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Buyback pact in urea plan is faulty

by UTTAM GUPTA

HE low international price of urea has
TTEP[W[E["}" caused lot of worry in official

circlesin view of itslikely adverse effecton
RCF and Kribhco, the two government of India
undertakings, which together hold 50 per cent
equity in Oman Fertiliser Company (OFC)l—the
rest being held by Oman 0il Company (00C)—
formed to implement the 1.5-million-tonnes
per annum urea projectin Oman.

The worry arises because of a provision in
the agreement for buyback of the entire pro-
duction from the plant at 100 per cent capacity
utilisation. Under it, RCF and Kribhco are
required to buy urea from the project at the pre-
vailing international price. Since the price
moves up and down depending on global
demand-supply balance, realisation from sales

| would fluctuate against a benchmark price—

reportedly about $120 per tonne—at which
reasonable cost of production including a rea-
sonable return is [ully covered.

Thus. when the FO.B. priceis lower than the
benchmark price, RCF/Kribhco will haveto give
a solt loan equal to the difference multiplied by
guantum purchase, Take [or instance, FOB.
price of $30millionon atotalproductionof 1.5
million tonnes. This would, thus, be the loan
amounl,

The project is expected to be commissioned
aboul three vears from now. Therealter, as and
whenthe prevailing international priceis lower
than $120 per tonne, the condition would
apply. The government's worry is, therefore,
understandable. But the mool question is did

we not know the implications at the time of
signing the agreement:

Alter all, in the past, prices touched lower
levels—$%70-90 pertonne in 1987 and $92-95
pertonnein 1993, Therefore, we need not have
waited for yet another downturn to realise the
folly of what wasbeingcontemplated. Itisacase
of having made a mistake in full knowledge of
facts, and then bemoaning its inevitable conse-
quences. The agreement is patently unjust,
inequitable and discriminatory. Thisis because,
in a reverse situation, when the international
priceis higherthan the benchmark priceresult-
ing in a gain to OFC and corresponding loss to
RCF nad Kribhco, there is no provision for com-
pensation tothe latter. For OFC, itis headsI win,
tails you lose.

A review of FO.B. prices during the last 20
years or so reveals that generally it was above
$120 per tonne. Against this backdrop, most of
the times, we would be paying more than the
reasonable production cost. Moreover, with the
latter itsell going down owing to diminishing
interest burden (even as the feedstock cost
remains unchanged), margins of OFC will be
progressively higher.

During the 90s, growth ol urea capacity in
India has considerably slowed down owing to
policy uncertainties. These have been further
accentuated by the government's reported
rejection of the policy package recommended
by the high-powered Hanumantha Rao Com-
mittee. Therefore, the pace of addition to capac-
ity is unlikely to pick up. Hence, imports will
further increase to meet growing demand.

With a major importer like India entering
the international market to meet a substantial
portionof its demand, pricesare bound toshoot
up. Under the buyback, thus, we shall be paying
at still higher rates, in turn, adding to margins
of OFC at the expense ol RCF and Kribhco.

[tmaybearguedthat RCF and Kribhcobeing
equal equity partners, they will automatically
share gains with OFC. Thisistrue, butonlyif the
profits are distributed as dividend. Even in this
scenario, only 50 per cent of extra money that
we paywouldMowbacktoRCF and Kribhco. The
situation would be much worse il only a portion
ol profits are distributed, which Is a common
corporate practice.

While the clause relating to soft loan is illog-
ical, inequitable and unjustified, we need to
ponder whether the government's decision to
buy urea at the prevailing international price
wastherightthing todo.Isit notcontrary tothe
raisondeatre forsetting upajoint-venture facil-
ity at Oman?

Because ol availability of cheap gas—at
$0.77 per million btu, against $3.0 per million
btu to gas-based plants in India along HBJ and
about $5.9 per million btu for naphtha-based
plants—the objective was that we could pro-
cure urea from the joint venture at a much
lower cost, But linkage of purchase under buy-
back at the international price denies us this
benefit. Il only we had tried to contract for sup-
plies at the benchmark price, that 15, $120 per
tonne, for the entire life of the project, we would
have been much better off and also justified our
going to Oman. L



