness (collectively, the 
"Rating Determination Policy and Methodologies") are R&I's opinions prepared based on R&I's own analysis and research, and R&I makes no 
representation or warranty, express or implied, as to the accuracy, timeliness, adequacy, completeness, merchantability, fitness for any particular 
purpose, or any other matter with respect to the Rating Determination Policy and Methodologies.  Further, disclosure of the Rating 
Determination Policy and Methodologies by R&I does not constitute any form of advice regarding investment decisions or financial matters or 
comment on the suitability of any investment for any party.  R&I is not liable in any way for any damage arising in respect of a user or other 
third party in relation to the content or the use of the Rating Determination Policy and Methodologies, regardless of the reason for the claim, and 
irrespective of negligence or fault of R&I.  All rights and interests (including patent rights, copyrights, other intellectual property rights, and 
know-how) regarding the Rating Determination Policy and Methodologies belong to R&I.  Use of the Rating Determination Policy and 
Methodologies, in whole or in part, for purposes beyond personal use (including reproducing, amending, sending, distributing, transferring, 
lending, translating, or adapting the information), and storing the Rating Determination Policy and Methodologies for subsequent use, is 
prohibited without R&I's prior written permission. 
 
Japanese is the official language of this material and if there are any inconsistencies or discrepancies between the information written in 
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