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Deregulation of urea sector

Tackle inter-unit cost d

Before proceeding with the contemplated plan of phased
deregulation of the urea segment of the fertiliser sector, the
Government should make a serious effort to minimise the
inter-plant variations in cost. And before that, the feedstock
cost to all the units should be brought more or less

on a par, says Uttam Gupta.

HE GOVERNMENT is contem-

plating a long-term fertiliser

policy involving phased de-

regulation of the urea sector.
Under a three-phase action plan, it has
mooted a modified normative retention
price scheme (MNRPS) in the first
phase; subsidy at uniform rate for all
the units in the second, and total de-
regulation in the third.

The emphasis in all the three phases
i5 on standardising various items of
cost. In ‘the first phase, even as unit-
wise dispensation is proposed Lo be re-
tained, it would appear that certain
items of cost would be standardised.

In the second phase, a single price
will be given to all the units, whereas,
in the third, the price will be markei-
driven; the latter too, would be broadly
uniform subjeet to small variations de-
pending on freight and local taxes.

Considering the vital importance of
the fertiliser industry in supplying es-
sential plant nutrients for increasing
production of foodgrains, serious im-
plications of the contemplated move on
its health and growth need to be care-
fully evaluated before taking a plunge.
First, a look at the present dispensation
— the unit-wise retention price scheme
(RPS).

Under the RPS, the reasonable pro-
duction cost is allowed on the basis of
prescribed efficiency norms in regard
to capacity utilisation and consumption
of raw materials and utilities.

For instance, in respect of the ammo-
nia plant — prime intermediate in the
production of urea — the utilisation
norm of 90 per cent of the assessed ca-
pacity is taken for gas-based plants in
respect of production from the second
o the tenth year: from the eleventh
vear onwards, this is 80 per cent. Like-
wise, norms are prescribed for con-
sumption of inputs, including feedstock
(for example, ‘X" cubic metres of gas
needed to produce a tonne of urea).

The above norms when applied to
expenditure in various segments give
the corresponding component in the
overall production cost.’ For instance,
the cost of servicing the capital — re-
turn, depreciation and interest (in Rs.
crores) when divided by the normative
production level will give its contribu-
tion {in Rs. per tonne).

Likewise, the delivered cost of the
concerned input, that is, Rs. per cubic
metre gas when multiplied by the norm
in cubic metre will yield its contribu-
fion in Rs. per tonne. The system is,
thus, a combination of norm and ac-
tuals; norm for efficiency, which is un-
der the unit's control, and reasonable
actual for investment/cost of input
which is beyond.

Contrary to the impression in some
guarters that the RPS is a cost-plus sys-
‘tem, this is normative. In other words,
Al the unit operates below the pre-
‘seribed efficiency norm, it would stand
‘to loose whereas, if it does better than
the norm, it would gain. Unfortunately,

in the suphoria over the so-called cost-
plus, this fundamental point is often
missed.

Even when production cost goes up
due to an increase in the cost of input
over which it has no control, often the
indusiry is blamed. A quick analysis of
the increase in the production cost of
urea between 1980 and 1999 would re-
veal that it went up by a monumental
Rs. 9,600 crores purely because of the
hike in the price of various hydrocar-
bons — naphtha, natural gas, fuel oil/
LSHS {while this calculation is based on
basic/ex-refinery prices, taking into ac-
count the delivered cost at plant site
which includes cascading effect of tax-
es/duties, the impact will be much
more).

During this period, even as extra re-
alisation from inerease in selling price
was about Rs. 3,300 crores, the uncov-
ered gap of Rs. 6,300 crores got reflect-
ed in increased subsidy. It would be
illogical and highly improper to attri-
bute this to the alleged inefficiency or a
bonanza to the industry. :

A pertinent guestion is: Why is the
delivered cost of inputs allowed on ac-
tual? This is because there are signif-
icant inter-plant variations in respect
of feedstock, location, technology, and
S0 0.

For instance, currently, the cost of
feedstock to a naphtha-based plant at
about Rs. 1,100 per million Kcal is
more than double the cost to a gas-
based plant along HBJ pipeline at
about Rs. 500 per million Keal. Even
within any given feedstock category,
differences arise due to local taxes
which vary from as low as 5 per cent in
UP to 17-20 per cent in Gujarat/Goa.

Against this backdrop, il in price fix-
ation, the input cost is taken as uni-
form, a unit paying for these at a higher
rate will be unjustifiably penalised,
whereas another unit paying less will
get a windfall.

While seeking to protect the produc-
ing units from exogenous shocks, such
as increasing price of feedstock and
other inputs, the existing dispensation
raguires them to work at fairly high
levels of efficiency to achieve reason-
able profitability. It contributed re-
markably to the rapid growth of the
industry particularly in the 1980s. In
the 1990s, the pace slackened primar-
ily due to frequent fiddling with the RPS
by way of tightening of norms, denying/
delaying payments of reasonable cost,
and so on,

As a result, despite operating at high
capacity utilisation, units are not able
to achieve even the 12 per cent post-tax
return allowed under pricing which, by
itself, is unattractive compared to the
much higher returns available in other
sectors. This has also affected fresh in-
vestments.

Against this backdrop, we need to be
careful as to what modification is
aimed at in the first phase. Whether or
not there is need for rationalisation of
the norms for capacity utilisation/nor-

mative production, consumption of
feedstock, utilities and so on, is a de-
batable point.

However, a view on these has to be
taken in a holistic and coordinated
manner to ensure that reasonable
profitability and cash flows of the effi-
ciently performing units are not affect-
ed. But, more important, it would be a
serious misiake to take delivered cost
of inputs on a uniform basis! The pit-
falls of this approach may be seen by
looking at the following facts.

Given the feedstock cost of Rs. 1,100
per million K.cal to a naphtha-based
plant and Rs. 500 per million K.cal to a
gas-based plant along HEJ (as men-
tioned above), if, in price fixation, cost
is taken at a uniform Rs. 800 per mil-
lion K.cal (average of the two) then,
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even assuming same level of energy
consumption, say, 6.5 million K.cal for
a tonne of urea (inherent efficiency of
naphtha-based units is lower) then, the
former will incur an unwarranted loss
of about Rs. 1,950 per tonne whereas,
the latter will get a bonanza of equiv-
alent amount.

Even within the same feedstock cate-
gory, say, units based on naphtha, in
the face of significant inter-plant var-
iations in delivered cost due to differ-
#nces in ex-refinery price, freight and
local taxes, adoption of a uniform price
will lead to serious distortions.

Due to the virtual absence of any
freedom to the management for ratio-
nalising/reducing manpower, reducing
these expenses is a daunting task. De-
spite this, adoption of uniform basis

ifferences first

would seriously erode margins of effi-
ciently-run units.

The prescription for uniform subsidy
for all producing units in the second
phase is a logical extension of the nor-
mative approach contemplated in the
first phase to provide for a single price
realisation (selling price plus subsidy)
for all the units.

So long as there are wide inter-unit
variations in cost over which units have
no control, this would lead to far more
serious distortions as this dispensation
tantamounts to imposing uniform cost
in all areas (unlike the first phase
wherein the approach could be selec-
tive). Even in a market-based regime
(the third phase) which will also gener-
ate uniform price realisation, the impli-
cations will be broadly similar.

In view of the above, before proceed-
ing with the contemplated plan of
phased de-regulation, the Government
should make a serious effort to min-
imise the inter-plant variations in cost.
And before that, the feedstock cost to
all the units should be brought more or
less at par.

This would require bringing down
the cost of naphtha and fuel oil/ISHS,
besides further reducing the price of
gas from the existing $2.5 per million
BTU (British thermal unit). We should
aim at a uniform price of no more than
$1.5-2 per million BTU for all feed-
stock.

Currently, plants along the HBJ are
burdened with transport charge of Rs.
1,150 per thousand cubic metre, which
translates to about $0.8 per million
BTU. This, by itself, is artificially in-
flated, as pointed out by JPC (1992)
which recommended its lowering to
reasonable levels.

Furthermore, there is need for equi-
table sharing of the burden by all units
including those located near the source
of gas. In a limited way, such a dis-
pensation is already in operation in as
much as all plants along HBJ are
charged the same rate irrespective of
location; this approach needs to be
broad-based to cover all units.

Urgent steps need to be taken to en-
able new plants to tide over the burden
of high capital cost. Towards this end,
the Government may give a one-time
capital subsidy; alternatively, a portion
of the loan liabilities from the financial
institutions (Flsybanks may be extin-
guished. This would enable such plants
compete with old/depreciated plants on
aequal footing. - [

Only'if all. these pre-raguisites are
put in place within a reasonable time-
frame, should the Government venture
into a uniform pricing system leading
to- eventual market-based regime. At
that stage, when, free import of urea is
also contemplated, duty at an appro-
priate level should be introduced to af-
ford protection to the domestic
industry.

Even as the duty may vary depending
on the cost of imports vis-a-vis reason-
able cost of supply from domestic units,
the bound rate (the maximum permis-
sible) under WTA, should be declared
at a reasonably high level to allow for
axtreme situations (such as at present)
of imported urea coming at throw-
away prices.

{The author is Chief Economist, Fertiliser
Association of India, New Delhi.)

— - -




