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Between the devil and the deep sea

By Uttam Gupta

EPORTEDLY, the Gov-
ernment 15 nol favourable’

inclined to consider recom-
mendations of the high powered
Hanumantha Rao committee on
future pricing policy for urea. In-
stead, it is contemplating mod-
ification in existing retention pric-
ing scheme (RPS).
nder RPS, a fair exfactory
price is fixed for each unit based
on prescribed efficiency norms n
regard to capacity utilisation and
consumption of raw materials and
utilities. This includes return at 12
per cent post tax grossed up to
pretax using prevailing rate of
corporate tax.

Introduced in November, 1997
based on recommendations of
high powered Marathe commit-
tee, KPS was contemplated as a
unit specific system, This was
keeping in view wide interplant
variation in respect of feedstock,
vintage, location, etc. leading to
unavoidable  differences in
reasonable cost of production.

Within the Marathe committce
there were two opinions. One
view supported by majority of
members was for group pricing,
i.e., a single price for a group of
plants. ¢ minority view
favoured unitwise pricing system.
The Government accepted this
overruling the majority view.

The operation of RPS yiclded
rich dividends. The installed
capacity of nitrogen increased
from 4.58 million tonnes during
1980-81 to 8,15 mullion tonnes
during 1990-91 and to 10.52 mil-
lion tonnes in 1997-98. Production
increased from 2.16 milhon ton-
nes in 1980-81 to 6.99 million ton-
nes during 1990-91 and further to
10.09 million tonnes in 19997-98.

The slow growth of capacity, in
90s, has been due to emerging un-
certainty of the policy environ-
ment — frequent talk of alterna-
tives like free market, import par-
ity pricing (IMPP), etc., — on the
one hEm\:ig and fidding with RPS —
tightening of pricing parameters,
delayed payment of subsidy dues/

ation claims — on the other,
rendering investment unattrac-
live.

The Rao committee has recom-
mended discontinuation of un-

itwise RPS and its replacement by
a system of uniform normative re-
ferral price (NRP) based on the
LEMC principle for all existing
units. However, the concept it-
self, 1s flawed as it assumes fertilis-
er to be a homogenous industry
which it is not.

Moreover, the committees has
used theoretical assumptions in
relevant calculations. For inst-
ance, ener consumption is
taken at level which even a most
efficiently operated plant cannot
achieve. {‘his has led to artificially
low recommended NRPs. Adop-
tion of these will render majority
of units unviable besides, causing
serious interplant distortions. The
Government’s move (o bypass
Rao's package is, therefore, wel-
COome.

Under the Department of Ferti-
lisers, (DoF) package, existing
unit specific dispensation 1S prop-
osed to be continued. Thisis quite
logical particularly considenn
heterogeneity of industry whic
has increased over the years with
setting up of more and more
plants difiering widely in terms of
investment cost, vintage, etc. The
specific elements of the package
are, however, a matter of senous
concern.

Under it, energy cost is prop-
osed to be reimbursed on the basis
of actual energy consumption
achieved by concerned unit dur-
ing 1997-98. For many plants,
actual for 1997-98 being lower
than existing nor, they would be at
a serious loss. For others, whose
actual is higher than existing
norm, higher actual will be pro-
tected. The proposal thus, seeks
to discriminate against units who
have improved efficiency in the
past.

It is not clear as to how long
revised norm will remain in force.
However, pendency of pricing
period being 3 years, it can be
sal'e:lr assumed that it would be
that long. It could even be longer
considering the thrust on stability
of new policy. Thus, the better
performers will be subjected to

perpetual loss.
or the majon of old
naphthafiuel oil/lLSHS based

plants, energy cost accounts for
about 75-80 per cent of reasonable
production costs. Savings in ener-

gy use, thus, hold the key to
achieving reasonable profits.
Logically, therefore, concerned
units have made extraordinary
ciforts in this area. Now, for the
Government to take away resul-
tant benefit will mean penalising
them for these efforts.

While, these units may be told
that they could further reduce
energy use — over already re-
duced level — and thus, add to
their profit margins, this is wishiul
thinking. There are inherent
techological, process/equipment
limitations and it is not possible to

o beyond a certain point; unless

uge investment is undertaken
which will make operations unvi-
able.

The package envisages reas-
sessment of capacity of plants
from existing 1350 tpd ammonia
to 1500 tpd. While, these numbers
largely pertain to units along the
]-EE%I pipeline, reassessment for
others may not be ruled out.
Addi I:i[:-nalry. it is proposed to put
acap at 110 per cent of reassessed
capacity beyond which, excess

roduction will be paid at either
MPP or retention price, whichev-
er is lower.

Reassessment of capacity also
tantamounts to mopping up cffi-
ciency improvement. A majority
of these plants were set up — or
are at an advanced stage of com-
missioning — before RPS was in-
troduced. Therefore, they cannot
be blamed for having built up ex-
cess capacity.

In the imtial years, they were
operating at low level — in some
cases, even below norm, viz., 80
per cent for ammonia plants.
Over the years, they improved be-
cause¢ normative principle under
RPS provided necessary incen-
tives. Now, to mop up the fruits of
these efforts will be unfair and un-
justified.

The Government mopped up
gains in the past also, viz., in-
crease in capacity utilisation norm
to 85 per cent for naphtha/fuel oil
based plants and 90 per cent for
plants on gas from 5th pricing
period commencing 1.4.1988. The
same approach is being pursued
even now, but through a newly
found route, i.e. raising base
capacity.

ven though increase in posttax

returns from 12 per cent to 14 per
cent has been proposed, consider-
ing the low net worth of these
plants, this will give them only
Liarginal  extra  contribution.
Against thas, loss due to reduction
N energy consumphon and capac-
ity re-assessment  will  be
monumental.

For new units particularly gas
based, wherein, there may be inst-
ances of excess capacity, this
could be taken care by putting a
cap on capacity utilisation beyond
which, some notional amount
may be paid towards capital re-
lated charges (CRC) as a uniform
incentive. This way, the country
would get extra production at sig-
nificantly lower cost i.e. about Rs
4,000-4,500 per tonne, than cost
of imported urea even at present
dumping price, i.e. about Rs
e per tonne.

The package, however, penal-
1ses these units twice, i.e., first by
reassessment  of capacity and
then, putting a cap on maximum
permissible.  production. The
Emmd increase in return will

ardly make any dent in mitigat-
ing the loss inflicted by these two
major shocks,

Another proposal to include
the CRC, only depreciation and
return on net worth and pay n-
terest on actuals will also be de-
mmental to efhciency operated
plants. In contrast, this would
make inefficient units complacent
as their interest cost would be met
in full despite low capacity utilisa-
tion.

In short, whereas the Rao pack-
age presents one extreme, i.c.,
tying units to uniform/group price
ignoring factors beyond control,
viz., location, vintage, feedstock,
etc., DoF’s package pursues unit
specific approach to a point of dis-
couraging efficiency and en-
couraging inefhcaency in opera-
fons.

The Government will do well to
seck advise from the founding
fathers of RPS — and others who
interacted with them — and
formulate a policy which ren-
forces normative character of
pricing and promotes the indus-
try.

(Uttam Gupta is chief economist at
the Fertiliser Association of India,
New Delhi)



