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Dividend
payouts upset
oil PSUS’ green
switch plan,
says Moody’s

PRESS TRUST OF INDIA
New Delhi, October 5

THE EXTRACTION OF large
shareholder payouts from
national oil companies by the
government leaves little cash
surplus for them to meaning-
fully invest in low carbon alter-
natives, Moody’s Investors Ser-
vice said on Monday.

The government has man-
dated national oil companies
suchasOiland Natural Gas Cor-
poration (ONGC) to pay a mini-
mum 30% of their net profit as
dividends to shareholders. The
government benefits out of
such payout as it is the largest
shareholder in these firms and
also gets tax on such payouts.

Inanewreport,Moody’s said
energy transition poses varying
degrees of credit risk to the
world’s largest national oil com-
panies (NOCs).

“The government of India
has also been extracting large
shareholder payouts from its
NOCsleaving little cash surplus
forthem tomeaningfullyinvest
in low carbon alternatives,”
Moody’s said.
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JYOT MUKUL
New Delhi, 5 October

dinburgh-based Cairn
EPlc, which slapped a

restitution notice on
the Indian government under
Bilateral Investment Promo-
tion and Protection Agree-
ment (BIPA) in March 2015, is
crying foul because its frozen
assets here have been sold by
the Delhi income tax depart-
ment over a period of time.
This is the fallout of a long-
drawn case involving retro-
spective taxation of capital
gains on transactions between
foreign entities involving
assets based in India. The
company no longer has assets
or investments in India. Once
a feted poster boy for invest-
ing in India’s sedimentary
basins for oil and gas that
could save imports, its paltry
0.1 per cent holding in
Vedanta and the dividend that
accrues from it are in the cus-
tody of the department.

The 320,000-crore Voda-
fone arbitration award that the
Union government lost recent-
ly was widely considered a test
case of India’s retrospective tax
legislation that was passed in
2012. That verdict will probably
be challenged in the Indian
courts. But an arbitration
award for Cairn Plc has been
awaited for almost two years.
The company wants $1.4 bil-
lion from the Indian govern-
ment in damages, and is
peeved at selling its almost
5 per cent holding in Vedanta,
which merged with Cairn India
in April 2017. Does this long
delay point to backroom nego-
tiations with the government
of India? All that Cairn Plc’s
official spokesperson said is
that the award is expected
“after summers”.

Though the dispute sits
like a black hole on the Cairn
Plc balance sheet since the
company has not accounted
for the tax demand, the com-
pany’s history and much of its
fame even now is linked to a
remote acreage in Rajasthan’s
Barmer district. The field pro-
duces around 20 per cent of
India’s total crude oil produc-
tion of 680,000 barrels a day.
This is the same asset in which
Shell India bought interest
after signing a production
sharing contract on May 15,
1995, with the original licens-
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The slippery slope of
back-dated law

The retrospective tax controversy was highlighted by Vodafone, but
Cairn PIc's continuing problems point to the impact this law has had
on FDlin India’s oil and gas sector

Global footprint

» UK: In the North Sea, a20%
interestin the Catcherarea,
29.5% interestinthe
Kraken area

» MEXICO: Acreage in Atlantic
Margin, interests in four
blocks in the Gulf of Mexico

» SURINAME: 100% interestin
Block 61in the Guyana-
Suriname basin

» SENEGAL: First deepwater
discoveries in the countryin
the Atlantic Margin. Cairnin
July2020 announced selling
interest to Woodside.
Transaction expected to
dosein QL2020

» COTE D'IVOIRE: Force majeure
invoked in seven Tullow-
operated onshore licences
where (airn has30% interest

» MAURITANIA: Awaiting
renewal of licence with
90% interestin (7 block
afterTotal exited

P ISRAEL: Interestin eight
offshore licences

ee, Oil and Natural Gas
Corporation (ONGC) and the
Union government, but pulled
out soon because it had little
interestin India’s not-so-rich-
ly endowed basins.

Shell sold its entire stake
in the Barmer block to Cairn
Ple, then a small company
even globally. But Mike Watts,
then the exploration in-charge
at Cairn and a legendary fig-
ure in Rajasthan’s oil history,
and his team found reserves of
1.1 billion barrels of oil in
Barmer, a discovery that
quadrupled the company’s
share price and catapulted it
into the FTSE 100 index.

As former ONGC chairman

and managing director R S
Sharma pointed out, “Cairn

Plc’s success in Barmer
changed the perception of glob-
al oil and gas companies about
the Indian sedimentary basins.
It also explains the impressive
participation of global players
in the initial rounds of New
Exploration and Licensing
Policy (NELP) bidding.”

Sharma headed ONGC
when Cairn Plc sold its India
arm Cairn India to Anil
Agarwal’s Vedanta group in
2011 to cash in on the value it
created at Barmer. He also
presided over some hard bar-
gaining with the new buyers
on an arbitration case involv-
ing cess payment. The Union
government sided with
ONGC, which holds a 30 per
cent interest in the block, and
asked for the withdrawal of
arbitration by Cairn India as
one of the conditions to
approve the sale.

Cairn India was created by
its British owners and listed on
the Bombay Stock Exchange
in 2007. Just before that, Cairn
UK’s holdings in nine sub-
sidiaries were transferred to
the Indian entity. Information
of this transfer formed part of
the initial public offer docu-
ment when regulatory
approvals were taken. But, the
tax department in January
2014 sent Cairn a notice to file
its return on these transac-
tions. That was because the
law on capital gains involving
transactions by foreign enti-
ties on assets in India has been
amended in 2012.

Much before the amend-
ment, however, the tax depart-
ment had asked British tele-
com giant Vodafone to pay
11,000 crore for the transac-
tion with Hong Kong-based
Hutchison Whampoa to buy
the Essar-promoted telecom

company then known as
Hutchison Essar. This tax
claim did not stand the test of
courts even in 2013 when the
Supreme Court struck down
the demand.

The capital gains tax
demand on Cairn Plc was
made under this infamous ret-
rospective amendment
around the time it was strug-
gling to sell its India business
to Vedanta. The tax assess-
ment asked for a principal tax
of 210,200 crore due on the
2006 transactions with appli-
cable interest and penalties.
This claim sounded the death
knell for foreign interest in
India’s oil and gas sector.

“Such tax amendments
and unreasonable arm-twist-
ing by the Indian tax regime
turned away such major play-
ers from the subsequent NELP
rounds,” said Sharma. But
despite Sharma’s assertion, it is
also a fact India is low on
investment priority when it
comes to the upstream sector
because the geological chal-
lenges in deep waters of some
basins make the task difficult.

Barmer, in fact, did have its
share of technical challenges
that were compounded by dif-
fering interpretations of con-
tract terms. Shell gave up
because it could not see viable
reserves; when the block was
finally developed under Cairn,
the crude oil was of superior
sweet quality but also “waxy”,
making transportation a tech-
nical challenge. A specialised
pipeline was put in place to
transport it but a long battle
with the government ensued
on whether the investment in
the pipeline should be allowed
as a cost recovery under the
production sharing contract.

‘The oil exploration and pro-
duction business involves a
high degree of risk capital
because of the geological uncer-
tainties of blocks, so reserves
are only best-guess estimates.
Under NELP and pre-NELP
blocks, the government’s take
from these blocks — a term
known as profit petroleum —
isderived after costs are deduct-
ed. These costs, in the form of
number of wells to be drilled,
were defined at the bidding
stage, making returns uncer-
tain. This inherent uncertainty
in the oil business only
becomes more slippery if poli-
cy changes hound critical risk
capital retrospectively.
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ovt mulls domestic gas floor price
system to protect explorers’ margin

IANS B NEW DELHI

The Government proposes
to implement a new floor
price mechanism for gas pro-
duced from domestic fields by
companies such as the Oil and
Natural Gas Corporation
(ONGC) to prevent the fuel
price from crashing below an
identified threshold in current
subdued market conditions.

Domestic gas price has
fallen to $1.79 per million
British thermal units (mmBtu)
for the October-March period
of the current fiscal.

The administered price of
the gas has fallen in the last four
six-monthly revision cycles
and has now reached the low-
est price levels since 2014.

At this level of natural gas
prices, exploration compa-
nies such as ONGC actually
lose money on fuel as tariffs
crash.

Sources said the Petroleum

Ministry is considering a pro-
posal under which domestic
gas will have a floor pricing that
would be linked to gas prices
with the Japan-Korea Marker,
a benchmark index used to
determine LNG tariff in North
Asia with a discount.

With JKM prices hovering
over $5 per million British
thermal units (mmBtu) even
with a $1 mmBtu discount, the
Indian gas floor price under
this formula will be close to $4
mmBtu.

This is much higher than
the government’s current
administered price of natural
gas and would give necessary
margins to oil explorers to
economically maintain gas pro-
duction cycles.

“Nothing has been
finalised on having a gas floor
price as of now. A panel in the
Petroleum Ministry is looking
at various options and the best
course would be adopted that

has little impact on consumers
but also supports oil and gas
companies with remunerative
and sustainable gas prices,’
said a source.

While a gas floor price at
this juncture would benefit oil
companies, it could render the
price of piped natural gas to
households and CNG for trans-
portation expensive.

The average cost of gas
production for the country’s
largest public sector oil com-
pany ONGC is about
$3.7/mmBtu, much higher
than the current regulated price
of natural gas at $1.79/mmBtu.
If the current demand cycle in
the oil market sustains, gas
prices may fall even further.

Lower gas price is bad
news for the ONGC as it would
mean further suppressed mar-
gins and losses. The company
is set to lose close to Rs 6,000
crore on low gas prices this
year, brokerages have said.
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Govt using wage pact, stock scheme to ‘tame’
BPCL employees ahead of privatisation: unions

P MANOJ

Mumbai, October S

The government is looking to
‘tame’ employees of Bharat Pet-
roleum Corporation Ltd (BPCL)
in a bid to check resistance
through litigations against the
privatisation of the state-run re-
finer. A long-term wage agree-
ment and employee stock pur-
chase scheme (ESPS) are being
used as levers to achieve this
goal, say employee unions.

The offer of shares under
ESPS is “subject to the applicant
not being party to any chal-
lenge to the proposed strategic
disinvestment  of  BPCL,
whether  individually  or
through any collectives and
whether by way of any litiga-
tion or by way of any represent-
ation/complaint to any author-
ity whomsoever”, says a BPCL
document.

Clause 1 (f) of the Memor-
andum of Agreement (MoA) on

wages

and other matters

merger and 12 per cent fitment.

signed between BPCL and two
unions representing market-
ing workmen for 10 years,
states: “The management re-

BPCL is now coaxing the re-
maining six marketing work-
men unions and eight unions
representing workmen  at

serves therighttore-
view and revisit the
MoA once every
three years, with
firstsuch review due
we.f.01.06.2022.”
BPCL has eight
unions represent-
ing marketing work-
men. The two uni-
ons that signed the

“If we sign this
agreement, we
will never be able
to challenge any
dispute arising
out of it in courts.
It will not even
be entertained by
the courts.”

Mumbai and Kochi
refineries to sign
the same MoA
though the terms
of the wage agree-
ments for market-
ing and refineries
were always differ-
ent. These unions
are seeking 100 per
cent DA merger

MoA on September
24 are the Shiv Sena
affiliated BP Karmachari Union
(BPKU) in Mumbai and the
AITUC affiliated Petroleum
Workers Union in Delhi. The
MoA was discussed by the man-
agement with the BPKU alone.
The wage agreement signed
by the two unions includes 95
per cent Dearness Allowance

and 15 per cent fit-
ment, similar to
what was signed by other oil
PSUs as per norms of the De-
partment of Public Enterprises.

VRS-linked undertaking

BPCL is also asking employees
who have taken voluntary re-
tirementrecently to signan un-
dertaking, accepting all the

terms and conditions of the
long-term settlement (LTS) on
wages while leaving the com-
pany, to get the benefits. This
undertaking is being sought ir-
respective of whether the em-
ployees who have opted for VRS
are members of the two unions
ornotand even from those con-
tinuing in service, potentially
to bypass the resisting unions.

“Can we give the manage-
ment such unilateral right to
overhaul a wage settlement
after three years by giving three
months’ notice. If we sign this
agreement, we will never be
able to challenge any dispute
arising out of it in courts. It will
not even be entertained by the
courts,” says Aji M G, general
secretary, Cochin Refineries
Workers Association, which is
affiliated to the CITU.

BPCL did not respond toan e-
mail sent on October 2 seeking
comment.
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Moody's: National oil
firms less prepared to
deal with credit risk

State-owned oil firms are less
prepared thantheir private
counterpartsto deal with the
creditrisk arising out of energy
transition even though sove-
reign linkage provides some
competitive advantages,
Moody's Investors Service has
said. A report says energy
transition posesvarying
degrees of credit risk to the
world’s largest such firms but
statefirmsinoil importing
countriesare less exposed to
carbontransition risk than
those in oil exporting
countries. BS REPORTER
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M O0il PSUs Spent 724K Crore
as Capex Till August

NEW DELMNIState-run oil companies
have spent a quarter of their 2020-
21capex targetinthe first five
months of the year as the pandemic
decelerated project execution. All state-run oil
companies have together spentz24,626 crore
in five months through August, 25% of the total
capital expenditure of ¥98,522 crore planned
for the current financial year, accordingto the

oil ministry data. - Sanjeev Choudhary
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Unified tariff
likely to make KG
Basin gas cheaper

FE BUREAU
New Delhi, October 5

THE NEW UNIFIED gas pipeline
tariff regulation, once imple-
mented, is expected to signifi-
cantly cut rates of gas to be pro-
cured from the Krishna
Godavari Basin (KG Basin),
Nomura analysts
said. Based on the
FY20 consumption
levels, the Petro-

Based on the
FY20 consumption

current tarifflevels — if the new
unified tariff norms are put in
place,thebrokerage firm noted.
The unified tariff would be
applicable on the integrated
trunk network of 13 pipelines
with combined volume of 113
million standard cubic meter
per day (mmscmd) — about
75% of the coun-
try’s FY20 con-
sumptionlevels —
mostly run by

leum and Natural Ieve.ls, t.:he PNGRB  tate-run Gailand
Gas Regulatory hasindicated that Gujarat  State

Board (PNGRB) has unified gas Petronet (GSPL).

indicated that uni- pipeline tariff Analysts  at
fied gas pipeline |, ild be around ICICI Securities
tariff would be % 56.8 ber mmBtu pointed that uni-
around X 56.8 per =P fied tariff would
million British ther- == helpboost the Urja

mal units (mmBtu).

Under the current additive
pricing regime, the transporta-
tion cost of gas sourced fromthe
KG Basin, touted to be the
largest source of upcoming new
gasinthecountry,isintherange
0f X100 to X193 per mmbtu.

For the Jagdishpur-Haldia-
Bokaro-Dhamra (Urja Ganga)
pipeline,rates of gas transporta-
tion from the KG Basin might
fall by as much as ¥128.3 per
mmBtu — or 66% lower than

Ganga pipeline’s
utilisation,as otherwise,itsrates
wouldbe prohibitively high.The
ideabehind unified tariffsisthe
development of new gas mar-
kets in far flung areas by ratio-
nalising pipeline transportation
rates.The current additive pric-
ing system raises pipeline
charges every 300 km, discour-
aging potential consumers
located in areas far from the gas
production facilitiesand import
terminals.
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© VEDANTA RATING: NEUTRAL

Weak commodity prices impacted Q1
A*

The aluminium business
offset weakness in zinc
and O&G; all eyes now on
delisting process; retain
‘Neutral’ with TP of 148

VEDANTA'S (VEDL'S) Q1FY21 results
reflect the impact of weak commodity
prices as Ebitda declined 12% g-o-q to
¥39.9 bn. However, Ebitda beat esti-
mates led by higher profitability in alu-
minum business.All eyes are now on the
proposed delisting of VEDL by the pro-
motersand the reverse book-building for
the same started on 5th Oct’20 and will
be open till 9th Oct’20. The final out-
come on the success or failure of the
delisting would be known on 16th
Oct’20.Maintain Neutral.

Aluminum business offsets weak-
ness in zinc and Oil & Gas (0&G):
Q1FY21 Ebitda declined ~12% q-0-q
due to a sharp plunge in commodity
prices. However, it was above our expec-
tations of 29.9 bn due to higher prof-
itability in aluminum business (Ebitda of
%13.0 bn v/s est. 6.2 bn). The company
benefitted from reduction in renewal
power purchase obligation (RPO) to the
extent of ¥3.95 bn. Adj. PAT, however,
grew 30% g-o-q to ¥10.3 bn due to
higher other income (higher marked to
market gains) and lower depreciation
(due toimpairment of book value in O&G
business done in Q4FY20).

The share of Ebitda from Hindustan
Zinc (HZL) and O&G businesses (at ¥20.7
bn) declined to 52% (v/s 62% in
Q4FY20),thelowest in thelast fouryears.
This was largely due to lower commodity
prices.The O&G segment reported Ebitda
0f¥4.9bn (down 43%q-0-q/73%y-0-y),
primarily due to lower oil prices (down
37% q-0-q). HZL had earlier reported
Ebitda of¥15.8 bn,down 20% q-o-q, pri-
marily due to lower zinc prices.

Aluminum business’Ebitda surprised
with 15% q-o-q growth despitea~12%
plunge inaluminum prices sequentially.
This was due to the sharp reduction in
hot-metal cost of production (CoP) to
$1,268/t (-12% g-0-q), supported by

lower coal and alumina cost.

Net debt surged ¥35 bn g-o-q to
%248 bn due to dividend payment by
HZL and higher working capital. Cash
and cash equivalents stood at ¥338 bn.
VEDL through its overseas subsidiaries
has lent $307 m to its parent Vedanta
Resources (VRL) and other promoter
group entities, which is repayable by
Jun’21. Management expects 10-year
extension of the profit-sharing contract
(PSC) for its O&G block R]-ON-90/1 in
Rajasthan to be on existing terms (i.e. at
400% profit sharing). The government,
however, is demanding an increase of
10% in the profit sharing to grant an
extension.The matteris underlitigation

Financials & valuations (2 billion)

Y/E MARCH 2020 2021E 20226
Sales 831.7 789.3 875.9
Ebitda I 1941 | 213.8 | 239.2
Ad). PAT 32.6 55.8 53.8
Ebitda margin (%)J 233 271 [727.3
Cons.Adj.EPSR®) | 8. 15.0 145

EPS Gr. (%) FO0L 710 3.6
6. 149. 148.

Ratios

Net D:E 0.7 l 0.6 I 0.6
RoE (%) 5.6 10.1 9.7
RoCE (%) ] 84 1186 117
Payout (%) 534 85.5 126.7
Valuations

P/E(X) [ 1567 91 ] 95
P/BV (x) 0.9 0.9 0.9
EV/Ebitda(x) | 60| 55| 4d
Div. Yield (%) 2.8 7.8 111
FCF Yield (%) [ 256 231 221

*Attributable Ebitda Source: Company, Motilal Oswal

and is due for hearing on 16th Oct’20.

Valuation and view

Wehave factored in the post-COVID recov-
eryin commodity prices in our estimates.
VEDLs cost reduction in aluminum, zinc
capacity expansion completion and
expected ramp-up in O&G should also
support FY22e earnings growth. Over
FY20-22e we estimate CAGR of 11% in
Ebitdaand 28%in EPS.Loan extension of
$307 m to its promoter group entities
highlights the stretched balance sheet of
the promoter. We value VEDL on SOTP
basistoarriveataTPof ¥148.

MOTILAL OSWAL
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Oiljumps 6%on
Trumphealth

New York: Oil prices surged
6 per cent on Monday after
doctors said US President
Donald Trump could soonbe
discharged from the hospi-
tal where heis being treated
for Covid, while six
Norwegian offshore oil and
gas fields were shut as more
workers joined a strike. Brent
was up $2.30, or 5.9%, to
$41.57 abarrel by 1:09 p.m.
EDT (1709 GMT).REUTERS
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