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Chapter-I: Background

1.1 The Ministry of Petroleum & Natural Gas (MoP&NG) vide its letter No.O-

19024/9/2004-ONG.V, dated August 1, 2006 (Annexure-I) , constituted a

Committee with the following composition to formulate transparent

guidelines for approving natural gas price formula/basis for giving

Government approval under the Production Sharing Contracts (PSCs):-

Joint Secretary & Financial Advisor, MoP&NG -Chairman
Joint Secretary (Marketing), MoP&NG -Member
Joint Secretary (Exploration), MoP&NG -Member
Director General Hydrocarbon -Member
Director (Exploration-II), MoP&NG -Member-Secretary

1.2 The Terms of Reference of the Committee is reproduced below:-

!Government of India has signed several contracts under NELP and CBM

policy. With further offers of Blocks being made, the number of contracts

will go on increasing. The contracts provide freedom to the contractors for

selling of gas in India. The contracts require approval of the Government

on the gas price formula/ basis for the purpose of valuation of natural gas

for computing cost petroleum, profit petroleum and royalty and other

calculations required under PSCs and royalty and PLP under CBM

contracts"""""Ideally, the prices ought to be determined t hrough a

transparent open competitive bidding process to discover gas price, as

has been done in some of the fields in India. However, where no such

open competitive bidding route has been followed or it was not feasible for

the seller to follow open competitive bidding process or the Government

has reasons to believe that the bidding process followed by the seller is

not transparent, in that context, the Committee may examine various

alternatives including linking to a basket of freely traded fuels in

international markets; indexing on the basis of imported LNG; indexing to

prices determined in other competitive markets in the region and/or
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international exchanges or any combination of these formulae etc and

formulate guidelines to be followed for the valuation of gas under these

PSCs.#

1.3 The Government of India has signed various Production Sharing

Contracts (PSCs) under New Exploration Licensing (NELP) and Coal Bed

Methane (CBM) Policies for exploration and production of crude oil and

natural gas. In terms of the Model Production Sharing Contract, the Indian

domestic market has the first call on the production of gas. Although the

contractor has the freedom to sell gas within India, he has to do so on the

basis of arms-length transactions between non-affiliates.

1.4 Government has a vital stake in the valuation of natural gas as the

revenues of the Central Government as well as the concerned state

governments depend upon such valuation. Royalty on natural gas is

payable as a percentage of its wellhead value derived from the sales

price. Profit petroleum also depends on the sales realizations minus cost

petroleum. It is in this background that the PSCs have incorporated

provisions for approval by the Government of the formula or basis on

which the prices shall be determined, prior to the sale of natural gas to the

consumers/ buyers.
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Chapter-II: Sittings of the Committee and its deliberation s

2.1 The Committee held a total of seven sittings. It met on 04.08.06, 11.08.06,

18.08.06, 01.09.06, 13.10.06 and 7.11.06 respectively. It also sought

views of various stakeholders, as per the letter at Annexure-II. M/s Cairns

India, British Gas, Reliance Natural Resources Limited, Reliance

Industries Limited and Indian Chemicals Council had expressed a desire

to make a presentation before the Committee, which was agreed to.

Cairns India and British Gas made a presentation before the Committee

on 14.09.06 and Reliance Natural Resources Limited, (RNRL), Reliance

Industries Limited (RIL) as well as Indian Chemicals Council did so on

26.09.06. Besides, discussions were also held with TERI on the subject.

A questionnaire seeking factual information about market determined gas

prices/ contracts in India was also circulated to the concerned

organizations and the data/ information received are enclosed at

Annexure-III . Copies of replies and comments received from various

stakeholders as well as of the presentations made by some are enclosed

at Annexure-IV.

2.2 As may be seen from the comments sent and the presentations made by

the various stakeholders, divergent views have been expressed by them

depending upon their status as producers or consumers. The suggestions

given range from linkage to crude oil to a cost of production based system

and even to the affordability of end users. It was also evident that there is
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reluctance on the part of some organizations to share commercial details

relating to their gas sale contracts.

2.3 After detailed deliberations and examination of the various comments and

suggestions received on the subject, the Committee keeping in view its

mandate, decided to first clearly outline its approach and define its scope

of work. The following points were spelt out in this regard:-

(a) The Committee noted that its mandate did not relate to determining

the principles for pricing of natural gas. Its mandate was restricted

to suggesting transparent guidelines for valuation of natural gas in

exceptional cases where !arms-length transaction# as defined

under the PSCs has not been possible for some reason in the

context of the government take, i.e. profit petroleum, royalty, etc.

(b) The term !arms-length transaction# has been clearly defined in

Model PSC and, therefore, did not require any further definition by

the Committee. The Committee felt that price discovery through

competitive bidding between non-affiliates may be treated as

!arms-length transaction#.

(c) The Committee noted that in no case should its recommendations

be seen as an alternative to the competitive bidding process. Its

recommendations may be applied, if at all, only in very exceptional
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circumstances where for reasons conclusively beyond the control of

parties, competitive bidding has not been possible.

(d) The Committee further noted that for its purpose, the price of

natural gas $ both from NELP as well as CBM sources - may be

taken to imply the price at the landfall point (well head in case of

onshore production) as applicable on the date of actual supply. It

felt that the subsequent activities relating to transportation and

marketing of natural gas should be viewed as distinct from

production. Similarly, though the agreement or the contract for the

supply of gas may have been signed prior to or even after the date

of actual supply, the price for the purposes of the Committee meant

the initial price as applicable on the date of actual commencement

of supply.

(e) The Committee decided to restrict its consideration and

recommendations only to long-term contracts. Spot transactions,

the Committee felt, will have to be equated with the prevailing spot

prices in the international market.
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Chapter - III: Conclusions and Recommendations

3.1 Natural gas pricing is a complex and evolving concept, though the share

and importance of natural gas in the total energy basket is growing

steadily. Similarly, the global natural gas market is also at an evolutionary

stage. Being essentially different from crude oil and other liquid fuels in

terms of storage and transportation requirements, its market has not yet

acquired a fully integrated international character with benchmarked

prices. Regional markets are operating on regional considerations in the

USA, Europe and Asia-Pacific. The trend in the international market

shows a growing international trade in LNG/ piped natural gas as also an

increasing share of spot trading. However, in terms of pricing of natural

gas, it can be seen that until gas-to-gas competition develops, its price

tends to get linked to other liquid fuels. But in matured markets having

gas-to-gas competition, pricing of natural gas is emerging out of the

shadow of liquid fuels.

3.2 In so far as the Indian gas market is concerned, traditionally, the gas

produced by National Oil Companies (ONGC & OIL) has been sold at a

controlled price linked to a basket of fuels oils. With the advent of New

Exploration Licensing Policy (NELP), however, all fresh natural gas

production is to be sold in the open market at a competitively determined

price. The so called controlled APM gas is, therefore, a declining basket.

But the volumes of free gas (as distinct from APM gas) are still limited.
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The R-LNG contract with Qatar brought in some additional volume.

However, with large discoveries in the Krishna-Godavari Basin in the

recent years, the Indian gas market is poised towards growth and maturity

after 2008 and beyond. Simultaneously, more and more LNG and possibly

transnational pipeline gas is likely to enter the country in the years to

come and, eventually, the domestically produced gas in India would have

to not only compete with itself but also with imported LNG/ transnational

pipeline gas.

3.3 As already made clear in the previous chapter, the Committee did not go

into the principles of natural gas pricing as such. The various stakeholders

whose comments were invited by the Committee have dwelt at length with

the subject and have given detailed suggestions on the principles of

natural gas pricing. As expected, they have dealt with the subject from

their respective points of view and perspectives. The Committee confined

its attention to its limited mandate of valuation of natural gas for the

purposes of government take in situations where !arms length transaction

has not been possible. The Committee, however, took note of the

suggestions, etc made by the various stakeholders, which were relevant to

its mandate.

3.4 After considerable discussions, the Committee came to the view that in all

situations where a price discovery through competitive bidding is possible,

there should be no need to apply any other principle for valuation of gas.
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The Committee felt that in cases where the actual supply of gas has not

yet commenced, the process of price discovery through the open market

mechanism must be resorted to as provided under the PSCs. Only in

respect of cases where price determination through competitive bidding

has not been possible for reasons conclusively beyond the control of the

parties and the supply of gas has actually commenced should the

question of adopting guidelines for valuation of natural gas arise. At the

same time, the Committee felt that once a market determined price has

been discovered between the parties through a transparent competitive

bidding process, there should be no need for the government to interfere

with the same.

3.5 For such cases, where valuation of gas has necessarily to be done by the

Government/ DGH, the Committee felt that it should be done based on the

most recent competitively determined price in the region duly indexed to

the present. For example, there are some existing contracts of Cairns

India and British Gas both on the eastern offshore and western offshore

where prices have been discovered on the basis of competitive bidding.

In this context, the Committee, particularly, took note of the following

contracts:-
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Eastern Offshore

Contract Free Gas from Raava Satellite field

Contract year 2001
Period of contract Duration of the PSC, i.e., till September 2019
Floor Price USD 2.30/ MMBTU

Ceiling Price USD 3.30/ MMBTU since 2001

Price Review Due for revision in 2006

Pricing Formula Base Price x A / B

Where,

Base Price= 95% of average price of HSFO
in 1999-00, i.e., USD 2.74/
MMBTU

A= Average price of HSFO basket
12 months prior to quarter

B= 24 months average price of
HSFO in 1998-2000, i.e. USD
86.44/ ton

Methodology of Price
discovery

Limited tender invited and GAIL (as GOI
Nominee) matched the highest price

Daily Contracted Quantity 0.90 MMSCMD
Source:DGH

Western Offshore

Contract Panna-Mukta & Tapti fields

Contract year 2006
Period of contract Upto March 2008
Floor Price
Ceiling Price
Pricing Formula/ Price
Review

Fixed Price till 2008

Methodology of Price
discovery

Price discovered through limited tender.
GAIL matched the highest bid price of USD
4.75/ MMBTU

Daily Contracted Quantity Around 5 MMSCMD
Source: DGH
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Needless to say that each contract has a certain set of terms and

conditions applicable to it and when competitive bids are invited, they are

invited along with those set of terms and conditions. Therefore, alongwith

each competitively discovered price, there will be a market-determined

contract containing a set of terms and conditions. In the event of any

departure from those set of terms and conditions, the applicable price

would require necessary adjustments. In future, with increasing natural

gas availability, there would be more such market determined prices/

contracts in different regions which would serve as reference prices/

contracts, as suggested by the Committee.

3.6 The Committee had extensive deliberations in respect of indexation of the

most recently discovered market price in the region to the current levels.

It came to the view that since each market determined contract already

provides for a formula for indexation/price review on a periodic basis, the

same formula may be adopted for the purposes of such indexation. In

other words, through a competitive bidding process which also outlines

various terms and conditions, what is discovered is a market determined

contract and not just price. Once the price is reviewed as per the

provisions of that market determined contract, it becomes the most recent

market determined price in the region. If, however, some new market

determined contract has been concluded, in the meantime, that would

then become the reference market determined price/ contract in the

region.
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3.7 Typically, each long-term natural gas contract has a price review clause

every 5 years or more. The question arises as to what should be the

reference price if the valuation is to be done in respect of any year after

the effective date of reference contract but before the review becomes

due. The Committee, after considering the various options in this regard,

recommends that only for such interim periods, the percentage increase in

the price of cheapest liquid fuel [i.e., Furnace oil (FO)] may be considered

for the purposes of indexation. However, once the price has been

reviewed as per the provisions of the market-determined contract that

would become the reference price and not the one indexed on the basis of

percentage increase in the CIF price of FO as suggested. The Committee

has suggested indexation based on FO since it is not only the cheapest

liquid fuel but has also shown the least price volatility in recent years. As

an illustration, the following table brings out the annual average

percentage increase in the CIF prices of FO between 2002 and 2006:-
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Year 2002-03 2003-04 2004-05 2005-06

CIF Price (Annual Average)
$/ MMBTU

3.962 3.896 4.462 7.030

Over Previous
Year

-1.67% 14.52% 57.55%

Over Year
before Previous

Year
12.61% 80.43%

FO %age
Variation

in CIF
Price

Over 2002-03 77.43%

Assumptions:
1 CIF cost of HSFO 180 cst Arab Gulf is based on yearly average of monthly FOB prices as per

Platts'. Freight & Insurance cost is as per actual past trends. (Source: PPAC)
2 CIF cost (USD/ Tonne) converted into energy terms (considering calorific value of HSFO at

10,219 Kcal/ Kg and 1 Btu = 0.252 K Cal)

Index Numbers
2002-03 2003-04 2004-05 2005-06

A Over Previous Year 0.983 1.145 1.576
B Over Year before Previous Year 1.126 1.804
C Over 2002-03 1.774
Note: Index numbers computed by taking percentage variation in CIF prices of HSFO for

respective years.

3.8 The Committee would, however, like to reiterate that whenever the actual

supply of gas has not yet begun, the discovery of price and the contract

through a competitive bidding process must be preferred. Only where

such a course of action is conclusively beyond the control of the parties

and the supply has commenced, the above approach may be adopted for

the purposes of valuation of gas to determine the Government take. The

Committee was conscious of the fact that the approach that it

recommends should not only be logical, consistent with extant policy and,

as far as possible, balance the considerations of the producers,

consumers, government as well as the economy but it should also be able

to act as a deterrent for any departure from the competitive bidding

process. The Committee felt that if any producer has actually supplied gas
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to any consumer at a price, which is not determined through a competitive

bidding process, the government take (royalty and profit petroleum, etc.)

may be determined on the basis of the approach recommended in paras

3.5 to 3.7 by the Committee and the producer should be liable for ensuring

such payments. How the resultant additional burden may be shared

between the producer and the consumer, it should be left to them to

mutually decide. The Committee would like to clarify that the price of

natural gas derived as per its recommendations would only serve as the

floor. If, however, the price at which any producer has supplied gas to any

consumer happens to be higher than the one arrived at by the

methodology suggested by the Committee, then the higher price would be

reckoned for the purposes of Government take.

3.9 An ideal situation would be when the approach suggested by the

Committee is not required to be used at all. If the eventuality does arise,

the task of making the actual calculations based on the suggested

approach may be carried out jointly by DG, DGH and Director, PPAC

based on available authentic data. They would identify the most recent

market determined price/ contract in the region and work out the

indexation factor as suggested. Besides, they would also recommend any

adjustment, etc required on account of any departures from the terms and

conditions of the reference contract. Thereafter, it would be the

responsibility of DGH to ensure that the producer remits the government

take accordingly.
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