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Summary of Recommendations

Disinvestment Commission has submitted four sets of recomme%tib{ls to the
Government. A summary of the recommendations A4 given below:

Table 1 Disinvestment Modalities Recommended in Reports [I11T &IV
{ Modalities of Disinvestment No. | Name of PSU
Trade Sale 3 |[1TDC', MFIL, PHL®
Strategic Sale 7 HTL,ITLBALCO,BRPIL., KIOCL, MFL? HCL
Offer of Shares 4__ | GAIL, CONCOR, MTNL. MOIL”
Offer to Stable Shareholders (Cross hoiding) |t SCI
No disinvestment ] RITES
Disinvestment deferred 3 Oll., ONGC, POWERGRID
Total

1. Lease-cum-management contracts for holels in prime locations like Dethi and Bangalore
2. Offer 10 sell the total Government holdings to ONGC in the first option

3. At alater stage

The Commission has made General Recommendations which are as under:

General Recommendations

Remarks

The proceeds from the disinvestment may be placed separately in a
“Disinvestment Fund” and the National Renewal Fund should also
be merged with this Fund. The resources of the Fund may be
primarily used for temporarily meeting the losses of some PSUs
before disinvestment, where required, for a limited period during the
process of short term restructuring or closure, for strengthening
marginally loss making PSUs in preparation for disinvestment and
for providing benefits to workforce found to surplus during
restructuring or closure.

Given the advisory natuwre of the Commission, the Commission
recommends the formation of a Standing Empowered Group (SEG)
to ensure smooth implementation. The SEG could comprise the
Cabinet Secretary, Secretaries of the Ministry of Finance,
Department of Public Enterprises, Administrative Ministry of PSU
alongwith the CEO of the concerned PSU.

Table 2
Recommendations
Establishment of
Disinvestment
Fund (1:3.1)
Formation of
Standing

" Empowered
Group (1:4.1)
Guidelines on
Modalities - Offer
of Sale (1:4.2) &
.y

“Book building™ process similar to that followed in the international
market for GDR issue should be followed for Domestic Offer of
Sale to institutions aiso.




[ Guidelines on| Detailed and wansparent procedurc for the selection of strategic

Modalities - | partners recommended including the selection of Financial Advisors
Strategic Sale | for strategic sale.

(14.2) )
Guidelines on | Detailed and transparent procedure for the selection of all]
Selection of | internediaries for the Offer of Sale of shares either in domestic or
Intermediaries international market.

(1:4.3)

Retailing of PSU | Detailed procedure for offer of shares to small investors and
shares 1o small | employees has been recommended by the Commission. The

investors and | Commission has also recommended on the maximum number of
Employees ([:4.4) | shares and the discount to be offered to small investors and
employees.

Recommendation | In order to enable the PSUs to prepare for meeting the demands of
on Joining the | the capital market, Commission recommends that all PSl's which

NSDL (II.1) were earlier disinvested and which are proposed for disinvestment to| |
join the NSDL.

Voluntary Commission recommends that the Government to frame a clear cut

Retirement policy statement on the terms of VRS on a stable and long term

Scheme ([:1) & | basis and also suggests a modality for the implementation of VRS.
1V:I)

Commission has recommended delegation of autonomy on a graded scale as given below :

Table 3 Corporate Governance for PSUs - All PSUs

Professionalising | The Commission recommends that the Government initiate
the Board of | necessary steps to select experts and professionals from outside the
Directors (1:3.4 Government as non-executive Directors on the Board of Directors of

PSUs.
Provision for | Government in the interest of efficient management of the PSU,
Elected Directors | enable election of Directors who would represent the minority
(I:3.4) shareholders in the PSUs. Also the Government should enable

election of employee representatives on the Board of Directors in
proportion to the extent of employee sharebolding,

Selection of Top | The Commission recommends that the Public Enterprise Selection
Management Board (PESB) should be broadbased. PESB has to be given more
(13.4) powers to select the CEOs and other functional directors without
going to the Appointments Committee of the Cabinet. Minimum
tenure of five years for the CEOs and Functional Directors are
recommended and the age of superannuation be relaxed, if necessary
for this purpose.




Salaries and
Incentives for Top

In order to attract and retain talents, the salaries and allowances for
CMDs in Schedule (A) post should be raised to Rs.50,000 per

Management month immediately and should be reviewed and brought in line with
(1:3.4) industry in a gradual manner. Similar revision should be undertaken
for all in other Schedules.

Autonomy in } PSUs should be fully empowered on par with the private sector units
Price Fixation | 1o determine the prices of their products and services.

(1:3.4)

Accountability Present MoU should be revamped in order 1o measure the
(1:3.9) performance of PSUs more qualitatively with reference to

meaningful and challenging targets. Performance assessments
should be carried out at routine intervals by a joint team of the
Secretary of Ministry, CEQ and an outside senior professional,

Setting up of Pre-
Investigation
Board (1:3.4)

An independent specialised institution viz, the Pre-Investigation
Board is to be set up to evaluate the instances of malfeasance in
PSUs. It should evaluate all questionable commercial decisions at
the Board level to determine whether the decisions were taken with
malafide or corrupt intent. The members of the Pre-investigation
Board could include among others retired top executives from the |
financial sector, former CEQs of leading PSUs and professionals
with relevant business experience.

Strengthening_ the
Investor Interface
(1:3.9)

PSUs in general should equip themselves to meet the investor

queries by setting up investor relations group. This group shouid

regularly communicate with the investors and update them with the
rformance of the PSU.

Apart from the corporate governance recommendations mentioned above which are
applicable to all PSUs, the Commission recommends additional autonomies to Moderate
Performers and Strong Performers.

Table 4

Corporate Governance - For Moderate and Strong Performers

Moderate Performers

Powers to } Board of Directors should be empowered to transfer assets to a
Dispose of Assets | subsidiary or for the propose of outright sale, with requiring
1:3.4) Govemnment approval.

Freedom of { The Government should enhance the investment limits in cases

Investment within
certain fimits
(1:3.4)

where banks or institutional lenders have appraised and financed the
projects. The investment limits for each PSU could be fixed on the
criteria of the corpany’s tumover and requirement of funds in the
medium 1erm,




[ Strong Performers

Powers to form
joint ventures
(1:3.4)

The Board of Directors of these PSUs should be empowered to form
joint ventures with Indian or foreign companies so long as (e vtber
partner holds less than or equal stakes, without prior approval of the
Govemment other than the regulatory approvals as applicable to
private sector.

Full freedom with

regard to | investment decisions subject to the condition that these projects are
investments appraised and financed by banks or institutional lenders or where the
(1:3.4) total requirements of funds are met from internal accruals.

Recommended complete autonomy to these PSUs with respect to

Table S Specific R

ecommendations for 19 PSUs

Name of the PSU

Recommendations

Modem Food
(Industries) India
Limited (1:5.1)

Sale of the entire Government holding on as-is-where-is basis is -
recommended.

Gas Authority of
India Limited
(I:5.2)

Delegation of powers to Board of Directors be maximum in
accordance with definition of Strong Performer. Disinvestment upto
25% of the total equity capital between domestic and international
market depending upon the market condition.

India Tourism
Development
Corporation
(I:5.3)

Restructuring of the operations of ITDC by handing over the hotels
located in prime locations like Delhi and Bangalore to established
hote! chains through a competitive bidding process to run on long
term structured contract on lease-cum-management basis. Hotels
located in other places may be demerged into separate corporate
entities and disinvest 100% Govemnment holding in these new
entities.

Bharat_Aluminum
Co.Limited
(11:2.1)

Immediately disinvest 40% of the equity to a strategic partner either
domestic or foreign through a transparent and competitive global
bidding process with an agreement that Government within 2 years
will make a public offer in the domestic market to institutions, small
investors and employees to bring its holding to 26%. Further, there
should be an ongoing review of the industry situation and the
Government may disinvest its balance equity of 26% in full in favour
of investors in the domestic market at the appropriate time.

Bongaigaon
Refinery
Petrochemicals
Limited (11:2.2)

&

Strategic sale of 50% of shares of BRPL may be offered
immediately to Indian or foreign oil companies either on their own
or in association with one another with an agreement to make a
public offer in the domestic market to institutions, small investors
and employees to bring its holding to 26% at a later date.




HTL
(I:2.3)

Limited

Recommends three options for disinvestment -

s sale of 100% shares in HTL alongwith ITI in the process of
strategic sale

¢ of shares of HTL may be offered to a strategic partmer through a
global competitive bidding

e if none of the above options is feasible, straight sale of assets of
the company through competitive bidding

I
(11:2.4)

Limited

Immediate steps to reduce manpower through VRS, Hiving of the
Defence Division in Bangalore and merge with Bharat Electronics
Limited before the strategic sale. Strategic sale of 50% of the shares
of IT] with an agreement with the strategic partner specifying further
dilution of government equity to 26% through public offer to Indian
institutions, small investors and employees.

Madras Fertilisers

Immediately initiate negotiations with  National Iranian Oil
Company to change the terms of the agreement which would permit
sale of 50% of the shares of the company to a strategic partner
through a competitive bidding.

Recommends granting of full autonomy. Disinvest upto 49% in one
or more tranches in the domestic market with preferential allotment
to small investors and employees after the establishment of the ferro
alloy production facility of viable capacity and captive power plant.

Limited {11:2.5)
Manganese  ore
(India)  Limited
(11:2.6)
Container
Corporation  of
India Limited
(M:2.1)

Disinvestment of Government holdings upto 100 lakh shares through
book building process to institutional investors in the Indian market
to be followed by a retail offering to small investors at a discount of
10% and the company to make a public issue of 125 lakh shares to
bring down Government holding to 51%. It is also suggested that
CONCOR should join the NSDL before the proposed disinvestment
or public offer.

Kudremukh Iron
Ore Company
Limited (111:2.2)

Strengthen the management of the company by inducting competent
professionals from outside. Strategic sale of 30% of equity with an
agreement that Government within 2 years will further offer 10% of
the equity to the strategic partner and public offer in the domestic
market to institutions, small investors and employees in order to
enable Government to hold 26%.




Mahanagar |

Telephone Nigam
Limited (I11:2.3)

Recommends granting of full autonomy in line with its perfomxanc;:

Resource raising function for DoT if required, should be taken away I
from MTNL and should be vested with some other entity. Disinvest |
60 million shares (10%) in the international market through book |
building process at an appropriate time to be decided by SEG. After!
the international offering, the balance 28.3 million shares consisﬁng}
of 4.73% of the equity may be offered institutional investors and to
small individual investors at a discount over the institutional price. It
is also suggested that MTNL should join the NSDL before the
proposed disinvestment .

Oil India Limited
(111:2.4)

Disinvestment of Government shares as also company’s [PO need
not be considered for the present and could be considered after a
year or so when the company's own prospects would be clearly
established through the outcome of exploration activities in the
North Brahmaputra area and Government’s policy on APM.

Oil and Natural
Gas Corporation
Limited (II1:2.5)

Disinvestment be considered after the organisational changes are in
position and Government’s policy on APM.

Rail India
Technicai and
Economit
Services
(111:2.6)

Limited

No disinvestment

Hindustan Copper
Limited (IV:2.])

Suggested two options:

HCL to implement the Khetri Smelter expansion project as also
restructure the ICC mining operations by closing down unviable
mines through VRS, After the completion of these project,
disinvest 51% of the equity to a strategic partner. Government|
may also disinvest 22% of the equity through offer of shares in
the domestic market to institutions, small investors and
employees.

Immediately disinvest 51% of the equity to a strategic partner
and after the restructuring and expansion, further disinvest 22%
of the equity through offer of shares in the domestic market 10
institutions, small investors and employees.

Pawan Hans
Helicopters

Limited (IV:2.2)

L

Recommends writing offthe Westland loans together with interest.
Offer the entire Government holding to ONGC. In the event that
ONGC is not interested, the Commission recommends that the
Government sel! its entire holding of 78.5% to an investor, J




Power Grid
Corporation  of
India Limited

Disinvestment only after entire electricity sector is fully restructured.

(Iv:2.3)

Shipping Goverrment to disinvest 40% of the Government holding te oil
Corporation  of | refineries. 30% of the equity to public sector oil refining companies
India (1V:2.4) and 10% to private sector refining companies. The Board of

Directors should be broad-based with the induction of non-executive
Directors from the relevant disciplines. After this disinvestment,
SCI could go for its equity raising in the domestic market to
institutional investors through book building process. This can be
followed by disinvestment of government holding to small inves:ors |
and employees in the domestic market at a discount of 10% over the
institutional price.
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INTRODUCTION

The Disinvestment Commission has been set up with terms of reference
which appear in Annexure 1. Government of India has referred 40 central
PSUs to the Commission for Disinvestment.

Since inception, the Commission has had consultations with a wide cross
section of persons and organisations interested in the disinvestment
process. These include senior Government officers in the various
Ministries, management experts, representatives of the Central Trade
Unions and academicians. The Commission also organised two
Conferences in Delhi and Mumbai focusing on the strategy and issues
involved in the disinvestment process. The Commission has taken due
note of the various views expressed during these meetings and the
Conferences including experiences of other countries in disinvestment
and privatisation.

In order to enhance enterprise value and maximise Goverument's capital
receipts, the recommendations set forth in this and the forthcoming
reports should be taken in totality. If recommendations as outlined in
Parts B and C of this report are not implemented in full, it is felt that
benefits may not be fully realised and hence may result in a loss to the
exchequer.






1. PUBLIC SECTOR - AN OVERVIEW
1.1 Evolution of Public Sector Policy

Historically, public sector undertakings (PSUs) have played an important
part in the development of the Indian industry. At the time of
independence, it was felt that political independence without economic self-
reliance would be detrimental to the country's sovereignty and autonomy in
policy-making. Hence, the basic objectives of starting the public sector
were !

*  To build infrastructure for economic development and promote rapid
economic growth and industrialisation of the country;

* To create employment opportunities and promote balanced regional
development,

* To create a self-reliant economy through the development of local
industries for import substitution and by encouraging and promoting
exports;

¢  To generate investible resources for development by earning suitable
returns; and finally

* To prevent / reduce concentration of private economic power.

In the sixties and seventies the Public Sector policy has been largely guided
by the Industrial Policy Resolution of 1956 which gave the public sector a
strategic role in the economy. Massive investments have been made over the
past four decades to build a public sector which had a commanding role
in the economy. Many key sectors of the economy are today dominated by
the mature public enterprises that have successfully expanded production,
opened up new areas of technology and built up a reserve of technical
competence in a number of areas.

As a result, the country's ranking in terms of industrialisation with other
developing countries is quite high. India's comparative advantages such as
a large pool of well-trained work-force, technical skills in manufacturing
and chemical industries primarily stem from the public sector.

However, after the initial exuberance of the public sector entering new areas
of industrial and technical competence, a number of problems began to
manifest themselves in many enterprises. Problems were observed in terms
of low productivity, poor project management skills, overmanning, lack of
technological upgradation, inadequate attention to R&D and low priority to
human resource development.



1.2 New Orientation

These problems and other economic compulsions led to the adoption of a
new approach towards the public sector. In July 1991, the Government
issued a Statement on Industrial Policy which had the following decisions'

Portfolio of public sector investments will be reviewed with a view to
focus the public sector on strategic, high-tech and essential
infrastructure. Whereas some reservation for the public sector is being
retained there would be no bar for areas of exclusivity to be opened
up to the private sector selectively. Similarly the public sector will
also be allowed entry in areas not reserved for it.

Public enterprises which are chronically sick and which are unlikely to
be turned around will, for the formulation of revival/rehabilitation
schemes, be referred to the Board for Industrial and Financial
Reconstruction (BIFR), or other similar high level institutions created
for the purpose. A social security mechanism will be created to protect
the interests of workers likely to be affected by such rehabilitation
packages.

In order to raise resources and encourage wider public participation, a
part of the Government's share-holding in the public sector would be
offered to mutual funds, financial institutions, general public and
workers.

Boards of public sector companies would be made more professional
and given greater powers.

There will be a greater thrust on performance improvement through the
Memoranda of Understanding (MoU) system through which management
would be granted greater autonomy and will be held accountable.
Technical expertise on the part of the Government would be upgraded
to make the MoU negotiation and implementation more effective.

To facilitate fuller discussion on performance, the MoU signed between
Government and the public enterprises would be placed in Parliament.
While focusing on major management issues, this would also help place
matters on day to day operations of public enterprises in their correct
perspective.

The impact of these policy decisions on the performance of the PSUs 1s, as

' Statement on Industnial Policy, Gowt. of India, Ministry of [ndustry, dated July 24, 1991

4



yet, debatable. As regards the private sector, the Government has
granted freedom to add new capacities, delicensed some industries and
has allowed investments in certain sectors. The public sector has to still
obtain multi-level and time consuming clearances for such decisions and
is accountable to multiple agencies. This lack of autonomy has created

a somewhat unequal playing field for the PSUs in an increasingly
competitive environment.

1.3 Common Minimum Programme

The Common Minimum Programme has stressed that PSUs will continue
to be an important component of Indian industry. In a competitive and
technology-driven economy, the public sector should conduct its business
on commercial lines. For this, it has been acknowledged that the public
sector requires to be reformed and restructured. Those PSUs which have
comparative advantages to be global giants will be identified and supported.
Other profit making PSUs will have to be further strengthened The
management of these PSUs will be professionalised and encouragement
would be given to worker's participation in management. As regards sick
or potentially sick PSUs, they will have to be rehabilitated through different
options including handing over management to professional groups or
worker's co-operatives.

1.4 Profile of PSUs

An overall profile of the central PSUs is presented in the table below.

Table 1 Profile of PSUs (Rs. '00 crores)
| FY 95| FY 94| FY 93| FY 92| FY 91| FY 90
'Operauon Units (No) 241 240 239 237 236 233
Net Profits 722 | 455 | 327 | 236 | 227 | 379
Profitable Units (No) 130 121 131 133 123 131
Net Profits 12021977 | 738 | 608 | 539 [ 575
Dividend 144 | 103 79 69 4.1 32
Loss making Units (No) 109 117 104 102 109 96
Overall Losses 49.1 | 529 | 395 | 367 | 304 | 196

1.5 Composition of Public Sector Plan Outlays

An important aspect relating to the performance of the PSUs has been the
incidence of budgetary support. Till the nineties, PSUs in general, had
access to funds from the government in the form of budgetary support.
Widening fiscal deficits since the early nineties has however led to a



sudden withdrawal of budgetary support for PSUs as is evident from the
following table.

Table 2 Composition of Public Sector Plan Outlays (%)
FY 95| FY 94| FY 93| FY 92| FY 91] FY 90
Net Intemal Resources 46 34 4] 39 34 34
Extra Budgetary Resources 41 52 45 42 42 34
Total Budgetary support 13 14 14 19 24 32
Plan Outlay 100 100 100 100 100 100

Budgetary support as a percentage of the total Plan outlay on the public
sector has declined considerably from 32% in FY90 to 13% in FY95.
This has been offset by the increased component of extra budgetary
resources from sources other than the government which has grown from
34% to 41% during the same period.

In addition, increasing levels of deregulation and globalisation have ushered
in an era of intense competition in the economy, the effects of which have
been felt on certain PSUs. In some cases, even profitable PSUs have been
adversely affected, while in some other cases, the losses of the loss
making PSUs have compounded. This and the effect of sudden withdrawal
of budgetary support have led to increased level of overall losses from
about Rs. 1960 crores in FY90 to about Rs. 4910 crores in FY95 as shown
m the table below:

Table 3 Profile of Loss making Units

FY 95| FY 94| FY 93 | FY 92| FY 91 | FY 90
Total No. of Units 109 117 104 102 109 96
Total Loss (Rs. '00 Cr) 49.1 529 395 36.7 304 19.6
% Loss in Taken Over Units 20 24 24 15 16 24
% Loss in Other Units 80 76 76 85 84 76

The composition of the overall losses reveals that almost three-fourths of
the overall losses are cash losses (as opposed to book losses). The
percentage of cash losses have remained more or less constant over the five
vears and the extent of depreciation provision has also remained more or
less constant (Table 4).



Table 4 Composition of Net Losses (%)

FY 95/ FY 94| FY 93| FY 92| FY 91| FY 90
Cash Losses (a) 71 81 73 73 71 77
Depreciation (b) 33 23 34 30 40 39
Cash Profits (¢) 4 4 7 3 11 16
Net Losses (atb-¢) 100 100 100 100 100 100

In the future, increasing globalisation and the orientation towards a market
driven economy will bring more competitive pressures on these loss making
PSUs. Thus it would be quite reasonable to conclude that uniess a viable
and a rational strategy is evolved for these companies, they will continue
to be an increasing draft on the budget.

Further, it 1is interesting to study the composition of the losses in terms of
the major sectors. As can be seen from Table 5, major losses were
accounted in  Fertilisers, Heavy Engineering and the Consumer Goods sector
tin FY9S5. These industries are characterised by the presence of a large
number of players, most of them being in the private sector. The fully
contestable nature of these markets has ensured fair competition and also
provided a fair degree of protection to the consumer's interest.

Table 5 Sectoral Composition of Losses (% of total losses)
FY 95 FY 94 FY 93 |FY 92 FY 91 FYy 90

Sector No [ % [No| % [No|[ % [No[% |[No| % [No| %
MANUFACTURING

Fertilisers 3] leé 6 15 5] 18 2] 15 3{14.9 4118.3
Consumer Goods ES| 14 15[ 14| 15| 9.5 14| 6.} 14} 7.2( 13{13.3
Heavy Engg. 8| 11l 8 96| 9(62] 8| 74 8[ 5.5 7] 39
Textiles 13 9 14 12] 12| 15) 11| 84 11] 7.5] 11]11.6
Steel 5] 82 51 13 4| 16 4] 28 2(20.4 3] 7.5
Coal 4/ 8.1 2 2 3[29 2| 1.9 5] 94 3] 33
Medium Engg. 11{ 4.9 9] 3.9 8] 1.4] 1l 31 12§ 1.7 8 1.5
Transport Equip. 6] a7] 7] sef 7]e7] 7] 66 6l 41| sjl09
TOTAL 65{75.9| 66|75.01 63|75.7| 59|76.4| 61]|70.7| 57|70.3
SERVICES

Trans. Serv. 3] 1t 3] 11 4] 12 3 12 4(10.1 4] 8.5
Contact & Counst. 7] 4.6 8! 438 5036 5] 3.5 6[ 4.5 5[ 7.1
TOTAL. 101156 11158 9115.6 8|15.5{ 10[14.6 9115.6
Others 34| 85| 40| 9.1| 32¢ 87| 35| 81| 38(14.7| 30|14.1
GRAND TOTAL 109|100 | 117| 10G] 104 100§ 102 ) 100} 109] 100 | 96| 100
Total Net Losses 46} 52.9 36.5 36.7 30.4 19.6
(Rs. '00 Crores)




Thus, 1t may be worthwhile to determine whether public sector presence is
required in markets which are fully mature. This understanding will, in
turn, help determine areas in which public sector needs to have a strong
presence.

1.6 Budgetary Support in 1996-97

According to the Expenditure Budget document of '1996-97, the Plan outlay
for public sector amounted to Rs. 50,400 crores of which about Rs. 46,700
crores would come by way of internal accruals and extra budgetary
resources and the balance of about Rs. 3700 crores by way of budgetary
support. It is necessary to examine this figure in order to segregate the
support for profitable and loss making PSUs. The Expenditure Budget
classifies budgetary support to PSUs under two heads: Plan investments and
non-Plan outlays. Plan investments are taken up by both profitable and loss
making PSUs while non-Plan loans are primarily meant for the latter.

1.7 Support to Loss making PSUs in 1996-97

The following table lists loss making units which have been provided with
both Plan assistance and non-Plan loans in 1996-97.

Table 6 Support to Loss making Units (Rs. Crores)
Sl.| Name of PSU Plan Assistance Non | Total
No. Plan | Assistance
Equity | Loan | Total [ Loan ]
| | Nuclear Power Corp. 325 325 325
2 |Fert. Corp. of India 19 20 39 277 316
3 [National Text. Corpn. 243 243
4 | Hindustan Fertilisers 4 5 9 144 153
5 | National Jute Mfg. Corp 80 80
6 | Delhi Transport Corp. 10 10 53 63
7 | HEC 15 15 30 18 48
8 [ Cent. Inland Water Transpt. 6 7 13 8 21
9 [Food Corporation 18 18 18
10| Cement Corp. of India 7 8 15 2 17
11| Hindustan Shipyard 8 7 15 15
[2| HMT 5 4 9 9
13| Others 70 54 124 203 327
14| Naptha Jakri Power* 179 254 433 433
15| Tehn Hydro Electric* 170 170 170
Total 826 384 1210 | 1028 2238

* Enterprise vet to be commissioned.



The support from the budget in the form of Plan investment to loss making
PSUs in the form of equity and loans amounted to about Rs.1210 crores
and on account of non-Plan outlays amounted to about Rs.1028 crores.

Thus, the total assistance provided to loss making units aggregated to Rs.
2238 crores.

1.8 Budgetary Support to Profitable PSUs in 1996-97

The budgetary support provided as Plan assistance to profitable PSUs is as
under.

Table 7 Support for Profitable Units (Rs. Crores)
SI. No.| Name of PSU Equity | Loan Total
1 PFC 550 550
2 PGCIL* 8 313 321
3 NHAI 250 250
4 FACT* 240 240
5 NTPC* 70 152 222
6 NHPC* 50 99 149
7 NLC* 126 126
8 Singerani Collieries 119 119
9 IREDA 115 115
10 Coal India 100 100
11 HUDCO 51 51
12 Airport Authority 50 50
13 REC 50 50
14 MFL* 37 37
15 Paradip Phosphates 33 33
16 SC1* 30 30
17 DVC 20 20
18 Uranium Corp. 15 15
19 Semi Conductor 12 12
20 HLL* 1 |
21 MFIL* 1 1

TOTAL 128 2364 2492

* Referred to the Disinvestment Commission.



1.9 Analysis of Budgetary Support in 1996-97

The following table summarises the position of budgetary support to PSUs
in 1996-97.

Table 8 Composition of Budgetary Support

(Rs.Crores)

Category Plan Non Plan | G. Total
On- Direct I Total
lending
Profitable 1114 1378 2492 2492
Loss making 254 956 1210 1028 2238
Total 1368 2334 3702 1028 4730

It would emerge from the above table that support to profit making
PSUs is limited to two counts. Firstly, external loans from multi-lateral
agencies were on-lent to PSUs through the central budget. These PSUs
were NTPC, NLC, Power Grid, PFC and the total amount of on-
lending was about Rs. 1114 crores. It can therefore be concluded that
these loans are not a draft on the budget. Thus, out of the total
budgetary support of about Rs 2492 crores to the profitable PSUs, the
net draft on the budget is limited to Rs. 1378 crores. This support
has been provided to PSUs where normally, external assistance is
not available.

The budgetary support to loss making PSUs is about Rs. 2238 crores
out of which Rs 254 crores is on-lend support to Naptha Jakri Power
Ltd. Thus the actual draft on the budget is Rs.956 crores on the Plan
account and Rs.1028 crorés on the non Plan account. The total
budgetary support to loss making PSUs is Rs. 1984 crores which
constitutes about 60% of the total direct support to the PSUs.

1.10 Conclusions
The following conclusions can be drawn from the above study:

The losses of loss making PSUs have increased in the nineties due
to withdrawal of budgetary support as well as increased
competition. Most of these losses are cash losses and occur in
sectors which have become fully competitive and where perhaps,
PSUs have no special role.

Losses in loss making PSUs account for about 60% of the total
direct budgetary support and will in all probability, keep
increasing each year. This will be a recurring draft on the budget.

Keeping these conclusions in mind, the Commission has evaluated the likely
consequences of the future support to be provided to loss making units and
recommendations in this regard follow in Part B.
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2. DISINVESTMENT: STRATEGY, PRINCIPLES AND
CRITERIA

2.1 Need for a Long Term Disinvestment Strategy

The public sector in India continues to be an important component of
the Indian industry even after liberalisation unmlike the experience in
many other countries which went in for wholesale privatisation.
Therefore, the Commission reiterates that the PSUs in general, must be
managed on sound commercial lines and must generate adequate
surpluses and make contributions commensurate with the quantum of
public resources invested in them. Specifically, m the strategic sector,
the public sector is expected to have a commanding presence. PSUs will
be called upon to play an important role in certain core sectors of the
economy. However, this should be achieved with minimum dependence
on budgetary resources while government policies should provide a level
playing field for PSUs to compete with the private sector.

Government's withdrawal from non-core sectors is indicated on
considerations of long-term efficient use of capital, growing financial
unviability and the compulsions for these PSUs to operate in an
increasingly competitive and market oriented environment. A large
number of PSUs in these sectors is either marginally profitable or loss
making. Budgetary support to these loss making PSUs has been a
recurring feature over the last several years. Increased competitive
pressures have adversely affected some PSUs which were earlier
profitable. Growing financial stringency will reduce the capacity of
Government to support them and consequently lead to their closure with
loss of employment in large numbers. Thus, in all probability, loss
making PSUs will continue to be an increasing drain on the budget
unless a viable policy of disinvestment is evolved and implemented for
them.

Viewed in this scenario, disinvestment has larger implications than just
selling government equity at the best price in profitable enterprises, as
this alone may not provide long term budgetary benefit unless the
question of recurring budgetary support to loss making PSUs is also
addressed.The essence of a long term disir /estment strategy should
therefore be not only to enhance budgetary receipts, but also minimise
budgetary support towards loss making units while ensuring thei. long
term viability and sustainable levels of employment in them.

11



Disinvestment as a strategy should also aim at wide dispersal of
Government shareholding in the domestic market and broadbase
ownership in the process. This of course, will be subject to limitations
of the capital market in its capacity to absorb the proposed
disinvestment and the private sector's capital requirements from the
same market. Sale of shares in the foreign markets may, therefore, also
become necessary and the extent would be determined on a case to case
basis depending on the market conditions etc.

2.2 Long Term Disinvestment Strategy

Accordingly, the Commission's long term strategy on disinvestment
would revolve around four long-term objectives:

* Strengthen PSUs where appropriate in order to facilitate
disinvestment;

¢  Protect Employee Interests;

*  Broadbase ownership; and

* Augment Receipts for Government

The resulting long term strategies that arise out of the above objectives
are:

Strengthen PSUs

*  Strengthen profitable PSUs to promote greater competitiveness and
profitability to emable payment of higher dividends to the

Government and to enhance share values

* Strengthen other marginally profitable PSUs and reduce their
future dependence on the budget

e Financially restructure and revive loss making PSUs to invite
private capital for long term turn areund
Protect Employee Interest

*  Sustaining long term employment by financial turn around of less
making PSUs

* Providing adequate and fair compensation through VRS to surplus
work force

* Provide for employee participation in management.

12



Broad Base Ownership

»  Enhance retail reach of PSU shares to small investor and offer at
suitable price discount as compared to the institutional investor

Augment Receipts for Government

* Enhance Government receipts by disinvestment in profitable PSUs
* Eliminate the need for budgetary support for loss making PSUs
2.3 Approach to Disinvestment of Loss making PSUs

The approach to disinvestment in profitable PSUs is fairly
straightforward, subject of course, to restructuring where appropriate.
The question of eventual disinvestment in loss making PSUs raises the
issue of the funds required for revival and restructuring. As analysed
earlier, the direct draft on the budget on account of loss making PSUs
during 1996-97 is around Rs. 1984 crores under both Plan assistance
and non-Plan outlays. This constitutes about 60% of the total direct
support to PSUs under the budget. Assuming conservatively that this
current draft remains comstant over the next five years, the total
budgetary support would work out to Rs. 9920 crores. The net present
value of Rs. 9920 crores discounted at 12% works out to around
Rs.7200 crores.

This figure needs to be compared with the one-time upfront expenditure
which will be required to restructure and revive loss making but
potentially viable PSUs and the cost of VRS in order to enable closure
of other unviable PSUs after taking into account sale of assets, if any.
If this one-time expenditure to be incurred in this process in the
aggregate is less than Rs.7,200 crores, it may be financially prudent for
the Government to initiate this process. This will eliminate the need for
recurring budgetary support for the loss making PSUs.

Considering the above, it may therefore be worthwhile to undertake a
comprehensive study of all less making PSUs to classify them as
follows: :

¢ Those in which Government could disinvest as a going concern on
an as-is-where-is basis;

* Those which could be restructured and turned around before
disinvestment; and

* Those which may need closure.
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In all cases, it will be important to protect the interests of affected labour
by devising suitable schemes either for retraining, redeployment or for
voluntary retirement with adequate compensation. The costs of such schemes
could be met to varying degrees by the sale of assets of the companies
concerned. The balance where necessary could be met from the
Disinvestment Fund (suggested later in this Report) supplemented if needed
in any particular year by a provision in the budget.

Since only 40, mostly profitable PSUs, out of the 245 have so far been
referred to the Commission it is unable to undertake this detailed exercise.
This exercise is however, urgently needed for evolving a rational strategy
for all the loss making PSUs. The Commission will apply these principles
with respect to disinvestment in the PSUs referred to it.

The advantages of the above long term strategy are:

»  This holistic view of disinvestment will tackle the larger problem of
the drain on the budget from losses in PSUs which need as much
attention as the profit making PSUs.

* The saving in recurring budgetary provisions towards loss making
PSUs can then be released for investments in sectors like
infrastructure, education and health. Retirement of debt from
disinvestment proceeds can also be an option.

*  Dispersal of ownership will exert necessary pressure on the PSUs to
improve the performance, earn profits and declare dividends.

2.4 Approach to Disinvestment Process

The approach to the disinvestment process is to evolve general principles
and criteria encompassing all PSUs and apply them across different PSUs
as and when they are referred. This will enhance the transparency of the
disinvestment process.

In this regard, the Commission has evolved principles for the extent of
disinvestment in PSUs by categorising them as strategic, core and non-core.
The Commission has taken note of the Government policies and statements
on this issue. The criterta for disinvestment will be based on these
principles and the analysis of each PSU.

2.5 Principles for Extent of Disinvestment

The extent of eventual disinvestment in a particular PSU will depend on
the classification of the PSUs as strategic, core and non-core. Since

14



public sector units were set-up with objectives relevant at different
times, it has become necessary to review whether their continuation in
public sector is justified at present.

In this context, it may be useful to trace the evolution of the policy relating
to Public Sector since independence.

2.6 Evolution of Public Sector Policy

In the 1948 Industrial Policy Resolution, the manufacture of arms and
ammunition, production and control of atomic energy, ownership and
management of railways became the State monopoly. Six basic industries
viz,, iron & steel, coal, aircraft manufacture, ship building, mineral oils,
manufacture of telephone, telegraph and wireless apparatus were to be
developed by the State. All other areas were left open to private initiatives.

Within a decade of laying down the policy parameters in 1948, another
policy statement was issued in April, 1956 by the Government to give a
new orientation to the "mixed economy” concept. This Policy Resolution
categorised tndustries into three groups.

* Industries exclusively reserved for development by the State viz., arms
and ammunition, iron & steel, heavy castings and forging, heavy plant
& machinery required for iron and steel production and mining, heavy
electrical plant, coal and lignite, zinc, copper, lead, aircraft, ship
building and telecommunication equipment.

*  Industnes which would progressively be State owned and in which the
State will therefore, generally take the initiative in establishing new
undertakings but in which private enterprise will also be expected to
supplement the efforts of the State. These include aluminium,
fertilisers, other minerals, machine tools, ferro-alloys and tools, basic
and intermediate products required by chemical industries, antibiotics
and other essential drugs, synthetic rubber, carbonisation of coal,
chemical pulp, road transport and sea transport.

*  The remaiming industries were left open for private sector initiatives.

In the context of the significant changes in fiscal, monetary, trade and
industrial policies, the need for a review of the continued presence of the
public sector 1n a wide range of activity was felt in the nineties. A new
strategy for the public sector was spelt out in the policy statement in July
1991 which marked a turning point in the policy guidelines as far as public
sector was concerned. The philesophy behind the New Economic Policy
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(NEP) was that the State should, by and large, leave industry and
commerce to the private sector and concentrate on those areas where it had
a special or unique responsibility.

The list of industries reserved for public sector was reduced from 17
included in the Industrial Policy Resolution of 1956 to only eight by the
July 1991 policy statement. Subsequently in March 1993, two more items
were dereserved. The six industries for exclusive operation in public sector
are (1) arms and ammunitions and the allied items of defence equipment,
defence aircrafts and warships,(ii} atomic energy, (iii) coal and lignite, i)
mineral oils, (v) minerals specified in the schedule to Atomic Energy
(Control of Production and use) Order 1953, and (vi) railway transport.

Other developments since then are :

*  De reservation of mining activity; as a result of which coal extraction
has been permitted for captive use by user industries

* Invitation has been extended to private sector to invest in oil
exploration and refining which is otherwise reserved for public sector
as well as in infrastructure projects like roads, ports, telecom etc.

*  Private sector venture in power generation even with 100 % foreign
equity has also been ailowed.

In the post 1991 scenario, it is necessary to refer to the Rangarajan
Committee report on Disinvestment of Shares of Public Sector enterprises
wherein targets level of disinvestment has been recommended. The
Committee concluded that the percentage of equity to be disinvested should
be generally under 49 % in industries reserved for the public sector and
over 74 % in other industries.

2.7 Classification of Industry Groups

The perusal of public sector policy statements and other documents
reveals that there is considerable amount of flexibility with respect to
the definitions of strategic, core and non-core sectors and the extent of
disinvestment in the corresponding sector. In the context of rapid
globalisation and the significant investments by the private sector in
many areas hitherto reserved for the public sector, a need to clearly
demarcate these sectors has been felt.

The analysis of the public sector policy statements reveal that the
emphasis of public sector investments has been in areas which are
considered important from a national view point or where private sector
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would find it unremunerative and thus can not be expected to take the
lead in prometing investments. Accordingly, some industries have been
exclusively earmarked for public sector investments while in some other
areas, the private sector is expected to supplement the efforts of the
State in promoting economic development.

2.8 Strategic Group

At present as per the policy statements of Government, only four
industries viz., (i) arms and ammunitions and the allied items of defence
equipment, defence aircrafts and warships,(ii) atomic energy, (iii)
minerals specified in the schedule to Atomic Energy (Control of
Production and use) Order 1953, and (iv) railway transport are the
exclusiye preserve of the public sector. A perusal of the above list would
imply nat these industries are important from the national security
angle. Thus, it may be more appropriate to term these four industries
as "Strategic". The question of disinvestment in such industries dges
not arise.

2.9 Core Group

In sectors which are capital or technology intensive, the most prevalent
market structure may be an oligopoly. With the entry of private sector
into these capital intensive areas, there may be a tendency towards an
oligopolistic market structure. Examples are telecom, power generation
and transmission or petroleum exploration and refining industries. It has
been felt that the presence of the public sector will be necessary for
sometime as a countervailing force and prevent concentration of private
economic power. At the same time a proper regulatory mechanism
should be put in place in order to regulate industries particularly in
a non-competitive market for protecting interests of consumers.

In addition, it may be appropriate to look at basic industries with
extensive and dispersed forward linkages. In some of these sectors,
PSUs have a considerable market presence and the private sector is yet
to mature fully. Hence it may be desirable to continue public sector
presence in these basic industries till such time that the market becomes
fully competitive.

By this amalysis, such industries may be classified as "core” and public
sector disinvestment be limited to a maximum of 49%. However, it
may be noted that the composition of "core" industries may change
over a period of time as further private investments make the market
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fully competitive and PSUs may not be required to play a special role.
In addition, it is expected that a proper regulatory mechanism would
be in place to protect the interest of consumers. The question of
disinvesting beyond 49% may be considered at that time.

2.10 Non-Core Group

Over the last four decades, private sector investments have grown
considerably in many industries. The presence of a large number of
players including matured private sector players, and the forces of
competition in these industries have made these markets fully
contestable. These would ensure that the consumer's interests are well
protected. It can therefore be concluded that the initial objectives of
the public sector in such industries have been met. Further investments
in such industries will be driven more by demand - supply imbalances
and Public investment may no longer be necessary. It may be useful
to categorise such industries as non-core. The existing public sector in
these industries may not have any unique or special responsibilities.
Therefore, it would be desirable to disinvest upto 74% or meore in such
cases.

2.11 Industry Grouping

With this framework in place, the Commission has classified the 40
referred PSUs. These appear in the table below. The classification of
Bharat Electronics Ltd. (BEL), Garden Reach Shipbuilders & Engineers
Ltd.(GRSEL), Hindustan Aeronautics Ltd.(HAL), Rail India Technical
& Economic Services Ltd. (RITES) and Engineers India Ltd.(EIL) will
be considered by the Commission at a later date.

Table 9 Grouping of PSUs

Group Name of the PSUs

ONGC, OIL, BRPL, SAIL, MTNL, GAIL,
Al, CONCOR, PHL, NLC, NCL, SECFL,
WCFL, BALCO, NALCO, IBP,

Core NTPC, PGCIL, NHPC, KIOCL,

(20 PSUs)

SCI, ITDC, IPCL, FACT, NFL, MFL,

Non-Core HCIL, HTL, ITI, MFIL, HLL, BEML,
HCL, HZL, MOIL
(15 PSUs)
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2.12 Framework for Analysing PSUs

In addition to the above, the approach to the disinvestment process will
also centre on the analysis of specific PSUs. While the framework is
outlined below, the actual analysis is available in Tables 10 to 17 in
Annexure 3.

2.13 Analysis based on Net Profits

A useful starting point for analysis would be to segregate the PSUs on the
basis of reported net profits or losses during the preceding five years.
However, it has to be borne in mind that profits are determined by the
accounting policies adopted. While PSUs in general have relatively more
conservative accounting policies than their counterparts in the private sector,
it will still be necessary to examine the extent of profitability by analysing
the trend in gross margins and that of return on capital employed. In
addition, a comparison of the return on capital employed with the company's
cost of capital will help understand whether the company has earned
adequate returns. Given the fast-changing economic scenario and the
emerging competition, the past performance of a given PSU may not be
necessarily sustainable. Therefore, in addition, it may be useful to add other
analytical criteria, like the company's competitive position and the prospects
for future growth in sales and net profits.

The above analysis will help classify PSUs into two broad categories. The
first category of PSUs consists of Strong Performers, i.e, those which have
reported consistent profits and are well positioned to grow strongly in the
future. The second category of Moderate Performers would include those
which have demonstrated profitability, but are positioned to grow
moderately in the future.

2.14 Analysis by Industry Classification

The objective of the industrial classification is to understand the
attractiveness of the industry in which the PSUs operate, as it is expected
that the competitive and regulatory scenario in an industry will determine
the interest of investors - especially institutional investors - in PSU stocks.
This is especially true of PSUs which operate in commodity sectors such
as metals and whose profitabilify is directly impacted by changes in
international prices.

It may be noted that the PSUs referred have a presence in industries some
of which may be attractive and some of which may not be currently
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attractive. Therefore it may be necessary to further classify the industries
on the basis of current attractiveness. Accordingly, the Commission has
classified PSUs into three categories: those with High, Medium or Low
Potential This classification is based on the assessment of current and
expected levels of business profitability, competitive nature of the market
and 1mpact of Government polices on the operations of the company.

The classification of a PSU may change over a period of time depending
on changes in the business environment. [t may be cautioned that the
categorisation of a PSU as "High Potential" does not necessarily mean that
there is no scope for further share value enhancement.

2.15 Analysis based on Paid-up Capital

Size 1s a criterion for classifying a group of companies. In the context of
disinvestment size may be appropriately measured in terms of the paid-up
share capital. The level of paid-up share capital and the current share
holding of the Government will be important considerations in determining
the phasing of the disinvestment programme.

2.16 Analysis based on Accumulated Reserves

In some cases, it may be necessary to understand the extent of accumulated
reserves vis-a-vis the paid-up share capital. By capitalising reserves,
companies can issue bonus shares to the government, which can then be
disinvested. This has to be balanced with the dilution in the earnings per
share and the increased dividend payout.

2.17 Analysis based on Listing & Trading

It 1s possible that in some of the PSUs referred to the Commission
disinvestment has already occured and the shares are listed on the stock
exchanges. It may be useful to classify the PSUs as under:

* Disinvested & Listed : In case of liquid stocks, the stock price can
provide a basis for valuation. In cases where trading volumes are
nsignificant, stock prices may not be appropriate for valuation.

*  Disinvested & not yet Listed : These comprise those stocks which have
been disinvested and which have still not yet been listed. In these
cases, it may be necessary to ensure that this does not act as an
impediment to the process of further disinvestment.

*  Not Disinvested so far :
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2.18 Criteria for Disinvestment

As a general principle the Commission recommends that where
appropriate, PSUs should be restructured before disinvestment in order
to enhance enterprise and the intrinsic share values. Given the rapidly
changing economic scenario, it is possible that some PSUs may already
have initiated such changes. In some other cases it is possible that the
extent of restructuring required may be minimal.

2.19 Based on the above principles and specific analysis of PSUs, the
Commission's recommendations for disinvestment will be based on the
following considerations. :

Extent of Restructuring required and the potential for improving
share values;

The permissible extent of disinvestment with reference to the
classification of industry as core or non-core;

The size of the company and the phasing of disinvestment;
Equity fund raising programme of the concerned PSU;
Categorisation of the Industry as High, Medium or Low Potential;

Alternative modalities of disinvestment
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PART B






3. GENERAL RECOMMENDATIONS ON
DISINVESTMENT

3.1 Establishment of Disinvestment Fund (DF)

An issue that has been raised by a wide cross section of opinion relates to
the use of the proceeds of disinvestment. Although this is not directly
related to the terms of reference of the Commission, it has nevertheless an
important bearing on the public awareness of the disinvestment process and
on the protection of the interest of affected employees. Both these matters
come within the purview of the Commission.

The conventional view stated about two decades ago in the context of
British privatisation programme was that blue chip PSUs should not be sold
to meet budgetary deficits as this would amount to "selling the family silver
to pay the butler". It was argued that the proceeds of disinvestment should
go towards retirement of Government debt and thereby reduce the burden
of interest payment on the budget.

Another point of view expressed by the official agencies is that all monies
in the budget are fungible and it matters little whether the proceeds of
disinvestment are merged with capital receipts and used to reduce the fiscal
deficit or to retire Government debt. The argument further points out that
in a situation of Government having to borrow to meet the fiscal deficit,
the use of disinvestment proceeds for this purpose would reduce borrowing.
The capital receipts from disinvestment are therefore effectively used to
reduce Government's capital liabilities and have the same effect as retiring
Government debt

It s necessary to examine both points of view in order to build public
awareness on the need for an orderly disinvestment programme for
profitable PSUs as well as loss making PSUs.

While the argument of fungibility of resources is playsible, it has to be
examined with reference to budgetary practice and convention. Broadly,
budgetary expenditures are classified as Plan and non-Plan, Revenue and
Capital. Similarly, revenue and capital receipts are treated as Government
income, apart from receipts in the public account. These conventional
classifications in the budget are intended to inform Parliament and the
public about the Government's sources of income and the purposes for
which the funds are spent.
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The various kinds of deficits in the budget indicate different aspects of
budgetary imbalance. The revenue deficit indicates the excess of revenue
expenditure over revenue receipts. The large interest payments which now
run to around Rs 60,000 crores per year are the main cause of the revenue
deficit. The budgetary deficit indicates the excess of total expenditure over
total receipts. The fiscal deficit indicates the extent of Government
borrowngs from all sources necessary to balance the budget. The primary
deficit 1s fiscal deficit minus interest payments. Thus, this classification is
useful for bringing out both the fungibility of resources and for identifying
areas of weaknesses in the budget. The revenue deficit highlights the need
to bring down expenditure and broaden the tax net to augment revenue
income. The fiscal deficit indicates the Government's need to borrow and
encompasses the revenue deficit. It can be argued that the undifferentiated
use of disinvestment proceeds to reduce the fiscal deficit will only obfuscate
the need to focus attention on balancing the revenue budget. Moreover
disinvestment proceeds arise from a one-time sale of Government shares in
PSUs, while the revenue deficits and fiscal deficits can be recurring and
even increasing on a long term basis.

As indicated in the overall approach to disinvestment in loss making PSUs,
several of them need funds for financial restructuring and for downsizing
the workforce through acceptable Voluntary Retirement schemes (VRS).
Disinvestment only in the most profitable PSUs will be of temporary and
limited benefit to the budget unless the recurring draft on the budget from
loss making PSUs is eliminated on a long term basis. This would require
an initial release of funds from the budget which can be recovered from
later disinvestment after restructuring. In the absence of this initial funding,
a large number of PSUs will remain unsuitable for disinvestment and may
become a progressively increasing burden on the budget. It is therefore
necessary to take a long term view of disinvestment instead of its being
driven by immediate budgetary compulsions.

It could be argued that the funds for the financial restructuring and for VRS
in loss making units prior to disinvestment could come from fungible
resources of the budget. This would not, however, bring out clearly the
Interconnection between disinvestment proceeds and the long term relief to
the budget by elimination of losses from the loss making PSUs. If the
disinvestment proceeds from the currently profit making units in the first
few years are used to revive and prepare potentially viable but currently loss
making units for eventual disinvestment, this will eliminate the recurring
draft on the budget and make a.net positive contribution to the budget in
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the long run. Additionally, this explicit link would help establish the
credibility of the disinvestment process.

The advantages are not merely cosmetic. The separation of disinvestment
proceeds from the other non-debt capital receipts in the budget

»  will help in highlighting the seriousness of the fiscal and revenue
deficits and can compel actions to deal with them in the context of
taxation, subsidies etc.; .

*  will demonstrate that disinvestment in the profitable PSUs will initially
go to take care of employee interests through VRS and other measures
and for preparing the potentially viable PSUs in non-core and core
sectors for eventual disinvestment;

*  will prevent the short term budgetary compulsions from obscuring the
long term benefits of disinvestment in loss making PSUs; and

» will provide greater public awareness of the justification for
disinvestment as a long term solution to the problems connected with
improving efficiency in the use of capital, reducing budgetary drain
from loss making PSUs and persistent shortage of budgetary resources
for accelerating growth, for alleviating poverty.

The Commission, therefore, recommends that the proceeds of
disinvestment be placed separately in a Disinvestment Fund (DF) and
not be fungible with other government receipts. The National Renewal
Fund (NRF) should be merged with this fund. The resources in the
Disinvestment Fund may be used for temporarily meeting the losses of
some PSUs before disinvestment, where required, for a limited period
during the process of short term restructuring or closure, for
strengthening marginally loss making PSUs in preparation for
disinvestment and for providing benefits to workforce found to be
surplus during restructuring or closure. The savings to the budget on
account of such recurring budgetary support to loss making PSUs could
be diverted for investment in sectors like infrastructure, education and
health and retirement of public debt. In addition, it is proposed that
the funds for conducting the publicity campaign for the disinvestment
of PSU shares be drawn from the Disinvestment Fund. Since the PSUs
come under various administrative Ministries, it is proposed that the
Disinvestment Fund be administered by the Ministry of Finance in order
to facilitate better co-ordination and smoother administration.
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3.2 Restructuring

As a general principle the Commission recommends that, where
appropriate, PSUs should be restructured before disinvestment in order
to enhance enterprise value and intrinsic share value. This should be
done by balancing the potential benefits to be achieved vis a vis the
costs and time iuvolved in restructuring. The three broad areas of
restructuring would be Corporate Governance, Business and
Technological Restructuring,

Recommendations in respect of Corporate Governance apply to all PSUs and
are dealt with in detail in succeeding paragraphs. In some cases, it may be
necessary to restructure businesses in order to provide a focus on the core
competency of the PSU. Business restructuring will involve hiving off
businesses which are no longer attractive from the view point of returns or
are a drag on the other profitable operations. In addition, business
restructuring will also encompass workforce restructuring and financial
restructuring of the Balance Sheet.  Technology upgradation will be an
important factor for PSUs which operate in industries where access to latest
technology is a key success factor. Restructuring could also involve de-
mergers and mergers with other PSUs. It could also include exchange of
technology between PSUs to strengthen synergy in operations.
Recommendations on business and technological restructuring will be
specific to each PSU and will bé covered under specific recommendations.

3.3 Corporate Governance and Autonomy

Recent international studies have clearly established that a majority of
investors attach considerable importance to the quality of Corporate
Governance in a company and are even willing to pay a premium for better
managed companies. In order to enhance intrinsic share value, it is
recommended that the PSUs should be restructured in terms of corporate
governance prior to disinvestment.

It is expected that with disinvestment, the share holding of the Government
will decline steadily. Hence there is need to establish systems and
procedures in PSUs to promote the interests of minority shareholders and
also enhance long term enterprise value.

This issue assumes importance due to the following reasons:
The present MoU system . has, in reality, failed to distance the
Government from the PSUs.
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+  As part of the disinvestment programme, Government as a shareholder
will approach the capital market repeatedly in the future and hence will
have to create confidence in the minds of the investors with regard to
the quality of Corporate Governance in PSUs.

+  Strategic investors will be interested in picking up sizeable stakes only
if they can have management control or at least a voice in the
management,

+  The rapidly changing economic scenario has already put considerable
competitive pressure on PSUs. They have to respond to rapidly
changing market conditions and technological developments which will
require prompt decision making. Therefore it is essential that PSUs are
granted managerial autonomy in their operations failing which there
could be erosion in their margins which can lead to industrial sickness.

+  Disinvestment of PSUs is expected to lead to a significant dilution of
Government shareholding in some cases. Hence, the importance of other
share holders on the Board of the PSU is expected to grow steadily
and would assume overriding proportions in cases where Government's
disinvestment would go beyond 49%.

It is recommended that there be greater automomy to the Boards of
PSUs along with proper delineation of accountability. To begin with, it
is recommended that all strategic and important decisions concerning
PSUs be taken by the Board and not by the Government. Government's
role should be limited to the issue of written directives concerning broad
policy matters. The Board should be the final forum for all corporate
decisions and Government as the majority shareholder should exercise
its right only through its representatives on the Board. Over a period
of time, as disinvestment proceeds beyond 50% in some cases,
Government's role as the single largest shareholder in the company will
have to be substantially redefined to reflect its reduced shareholding
interests.

The audit by the Comptroller and Auditor General of India (CAG) and
the examination of PSUs by the Committee on Public Undertakings
(COPU) may need to take into account the changing commercial
environment in which PSUs are operating and the need for PSU
management to take quick entrepreneurial decisions to promote the
interest of the company and the shareholders. Government may initiate
necessary dialogue with these authorities to achieve this objective.
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3.4 Delegation of Powers to PSUs

It is proposed by the Commission that the delegation of autonomy may
be on a graded scale with greater delegation to the better performing
PSUs. For this purpose the Commission's recommendations use the
classification suggested in Section 2.13 of Part A. For Strong
Performers, it is recommended that the delegation of powers be
maximum. In case of Moderate Performers, the delegation of powers
would be more restricted than those given to the strong performers in
order to induce them to improve their operations and graduate into the
strong performer category. It is presumed that both these categories of
PSUs do not depend on the budget except in cases where the Government
has to subscribe to rights issue in order to maintain its equity stake and in
cases where multi-lateral funding has been made available for on-lending.
For All PSUs including even loss making PSUs, it is recommended that
there should be a minimum level of delegation of powers which would
be more restricted than the delegation of powers to Moderate
Performers. The actual delegation of powers and its extent will be specific
to each PSU and will be detailed in the specific recommendations.

The advantages of such an approach are

* Government's acceptance of this recommendation itself would give
a strong signal to potential investors and will lead to an
enhancement in equity valuation of those PSUs which are being
considered for disinvestment

e The delegation of greater powers to better performing PSUs will act
as an incentive to other PSUs to improve their performance and
qualify for greater autonomy in operations.

Recommendations applicable to all PSUs
1. Professionalising the Board

At present the Board of Directors of PSUs by virtue of their being fully
owned Gevernment companies have CEOs and Functional Directors
appointed by the Government. While the CEOs and Functional Directors
arc selected by the PESB and on that basis appointed by the Government,
the other non-executive Directors are generally appointed on an ex-officio
basis from the administrative and Finance Ministries. The Commission
recommends that the Government initiate necessary steps to select
experts and professionals from outside the Government as non-executive
Directors on the Board of Directors of PSUs. The Government may
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request the PESB to expand the scope of its activities to prepare a
comprehensive list of professionals who are willing to serve on the
Boards of PSUs. From this list, the Government could make a selection
and get them elected as non-executive Directors on the Boards of
different PSUs. In order to promote efiectiveness of the non-executive
Directors, the Government should restrict the number of elected
directorships held by each person in the PSUs.

2. Provision For Elected Directors

The Government would need to recognise the role of the legitimate
institutions of Corporate Governance such as the Boards and the general
body meetings of the shareholders. The composition of the PSU should
also reflect the changing pattern of shareholding. As long as the
Government continues to remain the single largest shareholder in a PSU
even after disinvestment, the Government should, in the interest of
efficient management of the PSU, enable election of Directors who would
represent the minority shareholders in the PSUs. The number of such
Directors should be in proportion to the extent of non-government share
holding. The Government should also enable election of employee
representatives on the Board of Directors in proportion to the extent of
employee share holding.

3. Selection of Top Management

The selection of CEO and other functional directors also needs to be
streamlined and <hould be time bound to ensure that vacancies are filled up
without any delay. Care should be taken that the new incumbent is
appointed reasonably ahead of time particularly if he is an outside candidate.
The recommendation of the Public Enterprises Selection Board (PESB)
should, as a rule, be accepted by the concerned ministry without
having to go to the Appointments Committee of the Cabinet (ACC).
PESB itself should be more broadbased with the induction of
professionals and management experts.

The tenure of the Functional Directors needs special mention. It is
reasonable to expect that Functional Directors and the Chief Executives
are given sufficient time to evolve and implement plans and demonstrate
results; however, 1t should be made clear that the continuation of contracts
will be specifically linked to performance The Commission recommends
that the initial contract of appointment for CEQs and Functional
Directors should be for a minimum tenure of five years and the age of
superannuation be relaxed, if necessary for this purpose.
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it is recommended that the above provisions relating to composition of
elected board, and the term of the CEOs and Functional Directors
should be applied to companies prior to disinvestment even where the
government holding will continue to be 51% or more even after

disinvestment.
4. Salaries and Incentives for Top Management

With increasing opportunities being available in the private sector, the public
sector has, of late, witnessed exodus of manpower at the senior and middle
levels. One widely accepted reason is that the remuneration of PSU
managers is generally poor across the board. Specifically, the remuneration
(salary and allowances) of PSU Chief Executives is significantly lower
than that for the corresponding position in the private sector. In order
to attract and retain talent for these important posts, it will be
necessary that the salary (basic plus allowances) of CMDs in Schedule
(A) post be raised to at least Rs. 50,000 per month immediately and
should be reviewed and brought in line with industry in a gradual
fashion. In addition other normal perquisites such as housing,
conveyance etc. should be admissible. The salaries of Officers in
Schedule B & C should also be suitably raised. Further, the top
management should be entitled to incentives and bonuses linked to
performance parameters. The appointment should be on countractual
terms and should be liable for termination within the contract period
for proven non-performance. The Board of Directors should be
empowered to take decisions on incentive measures for all levels
including the Functional Directors.

5. Autonomy in Price Fixation

Several PSUs today are subject to non-statutory Government control in
the matter of pricing of their products and services. In the interest of
the commercial functioning of the PSUs, the Commission recommends
that the PSUs be fully empowered on par with the private sector units
to determine the prices of their products and services. This will be
subject to any price reguiatory mecharism that the Government may
establish for the industrial sector as a whole.

6. Accountability

As has been pointed out in the earlier sections, the MoU system has failed
to distance the Government from the operations of the PSUs. The present
MoU system 1s an adaptation from the South Korean model but differs in
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many crucial areas. One of the drawbacks of the present system is that the
annual targets set for each PSU are independently assessed by a third
party. As a result there is an incentive to deliberately set low targets so
that the performance of the PSU as well as the administrative ministry is
rated as "excellent”. It is therefore recommended that the MoU system
be revamped in order to measure the performance of PSUs more
qualitatively with reference to meaningful and challenging targets.
Performance assessments should be carried out at routine intervals by
a joint team of the Secretary of the Ministry, CEQ and an outside
senior professional. Failure to live upto expectations should be brought to
the notice of the officer concerned, and inability to perform over a period
of time should lead to discharge.

7. Setting up of Pre-Investigation Board

The multi dimensional accountability of PSUs to various agencies such as
COPU, CAG, CVC,, etc. have considerably constrained the risk taking
ability of the top managers of PSUs. Considering the fact that PSUs must
respond to changing opportunities, it is desirable to provide a system that
would seek to encourage entrepreneurial decision making and yet minimise
personal risks to senior managers and Board level officers. It is necessary
to provide an environment to the Boards in which decisions involving
normal commercial risks are taken without inviting unwarranted allegations
of malfeasance. It is also necessary to install 2 mechanism to deal with
cases of prima-facie malfeasance. The Commission, therefore, recommends
that an independent specialised institution viz, the Pre-Investigation
Board be set up to evaluate the instances of malfeasance in Public
Sector enterprises. It is proposed that the Pre-Investigation Board
should evaluate all questionable commercial decisions at the Board of
Directors level to determine whether the decisions were taken with
malafide or corrupt intent. In cases where it is proved so, the Pre-
Investigation Board in turn, should refer such cases to the CBI/ CVC.
Unlike under the present system, CBI/CVC may not institute any
investigations or proceedings against the Board level PSU executives
without the prior determination by the Pre-Investigation Board. In cases
of decisions taken below the Board of Directors level, it is proposed that
the Board of Directors should be empowered to evaluate questionable
decisions before referring them to investigating agencies. The members
of the Pre-Investigation Board could include among others retired top
executives from the Fimancial sector, former CEOs of leading PSUs and
professionals with relevant business experience. The setting up of such

33



a Pre-Investigation Board should instil confidence in the Board of
Directors of PSUs and encourage genuine risk-taking abiiities and
provide protection for bonafide intentions.

The PSUs-on their part should lay down transparent systems and procedures
for decision making especially in vital areas like procurement, tendering and
sales in the interest of the officers and the organisation. While most of the
business will be conducted according to the systems and procedures, such
of the commercial decisions which are unique to occasions or opportunities
should be justified in the special context of the prevailing circumstances and
recorded in writing at the earliest and brought to the notice of the next
higher level in the decision making process. The vigilance set up in the
PSUs shouid also be suitably strengthened. '

8. Strengthening the Investor Interface

As part of improved corporate governance, it is recommended that the PSUs
should be transparent in sharing information and in reporting to the investor
community. This will enhance the confidence of minority share holders and
small investors to feel comfortable in investing in the shares of these PSUs.
Investor relations and information sharing are crucial and may have a
bearing on the prospects of accessing the markets for future disinvestment
by Government and equity fund raising by the PSUs. PSUs in general
should also equip themselves to meet the requirements of the investors in
terms of issue of share certificates, transfer of shares, etc. prior to
disinvestment,

Additional Autonomy to Moderate Performers

In addition to the above minimal but essential grant of autonomy to afi
PSUs under the Central Government, it is proposed that the following
additional areas of autonomy be granted to this category of Moderate
Performers.

1. Powers to Dispose of Asseis

The Board of Directors of a PSU should be empowered to transfer
assets to a subsidiary or for the purpose of outright sale, without
requiring Government approval. Government's representatives on the Board
can reflect government's views on such matters. These PSUs can take
appropriate action to dispose of such assets and the proceeds can be used
in strengthening  their business.
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2. Freedom of Investment within certain limits

Investment proposals of PSUs beyond certain limits currently require
multiple clearances such as those from the Administrative Ministry, the
Public Investment Board and the Cabinet Committee on Economic Affairs.
It is the view of the Commission that these clearances are time consuming
and have often resulted in heavy cost and time overruns to the PSUs
mplementing these projects. As a result, the project viability is often
eroded. In any case, lending agencies appraise investment proposals of
PSUs and hence Government clearances could be dispensed with. It is
recommended that in cases where banks or institutional lenders have
appraised and financed the projects, the Government should fix up fresh
limits. The investment limits for each PSU could be fixed on the criteria
of the company's turnover and requirement of funds in the medium
term. Any investment proposals upto this revised limit should not
require prior clearance from the Government,

Further Autonomy to Strong Performers

Over and above the foregoing set of recommendations on the grant of
autonomy, it is proposed that the following additional areas on autonomy
be granted to Strong Performers.

1. Powers to form Joint Ventures

The Board of Directors of these PSUs should be empowered to form
Joint Ventures without prior approval of the Government. As compared
with the private sector, no extra or special permission should be
required for these PSUs to form joint ventures, with Indian or foreign
companies so long as the other partner holds less than or equal stakes
with the PSUs. Joint ventures with foreign parties will necessarily be
subject to approvals of FIPB as is applicable to the private sector.

2. Full freedom with regard to Investments

It is also recommended that the category of Strong Performers be granted
complete autonomy with respect to investment decisions subject to the
condition that these projects are appraised and financed by banks or
institutional lenders or where the total requirements of funds are met from
internal accruals.
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In summary, the following table highlights the recommended areas of
autonomy to different categories of PSUs.

!

i Professionalising the Board

r Provision for Elected Directors

SNSd 1TV

Selection of Top Management

- Salaries & Incentives for Top Management

SYINWAHOLYdd ONOYLS
SYINAYO4Ydd ALVITIAON
3

o Autonomy in Price Fixation

o Accountability

< Setting up of Pre-Investigation Board

% | Stregthening the Investor Interface

o Power to Dispose of Assets

o Freedom of Investment within certain limits

— Power to form Joint Ventures

- Full freedom with regard to Investment
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4. GUIDELINES ON DISINVESTMENT IN PSUs
REFERRED TO THE DISINVESTMENT COMMISSION

The Commission after due deliberations has evolved guidelines on modalities
of disinvestment and on different aspects of the disinvestment process. The
objective of evolving these guidelines is to enable consistent application
across all PSUs and also enhance the transparency of the disinvestment
process. These are detailed below. The guidelines on modalities will be
applied by the Disinvestment Commission while formulating specific
recommendations for each PSU. it is recommended that the broad
guidelines with respect to selection of intermediaries and strategic partners
be followed by the Standing Empowered Group.

4.1 Formation of Standing Empowered Group (SEG)

In view of its advisory nature, the Commission will bring out
recommendations on disinvestment in each of the PSUs referred to it. To
ensure smooth implementation, the Commission recommends the
formation of a Standing Empowered Group (SEG). The SEG could
comprise the Cabinet Secretary, Secretaries of the Ministry of Finance,
Department of Public Enterprises , Administrative Ministry of the PSU
alengwith the CEQ of the concerned PSU. This Group will provide
continuity to the whole process of disinvestment in various PSUs. It is
necessary to provide for such continuity for learning from experience
and to bring about refinement in the process. The selection of financial
advisers, supervision of the overall sale process and decisions on
instrument, pricing, timing, etc. as per Terms of Reference VI & VII
may also be entrusted to the SEG. The SEG should ensure that the
proposed disinvestment should be widely publicised and should draw
funds from the Disinvestment Fund for this purpose. This group should
undertake all the activities of the disinvestment process on the lines
recommended by the Commission. In order to enable the Commission
to monitor the progress of the disinvestment process as per Terms of
Reference IX, it is proposed that the SEG should keep the Disinvestment
Commission informed on the various steps undertaken from time to

time,
4.2 Guidelines on Modalities
1. Offer of Sale

This measure involves a total or a partial change of equity ownership
through a direct sale of shares at a fixed price or by a book-building
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process. Depending on the size of the offer and the state of the capital
markets, the process may need to be phased over a period of time. The
need of the PSU for additional capital will also be taken into account.

2. Strategic Sale

A strategic sale alternative for select PSUs may involve selling a substantial
stake with management control or a minority stake supplemented by
technology transfer arrangements, The joint venture route could also be an
alternative in some special cases. In all these cases, the original share
holding of the Government could be diluted either by negotiation with Jjoint
venture partners or by shortlisting partners through the process of auction.
Necessary guidelines for selection of partners/buyers is given later in this
report.

3. Sale of Units after Corporate Restructuring

This option has to be explored if a holding company structure has to be
devised in order that the operating companies under the holding company
could be disinvested. This is also applicable in cases where a multi-unit
organisation could be spun off into independent companies which could then
be disinvested.

4. Leasing and Management Contract

Leasing of assets is an attractive method of disinvestment in cases where
it may not be feasible to value the underlying assets of the PSU.. This
would involve leasing out certain assets of a PSU to the best bidders, so
that the Government retains the benefits of ownership, but the operational
efficiencies are improved due to leasing. Another modality for disinvestment
to be followed in some of the units may be management contract. In the
case of leasing of assets, management contract will automatically follow
while in the case of management contract alone, it may not be necessary
to lease the assets.

4.3 Guidelines on Selection of Intermediaries

For any successful disinvestment programme, intermediaries play an
important role. The role of merchant bankers in case of offer of sale, the
role of financial consultants in strategic sale and role of specialist
consultants in business and corporate restructuring assume importance.
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1. Setection of Merchant Bankers/Global Co-ordinators

An offer of sale can be done either in the domestic or in the international
market or in both. The selection of intermediaries for each of these should
be separate. A two stage process of selection of merchant bankers/investment
bankers is recommended. The selection should be PSU specific and will
depend upon the suggested mode of disinvestment.

Since there are a large number of merchant bankers/investment bankers
operating, an initial shortlisting may be necessary. The initial shortlist may
be based on the following factors.

.

Experience and capabilities. The track record of the intermediary in
terms of the major debt and equity issues handled over the past five
years should be assessed. In case of international merchant bankers,
the experience of managing issues in the concerned industry from
emerging market countries should also be considered.

Commitment to India. In case of international merchant bankers, their
local presence either independently or in strategic alliance with 2 local
partner will assume importance in view of the close interactions that
will be required during the process.

Research Capability. It 1s reasonable to expect that the selling of equity
especially in the international market should be backed by research.
The research strength of the intermediary in terms of the industry
analysis, the operations of the PSU and the continuing coverage of
India's economic development will assume importance.

Qualification of Personnel. The composition of the team which will
be managing the proposed issue and the overall manpower strength
should also be assessed. The size of the marketing set up and their
global coverage in case of international floatations have to be assessed.

Marketing Strategy.  The intermediary’s strategy in terms of investor
perception for the stock, potential market for the proposed offering
under current market conditions, proposed syndicate structure and plans
of post issue market operation for the specific PSU should be taken
mto account.

Conflict of interest. The commitment of the intermediary becomes
important in case the intermediary is undertaking any other major

floatations. Such details on pending transactions from either the same
industry or the country should be assessed before final shortlisting.
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The final selection of the intermediary should be made taking into account
fees and expenses in a transparent manner. An additional factor for the final
shortlist would be the willingness of the intermediary to undertake hard
underwriting at a pre-determined price. In these cases, the fee quoted by
the intermediary could be higher.

In order to facilitate better co-ordination, it is recommended that the
selection of co-teads and co-managers should be decided by the global co-
ordinator(s) in case of international floatations. However, before the
syndicate is finalised, the SEG should retain the right to ask for any change
in the syndicate structure where necessary.

2. Selection of Strategic Partners

While the procedure for selection of global co-ordinators for straight forward
disinvestment of around 10 to 25 per cent of Government holdings in profit
making Undertakings can be made on a competitive basis in a transparent
manner on the lines indicated above, a more elaborate procedure is
necessary in the case of PSUs considered appropriate for strategic sale.

Strategic sale implies sale of a substantial block of Government holdings
to a single party which would not only acquire substantial equity holdings
of upto 50 per cent but also bring in the necessary technology for making
the PSU viable and competitive in the global market. It should be noted that
the valuation of the share will depend on the extent of disinvestment and
the nature of shareholder interest in the management of the company.
Where Government continues to hold 51 % or more of the share holding,
the valuation will relate mainly to the shares of the companies and not to
the assets of the company. On the other hand, where shares are sold
through strategic sale and management is transferred to the strategic partner,
the valuation of the enterprise would be different as the strategic partner
will have control of the management. In such cases, the valuation of land
and other physical assets should also be computed at current market values
in order to fix the reserve price for the strategic sale.

To get best value through strategic sales, it would be necessary to have a
transparent and competitive procedure and to encourage enough competition
among viable parties

The following steps should be necessary for the process :

1. (a) One or more global financial advisers with or without association
with Indian advisers has to be selected in a transparent and competitive
manner. Parties with experience in this field will have to be pre-
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qualified and bids on fees related to the sale value have to be obtained.
These advisers will have to work with the PSUs for some months for
drawing up the terms and conditions for obtaining a large number of
bids from wviable parties, evaluating these bids and making appropriate
recommendations to the seller i.e. the Government. Quotations should
also be obtained alongwith the bids on fees for the initial expenses of
the advisers, to be paid only in the case of the sale not going through
owing to unacceptably low bids, and to be absorbed in the fees in the
event of a successful sale.

(b) For going through this first step of selection of financial advisers
for strategic sale, bids have to be obtained from the financial advisers
in a transparent manner. For this purpose, it would be useful to have
the services of an internationally experienced team of one or two
Consultants for whom separate fees will have to be paid. These
consultants will draw up the terms of reference for the financial
advisers, invite bids and advise the SEG on the selection of the
financial adviser.

2. The financial advisers selected through the step one process can then
be utilised for actually putting through the strategic sale. Detailed rules
of competitive bidding have to be drawn up with specific reference to
the PSU under the terms of the strategic sale. There will be, apart
from the bid for the block of shares to be sold, arrangements for other
matters such as sharing of management between the existing majority
share holders e.g. Government and the strategic partners, the terms for
induction of new technology from the strategic partner or others and
subsequent sale of shares by the Government to foreign and domestic
investors which should be covered. The selected financial advisers for
the strategic sale will have to draw up these terms to the satisfaction
of SEG and the PSU management. It would also help if these draft
terms are also discussed with the potential strategic bidders to test the
acceptability of these terms and to avoid the need for post bid
clarifications and variations. Thereafter, the SEG will authorise the
selected financial advisers to canvass the strategic sale and to obtain
sealed bids in accordance with these detailed terms. These bids will
be opened by the SEG. The financial advisers will, thereafter evaluate
the bids and give their advice to the SEG on the best evaluated bid.
To minimise subjectivity in the evaluation and to make the whole
process transparent, it may be necessary to indicate in the invitation to
bid the criteria for evaluation and the weightage to be given for
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different aspects of the bids. The SEG can then either accept the best
evaluated bid or reject it, if it is considered low in financial terms or
unacceptable in other ways.

3. For further disinvestment by the Government as agreed with the
strategic partner at the time of the latter's selection, the same financial
advisers can be engaged if there has to be a GDR sale. There is an
advantage in this process as the financial advisers would already be
familiar with the PSU. In this arrangement initial quotation of fees
from financial advisers can be obtained for strategic sale and
subsequently for the GDR book building sale. This will enhance
competition, lower fees and speed up process.

In the alternative, a fresh selection of financial advisers / global co-
ordinators will have to be made for the subsequent GDR sale and
substantial fees will have to be paid for the services of the global co-
ordinators.

4. It would also be desirable to offer Government shares in the
rejuvenated PSUs, with a strong strategic partner, to the Indian
investors also. At this stage, the company's own needs for IPO will
have to be taken into account in consultation with the strategic partner.

4.4 Retailing of PSU Shares to Small Investors and Employees

In line with the objectives of the disinvestment strategy to disperse PSU
shares widely in the domestic market, the Commission recommends
reservation of a sizeable quantity of shares for offer to the small
investors and PSU employees. Such offer will be made at a price upto
10% below the issue price to Indian institutional investors or investors
in the GDR market. When GDR is not involved, the offer of shares teo
the small investors in the domestic market may be undertaken first and,
at a later date, the balance remaining could be offered to the
institutional investors at an appropriate price. A ceiling of 200 shares
is recommended for such allotment to small investors.

Since it is considered desirable that the employees of the PSUs should
also become share holders, it is proposed that preferential allotment be
made to employees, with a ceiling of 200 shares per employee at the
same price as the small investor. A separate ceiling of 500 shares may
be fixed for preferential allotment to the employees. Where the
shareholding exceeds 200, there will be 2 lock-in period for three years
for such preferential allotment. In the case of high price shares, the
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tradable lots would need to be reduced to enable the small investors to
participate in the sale. In the case of employees, they may also be
permitted to pay in instalment upto a maximum of two.

Direct retailing by the Government for each PSU would increase cost of
distribution and would also not be effective in terms of reach. It would be
practical to use intermediaries such as mutual funds of public institutions
like UTI/LIC/GIC for this purpose. As this is a new mechanism for
distribution to small shareholders the framework has been broadly dealt with
below :

If provident funds (PF) are allowed to deploy a part of the funds in mutual
fund schemes for investment in PSU shares, an amount of Rs. 2000 crores
can be initially be invested with UTI It is proposed that UTI float a new
scheme called "PSU Provident Fund Scheme” and receive PF monies. The
scheme will invest these funds in acquiring PSU shares which will be
offered at a discount to the institutional price. In turn UTI will retail these
shares in marketable lots at cost to individual small investors . Any
unsold shares can be sold to the institutions at the institutional prices. It
is expected that good PSU shares will be made available to individual
investors over a period of a month of retailing. The money recouped from
these investors could be reinvested in acquiring shares of other PSUs offered
through disinvestment. Thus the corpus can act as a revolving fund
enabling disinvestment of other PSU shares. 1In the interregnum  between
disinvestment, UTI will deploy the funds in equity and debt and the
earnings will be given as return to the Provident Fund Account. In order
to protect the interests of the provident funds, Government may underwrite
to the scheme any shortfall in-annual returns compared to the average
earnings now accruing to the provident funds. A higher return net of
scheme expenses can be shared between the fund and the Government.

If however, provident fund monies are not available for investing in mutual
funds, the above procedure can be modified as follows. Government shares
for sale can be initially deposited with a mutual fund like UTI which will
undertake to retail the shares to small investors over a suitable period of
time. The monies realised through such a scheme can be paid back to the
Goverr 1ent.  The unsold shares if any, can be sold to institutional
investors at the institutional price and can be repatriated back to the
Government. However, in both these cases there may be a time lag
between the deposit of shares and the realisation of proceeds to the
Government.
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A part of the shares proposed for disinvestment in a PSU could be
dematerialised and placed with the National Securities Depositories Limited
(NSDL) in the account of the mutual fund. The mutual fund in turn could
retail the shares to small investors who are members of the depository
participants and in this process they save on stamp duty on transfer and
acquire instant tradeability. However, in the initial stages the extent of such
sale may be restricted till the number of depository participants of the
NSDL and investors linked to them increases.

In all the above cases it would be worthwhile to conduct a suitable
publicity campaign for ensuring wide advertisement for the proposed sale
of shares. The expenses incurred in this could be offset from the proceeds

of disinvestment.
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5. SPECIFIC RECOMMENDATIONS
5.1 Modern Food Industries (India) Limited
Evolution

The company was incorporated on st October, 1965 as ModeNy Bakeries
India Limited (MBIL) with the main objective of popularising_wheat
consumption and to set up model bread production facilities with emphasis
on hygiene and nutrition. It started its commercial production in 1968 with
four plants at Bombay, Madras, Ahmedabad, Cochin and Delhi. By 1979,
the company had established thirteen bakery units spread all across the
country.

In 1979, MBIL started manufacturing non-bakery products with the setting
up of Rolling Flour mill at Faridabad. In 1980, Food Corporation of India
(FCY) handed over the solvent extraction plant at Ujjain and Government of
India (Gol) its Fruit Juice Bottling Plant at Delhi to MBIL. With these
diverse operations under its wings and in order to reflect the changed
nature of its operation, the name of the company was changed as Modern
Food Industries (India) Limited (MFIL) in 1982,

In 1985, MFIL set up a Mango Pulping facility at Bhagalpur and a
Pineapple Pulping facility at Silchar. Later in nineties, MFIL started
supplying energy foods/extruded foods/care foods under the various Social
Welfare Programmes of various State Governments and under the aegis of
World Food Programme. The Ujjain Plant has been closed down, though
thanks to a court stay, workers are being paid their salaries. The Silchar
facility has also been closed down while the Bhagalpur facility has been re-
organised to produce nutrient food.

Production Facilities

At present, MFIL is having 14 manufacturing facilities for manufacturing
bread and other bakery products, 4 facilities for energy food and one unit
manufacturing extruded food. In addition, it has 17 fanchisees and eight
ancillaries.  All these manufacturing units are located all across the country.
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Installed Capacities and Capacity utilisation

The following table gives the Installed Capacities and Capacity utilisation
for the past three years.

Table 1 Installed capacities and capacity utilisation
Particulars Installed | Capacity Utilisation %
capacity
FY 94 | FY 95 | FY 96

Bread/Bakery (mn. SL) 268.6 66 72 90
Energy food & Care food (MT) | 36000 37 110 115
Extruded Food (MT) 1500 96 99 130
Fruit juice & Drinks (lakh litres)| 191.28 3 3 4

Industry Profile

The bakery industry is a low tech and low margin industry. In 1977, Gol
had reserved bread industry for Small Scale Industries (SSI). Accordingly,
60-70% of the total production today comes from the unorganised sector.
Because of this SSI Status, existing players cannot expand their operations
and hence MFIL adopted the strategy of indirect expansion through
franchising and ancilliarisation.

The total market size of this industry is 15 billion standard loaves (SL) or
1.5 mllion tonnes. The current growth is around 5-6% per annum and is
expected to remain in the same level in the medium term. Since this
industry is reserved , 35-40% of the total production comes from small scale
sector with about 1500-1800 units in operation. The organised sector
accounts for 25-30% of the total production The balance production comes
from the traditional bakery units operating under cottage/tiny sector
numbering approx. 65000 units. The two major players in this sector are
MFIL and Britannia Industries Ltd (BIL) and are having a market share of
10-12% and 7-8% respectively. Apart from these two, there are a few large
regional players such as Spencer's in South India, Vibbs in Maharashtra,
Harvest Gold and Perfect in Delhi etc,

Regional consumption and demand patterns indicate that Southern States
consume 32% of the total bread consumption while Northern, Western and
Eastern States consume 27%,23% and 18% respectively of the total
consumption.
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Key Success Factors in the Bakery Industry

As bread is consumed by a wide cross section of the society, there
should be a strong retail distribution net work in order to service the
customers.

Large players with established brand names are preferred by the middle/
upper segmients. Hence, establishing a brand name is another essential
factor.

As bakery industry is a low margin business, cost control would be
crucial in sustaining profitability in the long run.

Packaging of the product is very important as the product is a
perishable commodity and quality, hygiene etc. have to be maintained.

Access to raw materials like wheat and sugar which are agro based and
whose production is dependent on the monsoon is another important
factor.

MFIL - SWOT analysis
Strengths

Production facilities are spread across the country. It has one of the
largest and dispersed manufacturing set up This will help cater to a
wide cross section of consumers.

Fairly well established brand across the country. Modem Bread is an
established brand and has the single largest market share.

Fairly wide distribution network. MFIL uses a combination of
distributor-wholesaler-retailer network and also uses its own vehicles
to supply to retailers. 80% of its total sales is through the above
network.

Weaknesses

Under utilisation of production facilities. The capacity utilisation of all
product lines of MFIL is low.

Large workforce and relatively low labour productivity compared to its
competitor. MFIL has 14 workers per line as against 8 workers
elsewhere for the same comparable capacity. Employee costs as a
percentage of total income is in the range of 15-17% over the past five
years where as it is 7-8% for comparable competitors. The main
reasons for this are comparative overmanning, high rates of
absenteeism, low productivity and overtime payments
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Acquisitions /setting up of businesses under Government persuasion in
the past have not provided synergy and have adversely affected the
overall performance.

MFIL has limited flexibility in decision making to respond to market
changes and use marketing tools like discounts, rebates etc. in a highly
competitive, low margin bakery industry.

Poor public image as compared to organised competitors. Especially in
the North Indian market.

Opportunities

Existence of a large market

Per capita consumption in India very low. significant opportunity to
increase market shares and volume.

Threats

Removal of subsidies will affect the financial performance in the future.
MFIL in the past had a wheat allocation quota from FCI on preferential
basis without being affected by aberrations of the market prices of
wheat. This facility was withdrawn in FY 89. Like wise, Gol was
offering wheat to MFIL at subsidised rates (Re.1/~ per kg less than the
PDS release price). This scheme was withdrawn from November, 1996,
This will affect the financial performance of the company as the
resulting higher input prices cannot be passed on to the consumers
fully.

Supply of nutritional/energy products under Social Welfare Programmes
is vulnerable to variations in budget allocations at a time when the
sales contribution by this division is increasing.

Fragmented nature of the market and competition from the organised
and unorganised sector. Increasing competition from a large number of
small units with niche market segments, especially if Abid Hussain
Committee recommendations to increase the investment limit for SSis
to Rs.3 crores is accepted.

Presence of a number of non-functional and loss making units acting
as a drag on the operations and profits.
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Financial Performance

The sales contribution of the major Products for the past three years are as
follows:

Table 2 Sales

Division-% of Net Sales FY 94 FY 95 FY 96
Bakery Activities 84 68 65
Non Bakery Activities -
- Energy Food 14 27 27
- Care/Extruded Food 1 5 5
- Others 1 0 3
Total (Rs. Million) 800 1109 1378
Average Sales Realisation
- Bread (Rs. S.L) 3.79 3.90 3.72
- Energy Food (Rs./MT) 10332 11045 11244
- Care Food (Rs/MT) 6300 6300 5860
- Extruded Food (Rs/MT) 8109 8108 9608
Gross Profit Margin (%) 40 83 11.1
The financial analysis for the past five years are given as under :
Table 3 Past Financial Analysis ’ (Rs.Million)
Particulars FY 92 [ FY 93 [FY 94 [FY 95 [FY 96
Total Income (Rs. Mn) 647 817 809 1121 1393
Operating Profit (Rs. Mn) -33 20 -3 59 109
Profit after Tax (Rs. Mn) -28 24 1 63 61
Op. Profit Margin (%) -5.1 25 0.4 52 7.8
Net Profit Margin (%) -4 .4 30 0.1 5.6 44
Equity Capital (Rs.,Mn) 85 90 96 96 111
Tangible Networth 96 115 128 179 248
ROCE (%) - 223 7.7 28.7 46.2
Cost of Capital (%) 122 9.0 94 13.6
RONW (%) - 230 0.8 409 28.7
EPS (Rs.)* 270.7 10 656 5532
Book Value (Rs.)* 1133.2 11280.4 | 13364 | 18719 | 22399

(*) Face value of share is Rs.1000
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The Company's operating profit margins fluctuated during the past five years
mainly due to the losses incurred in non-bakery operations and rise in prices
of major raw matertals for bread, which could not be passed on to the
consumer because of the competitive markets. As can be seen from the
above table, the equity capital of MFIL has gone up from a level of Rs.85
million in FY 92 to Rs.111 million in FY 96. This is because of
Government funding. Government has been providing funds to the tune of
around Rs. 10 million every year (50% as equity and 50% as loan).

Recommendations

Based on the above SWOT analysis, the future outlook of MFIL in terms
of financial performance as a public sector undertaking does not appear to
be promising. The potential to improve share valuation through
restructuring may not also be significant.

Extent of Disinvestment

According to the principles for the extent of disinvestment evolved by the
Commission. MFIL falls under the non-core sector in which disinvestment
can go upto 74% or more. It is recommended that the Government should
disinvest 100% of its shareholding in this company for reasons already
stated.

Modality of Disinvestment

The Commission evaluated the overall operations of the Company and it
was felt that better realisation would accrue to the Government if all the
units were sold together. The size of MFIL in terms of assets and
operations is not large. It has a large number of small units. It may not
be necessary to attempt any de-merger exercise before sale on a unit by unit
basis. It is also felt that if the company is sold as a whole, potential
buyers who could consolidate and run the operations would be interested.

On these considerations, a sale of the entire Government shareholding on
an as-is-where-is -basis is recommended The appointment of financial
advisers, selection of buyers etc. through the mechanism of competitive bids
should be undertaken by SEG. Guidelines for sales are given in Part B of
this report.
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5.2 Gas Authority of India Limited
Background '

The Gas Authority of India Limited (GAIL) was incorporated in 1984 with
the objective of engaging in all post exploration activities such as
transportation, processing and marketing of natural gas. The first project
of the GAIL was the construction, operation and maintenance of the Hazira
Bijaipur Jagdishpur (HBJ) pipeline with an installed capacity of 18.2 million
standard cybic metres per day (MMSCMD) of natural gas, covering a total
distance of over 1700 kms. As on today, the company has expanded and
diversified its activities to other related areas such as LPG production. The
company is in the process of completion of another major diversification
programme for production of petrochemicals.

The major share of sales of GAIL comes through the business of
transportation of natural gas through the HBJ pipeline. GAIL has also set
up gas processing facilities at Vijaipur and Vaghodia for production of LPG,
Propane, Pentane, and SBP. The details of GAIL's sales break up for the
last three years from different operations are given below :

Table 1 Sales Break-up

FY 96 Fy 95 Fy 94
Rs.Mn % Rs. Mn. % Rs. Mn. %
Natural Gas 38633 922 31461 936 29029 93.0
LPG 2783 6.6 1831 5.4 2056 6.6
Others 494 1.2 336 1.0 119 04
Gross Sales 41910 | 100.0 | 33628 [ 100.0 | 31204 | 100.0

At present, the company's paid up share capital is Rs.8453 million, out of
which the Government has disinvested 3.37% during 1995-96 to institutional
investors at a price of Rs 67 per share. In addition, the company has allotted
200 shares to employees at a price of Rs.18 per share in January 1997,

Industry Overview
1. Natural Gas Transportation

The natural gas production in the country is owned by two public sector
companies viz., Oil & Natural Gas Commission Ltd (ONGC) and Oil India
Limited (OIL). GAIL has a near monopoly position in the marketing and
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distribution of natural gas in the country. The market share of GAIL is
close to 94 % and there are only four other small companies who operate
only on regional basis. The natural monopoly characteristic of the pipeline
distribution business consolidates GAIL's position. GAIL owns 19 of the
49 onshore gas pipelines in the country amounting to 89% of the overall
approx. 3200 km pipeline length. GAIL also owns 3 of the 11 offshore gas
pipelines accounting for 57 kms of 679 kms.

Use of natural gas in the overall energy consumption accounts for only 7%.
The major consumer of gas supplied by GAIL are units in power sector and
feruliser sector who together account for more than 80% of the total gas

sales.
Factors crucial for success in the Natural Gas Transportation

* Long term availability of natural gas is essential as the spot market is
practically non-existent.

*  Construction of processing plant, LNG plants and pipelines are capital
intensive, sourcing of cheap capital is critical for company's
profitability.

* Since all the facilities are capital intensive, effective utilisation of the
capacity and achieving economies of scale are other key success factors.

Government Policy

The pricing of natural gas and natural gas products which include LPG,
ethane and propane are administered and assure a 12% post tax return on
networth. There are location specific subsidisation for North-east sector.
Free import of liquefied natural gas is allowed. Transportation charges are
also administered and are expected to increase from Rs.850/TCM to Rs.
HS0/TCM 1n 1997-98 as per the T.L Sankar Commiftee recommendations.
The allocation of gas is controlled.

2. Liquified Petroleum Gas

The LPG producers in India include ONGC, I0C, HPCL, BPCL, GAIL,
OIL, CRL, MRL, MRPL and BRPL. The LPG covered under the
administered pricing mechanism is marketed by 10C, HPCL, BPCL and OIL.

GAIL has an appropriate 13% share in overall LPG production in the
country and about a 32% share in gas based LPG production.  From
1998-99, its capacity will increase to around 1.3 MMT from the present
0.48 MMT on account of ongoing expansions. This would add considerably
to its current market share.
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Factors Crucial for Success in the LPG Industry

. Under the Administered Price Mechanism

Increasing capital expenditures through internal accruals

Better performance than the standard laid down by Oil
Co-ordination Committee for the refinery.

* Being a net recipient from the oil pool accounts
Under Decontrolled Price Scenario

Long term availability of gas is crucial for LPG production.
Consequently, effective negotiations in the various long term
contracts are essential

Adequate LPG extraction facilities and logistics for distribution

Integrated operations with upstream and downstream petrochemicals
and power generation

¢« Ability to source cheap capital
Financial Analysis

The past financials of the GAIL are as under;

Table 2 Past Financial Analysis ' (Rs.Million)
FY 96 | FY 95 | FY 94 | FY 93 | FY 92

Operating Income 41648 | 33447 | 31118 | 27779 | 10412
Cost of Sales 35172 | 28101 | 25677 | 22849 | 6915
Operating profit 6476 5346 5441 4930 3497
Profit After Tax 5155 3676 3205 2105 942
Gross margin (%) 55 16.0 17.5 17.7 337
Net Margin (%) i24 11.0 10.3 7.6 9.0
ROCE (%) 21.1 18.1 18.8 155 16.9
RONW (%) 247 222 24.0 200 38.0

Recommendations

Based on the analysis of the company performance and the outlook of the
industry, the classification of the industry in terms of the framework evolved
by the Commission, is "High Potential' The PSU is operating in a near
monopolistic environment as regards its main business and has future

55



expanston plans in the main business. Moreover, GAIL's future financial
performance is expected to be on an upswing, as all their new projects will
be implemented In the next couple of years

Extent of Disinvestment

According to the principles for the extent of disinvestment evolved by the
Commission, GAIL falls under the core sector. On this basis, it is
recommended that the Government can disinvest upto 49%,

Restructuring

At present, no business or technological restructuring is warranted
However, in order to enhance enterprise value and the share value, 1t 15
recommended that the delegation of powers to the Board of Directors be
maximum n accordance with definition of Strong Performers as given in
Part A of the report. Since GAIL will continue to be in the public sector
even after disinvestment, adequate delegation of powers will instil
confidence 1n the minds of the prospective investors that the management
of the company will be run on professional lines.

Modalities of Disinvestment

THe PSU's strong finances and its near monopely position in business will
help attract both institutional as well as small investor interest. Keeping
in mind the capital structure and the availability of investible resources in
the Indian Capital Market, disinvestment to the extent of 25% of the total
equity capital 1s recommended and this should be distributed between the
domestic market and international market depending upon the market
conditions. The price and exact timing may also be decided by Standing
Empowered Group depending upon the market conditions

The selection of global co-ordinators for the GDR issue should be done by
the Standing Empowered Group. Guidelines for this have been evolved by
the Commission and are available in Part B of the report.

As regards the domestic issue, the Commission has evolved guidelines for
retarling the shares to small investors and are available in Part B of the
report.
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5.3 India Tourism Development Corporation

Evolution

With a view to developing tourism in the country, the Government of India
set up two separate undertakings namely India Tourism Transport
Undertaking Ltd. and India Tourism Corporation Ltd. Subsequently these
were amalgamated in 1966 which led to the emergence of India Tourism
Development Corporation Ltd. (ITDC). The erstwhile Ashok Hotels and
Janpath Hotels were also merged with ITDC in 1970.

Present Acttvities
The main activities of ITDC include the following:

*  Construction, management and marketing of hotels and restaurants:
ITDC operates 26 hotels which can be classified into three categories on
the basis of facilities and services offered. These are:

Table 1 Categories of Hotels

No. of Rooms
Segment Service Hotels Number % of total
Elite Luxury 6 1326 37%
Classic Budget 15 1234 34%
Comfort Economy 5 1049 29%
TOTAL 26 3609 100%

*  Provision of shopping facilities in the form of duty/tax free shops:
ITDC operates 30 shops tn six locations in airports; but the bulk of the
turnover is from two shops in Delhi and Mumbai Airports.

e Provision of tourist transport facilities: Ashok Tours and Travels
provides travel and tourist services and exists mainly to add synergy
to the hotel operations rather than as a profit centre on its own.

Business Analysis

As mentioned above, a major part of ITDC’s income comes from the hotel
chains and the duty free shops. These businesses are analysed below:
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Hotels:

The 26 strong hotel chain of ITDC has a presence in various segments
ranging from luxury to economy class. A brief description of these
categories is given below:

Table 2 Break-up of Hotel Business

Category [ Hotels Descrio- | Turnover | % to PBT % of
tion 1995-96 | total 1995-96 | total
(Rs. Cr) (Rs. Cr)
Elite 6 Luxury |116.7 63 35 79
Classic [} Budget | 50.7 27 8.5 19
Comfort |5 Comfort [17.3 10 0.9 2
Total 26 1847 100 44 4 100

As may be observed from the table, the elite category is the most
remunerative and profitable of all the hotels. This is in line with the
industry trends which indicate that the luxury hotels are typically more
profitable than lower standard categories.

The nature and quality of facilities are not at par with those provided by
hotels in the comresponding competing categories. As a result the occupancy
levels of the hotels are much- lower than the corresponding occupancy levels
of the competing hotels.

The overall occupancy levels at ITDC have more or less remained stagnant
except in metro locations which have seen an increase. However, this
increase has not been commensurate with the increase experienced by the
other major players. This can be explained by the fact that though ITDC
has 75% of its owned rooms in the metros, there is a fair proportion of
budget and economy class hotels in this geographical segment. This is in
contrast to its competitors who operate only luxuiy segment hotels in the
metros.

The relative weak brand image of the ITDC and the lower standards of
facilities and services as also its presence in the budget and economy
segments of hotels has led to lower average room rents compared to its
competitors.

Out of the 26 hotels only three hotels have computerised systems. As a
result the control on guest billing , guest communication, material
procurement, etc. is probably not as effective as with computer based
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systems. Therefore it is reasonable to conclude that there is scope for cost
reductions in operations. All these factors have resulted in lower net profits.

Duty Free Shops (DFS)

Till 1992-93, the hotels and the tour divisions of ITDC were posting meagre
profits or losses. Nearly all the net profits of ITDC were being contributed
by the DFS division. In 95-96, DFS division contributed 38% of the net
profits of ITDC.

The lease on the DFS of ITDC is due to expire in May 1997. There is
some uncertainty regarding the renewal of the license from the Atrport
Authority of India (AAI). If renewed, AAI is likely to increase the license
fee. This may adversely affect the profits of the company. In case the
license is not renewed in May 1997, it may have a significant downward
impact on the profits of ITDC.

Employee Costs

Employee costs in ITDC are significantly higher than its competitors. This
is attributed to the presence of ITDC in various travel related operations like
Tours and Travels which employ a significant number of staff.

Further, this level of employee costs is expected to increase in the future
due to two reasons. Firstly, the implementation of the Fifth Pay Commission
will have a impact on the salaries of those staff who are employed at the
Central Government pay scales. Secondly the wage agreement with the
workers under the Industrial Disputes Act has expired on December 31st
1996 and is due for negotiations this year.

Financial Analysis

The present capital structure of ITDC has an equity share capital of Rs.67.5
crores with a tangible net worth of about Rs. 1480 crores. The company has
a very low proportion of debt in its operations and all financing of projects
in the past has Scen done by internal accruals.

Financially the company's performance has improved over the last tour years
primarily due to improved performance in the hotel business. The gross and
the net margins have shown a consistent imnrovement as shown in the table

below:
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Table 3 Financial Highlights of ITDC

Rs. Crores 95-96 [94-95 193-94 [92.93 |91-92 ,
Gross sales 13583 [111.2 18363 (6745 [63.71
Operating Income 288.88 [233.56 [189.74 |160.34 |140 78
Cost of sales 219.08 [190.76 {160.92 |141.46 {126.33
Profit After Tax 47.75 [28.36 [12.21 10.05 |5.59
Total Assets 316.25 [259.51 |218.69 {18592 [175.69
Net profit margin (%) 1651 [10.74 |6.36 6.25 2.19
Gross profit margin (%) 2416 1693 [1519 [11.17 |10.26

The company's return on capital employed has shown a consistent upward
trend over the past five years increasing from about 8% to about 39%.
ITDC's ROCE 1s higher than all the other hotels in the hotel industry with
the exception of Asian hotels. This is mainly on account of the company's
duty free business which is not capital intensive and has a high turnover.

The key favourable and unfavourable issues which arise from the above
analysis are as follows.

Areas of Strength

ITDC operates a chain of hotels in different locations as compared to
some other players in the industry who operate either one or two
hotels. This can be considered as a strength as a chain provides easy
access to both the business and tourist travellers and thus has a
multiplier effect on revenue.

ITDC owns properties in prime locations in Delhi and other places
which provide an easy and convenient access to both business and
tourist travellers. Given the scarcity of land in prime locations, this is
a major factor in favour of the company. Some of these properties are
on lease hold land.

The demand for hotel rooms is dependent on the growth of the
business and tourist travel. This is expected to grow at a healthy pace
over the medium term.

Areas of Concern

ITDC's presence in all the segments of the hotel industry viz., luxury,
budget and economy has weakened the image among the business
travellers. As a result, the luxury hotels of the group experience lower
occupancy levels. However, given the prime location of these properties,
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there is considerable scope for increasing turnover per room in the
Elite category of hotels.

» Employee costs are high in ITDC. While it is acknowledged that the
hotel industry is by itself a labour intensive industry, significant
overmanning exists in ITDC which also provides labour using add-on
services like travel and tours. The contribution to profits from these
divisions is quite low.

»  Unlike other major competitors, ITDC does not have the flexibility with
regard to employee compensation which is considered essential if good
talent has to be attracted to the company. Similarly, lack of autonomy
at the Board level has adversely affected the decision making process.
As the company operates in a highly competitive industry, some
flexibility is considered necessary to enable the company to quickly
respond to the changing needs of the market.

Extent of Disinvestment

According to the principles established by the Commission, ITDC falls
in the non-core category and hence disinvestment can go upte 74% or
more.

Recommendations

It is evident from the above analysis there is some uncertainty about the
operations of Duty Free Shops which have contributed significantly to
the profits of the company in the past. At the same time there is
considerable scope for improvement in the profitability of hotels which
are situated in prime locations. One of the key success factors in the
hotel industry is the ability to provide high quality of service especially
in the luxury segment. It is felt that public sector is handicapped in
providing this high quality of services in the luxury segment.

On the other hand, public sector as a whole does not have to play a
role in providing hespitality services in metro locations where the
private sector has established adequate presence in the market. In non-
metro and other locations where the private sector hotels are yet to
establish a presence, the public sector may be better suited to play the
role of a facilitator rather than direct provider of services.

On these considerations, the Commission recommends that the ITDC
should be suitably restructured in terms of its operations for the
purpose of disinvestment. The restructuring proposed is as follows:
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1. 1In respect of the hotels situated in prime locations like Dethi and
Bahgalore, they may be handed over to established hotel chains through
a competitive bidding process to run on long term structured contract
on lease-cum-management basis. This will mainly take care of the
problems of transfer of property in case of lease hold lands on which
the hotels are sitnated. It would be ideal if a tripartite agreement
between ITDC, trade unions and the concerned parties is concluded in
each case to take care of the interests of the labour. The terms of
contract and procedure for competitive bidding may be determined by
the SEG with the help of financial Advisers and Consultants. The
contract could have up-front fee and annual fee with an in-built
indexation for annual revisions. Such fees should be significantly higher
than the current level of profits of each of the hotels. The realisation
on account of the up-front fees and annual fees will accrue to
Government in the form of taxes and .dividends.

2. Other hotels may be demerged into separate corporate identities.
Shares will be issued in these companies to Government and other
shareholders, if any, in exchange for ITDC Shares. The disinvestment
in the new companies will be through sale of 100% Government share
holdings in them. The SEG may again carry out this process with the
help of Financial Advisers for proper valuation and terms of competitive
bidding.

3. ITDC may continue to operate the business of duty free shops and
travel and tours business subject to the viability of the operations. This
should be decided by the Board of Directors of the Company.
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Appendix I
Analysis of the Referred PSU's

Analysis on Net Profits

PSUs have been segregated on the basis of consistent profits or
fluctuations between net profits or losses reported during the preceding five
vears from FY91 to FY96. Consistent profits indicates that category where
the PSU has not slipped into losses during the last six years.

Table 10 PSUs with consistent profits
Category Name of The PSUs

ONGC, OIL, BRPL, SAIL, MTNL,
GAIL, SCI, EIL, ITDC, HAL, Al,
Consistent Net Profits CONCOR, IPCL, FACT, NFL, PHL,
Between FY91 and FY96- | NLC, NCF, HTL, BEML, BEL,

‘ GRSEL, BALCO, HZL, NALCO, IBP,
NTPC, PGCIL, NHPC, RITES, KIOCL,
MOIL

(32 PSUs)

in the other category, companies which slipped into losses in one or more
vears 1n the referred period are presented below:

Table 11 PSUs with Inconsistent Profits /LoSses

Category Name of the PSUs

Hindustan Copper Ltd, South
Eastern Coal! Fields, Western Coal

Fluctuation between Net Fields, Madras Fertilisers Ltd.,
Profits or Losses during Modem Food Industries (India) Ltd., Hotel
FY91 To FY9% Corporation of India Ltd., ITI Ltd.,

and Hindustan Latex Ltd.

(8 PSUs)

Out of the above eight, ITi is a special case as the company has posted
increasing losses since 1994-95 and has currently initiated steps for
application to the Board for Industrial and Financial Reconstruction (BIFR)
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under the provisions of the SICA. The above PSUs may require
additional preparation for them to be taken up for disinvestment.

Analysis by Industry Classification

. . |
The DPE survey classifies all the 245 central PSUs into 21 mdustry|
segments. The PSUs referred belong to 14 industry segments out of thisI
total of 21 28 PSUs belong to the manufacturing sector, with the

remaining 12 in the service sector.

Table 12 Analysis by Industry Classification

Industry No [ Companies
MANUFACTURING

Fertilisers 3 FACT, NFL, MFL

Petroleum 5 ONGC, OIL, GAIL, BRPL, IBP
Chemicals 1 IPCL

Coal & Lignite 4 |NCF, SECF, WCF, NLC

Power 2 |NTPC, NHPC

Minerals & Metals 6 |HZL, HCL, BALCO, NALCO, KIOCL, MOIL
Steel 1 |SALL

Medium & Light Engg 3 |BEL, HTL, ITI

Transportation Equip. 3 |BEML, HAL, GRSEL

SERVICE
Teiecom Services MTNL
Transportation Services 4 [Al, PHL, SCI, CONCOR

—

Ind. Dev. & Tech. 3 EIL, RITES, PGCIL
Consultancy

Tourist Services 2 |ITDC, HCIL
Consumer Goods 2 {HLL, MFIL

Total 40

Analysis on Paid-up share Capital

The 40 PSUs referred to the Commission have a wide range of share
capital. A frequency analysis on this parameter is presented in the table
below.



fable 13  Analysis of Share Capital

(Rs. Crores)

Range of Share Capital No. [Name of the PSUs

£ 5,000) 1 |NTPC

(2,500 - 5,000) 3 | SAIL, PGCIL, NHPC,

(1,000 - 2,500) 5 |NLC, ONGC, NALCO, NCF, SECF

(500 - 1,000) 4 GAIL, WCF, KIOCL, MTNL,

250 - 500) 6 NFL, BALCO, HZL, FACT, HCL, SCI
100 - 250 7 IPCL, BRPL, Al, MFL, GRSEL, HAL, PHL
<100 14 |OLL, EIL, ITDC, CONCOR, HCIL, HTL,

IT], IBP, BEML, BEL, MFIL, HLL,

o RITES, MOIL
! Total 40

Analysis on Accumulated Reserves

‘For all the 40 PSUs, an analysis of the accumulated reserves with share
apital was carried out in order to understand opportunities for capitalisation
of reserves. The following table compares the accumulated reserves as a
multiple of the paid up share capital. Only companies where the multipte

s more than 8 have been included.

was significantly lower.

Table 14 Accumulated Reserves

In all other cases the above multiple

(Rs. crores)

St Name of Share Total Times Gol

No. | PSU Capital (a) | Reserve (c)| (¢c)/(a) holding
1 RITES 1.00 90.78 90.78 100.00
2 OIL 71.33 178221 2479 100.00
3 BEML 36.86 536.16 14 30 61.10
4 IBP 14.76 205 41 13.92 59 62
5 EIL 18.00 23819 13.23 100 00
6 ONGC 1525.92 16932.88 11.10 97 94
7 IPCL 248 95 224217 8.59 62.40
8 A INDIA 153 84 1335.54 8.42 100.00

‘Lis evident that in at least eight companies, there are significant
opportumtres for
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Analysis on Trading & Listing

Table 15 Stocks Disinvested and Listed

Sl Name of Share Price* Gol Other Major
No [ PSU Capital Holding | Share holders
(Rs. crs) (%)

1 FACT 354.77 NA 87 35

2 ONGC 1525.92 175.00 96.13 .

3 NALCO 1288.62 38.00 87.15 Fls

4 SAIL 4130.40 22.25 85 82 UTI

5 SCI 282.30 32.00 80.12 UTI

6 CONCOR 64.99 375.00 76.92 M. Stanley
7 ITI 88.00 NA 76.67 Fls

8 HZL 422.53 15.85 75.92 Fls

9 BEL 80.00 NA | 7586 Fls

10 MTNL 600.00 237.00 65.73 FIs & Flls
11 IPCL 248.95 131.50 62.4 Fls

12 BEML 36.86 141.50 61.1 FIs

13 IBP 14.76 103.75 59 .62 FIs

14 GAIL 84532 100.00 96.63

15 BRPL 13.75 13.75 74.76 FIs & MFs
* Price as on 18th February, 1997 on the Bombay Stock Exchange
Table 16 Stocks Disinvested but not yet Listed

SI. Name of Share Gol

No. PSU Capital Holding (%)

] NFL 490 58 97.65

2 HCL 330.20 98.88

3 NLC 1796.78 94.19,

4 EiL 18.00 94.01

5 ITDC 67.52 90.00*

6 KIOCL 634.51 98.99

* The other major share holder is the Indian Hotels Ltd
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Table 17 Stocks not Disinvested so far
SL. Name of Share Gol
No. PSU Capital Holding (%)
1 NTPC 7334.97 100
2 PGCIL 2972.24 100
3 NHPC 2832.48 100
4 NCF 1178.47 100 by CIL
5 SECF 1121.00 100 by CIL
6 WCF 711.00 100 by CIL
7 BALCO 488.85 100
8 Al 153.84 100

9 MFL 137.37 69.78'
10 GRSEL 123 .84 100
11 HAL 120.50 100
12 PHL 113.76 78.46
i3 OIL 71.33 100
14 HCIL 40.60 100 by AI
15 MOIL 15.33 81.542
16 HTL 15.00 100

17 HLL 13.65 100

18 MFIL 9.58 100

19 RITES 1.00 100

! Balance held by National Iranian Oil C

? Balance heid by State Governments of Maharastra (9.62 %) and Madhya Pradesh (8.81 %)
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INTRODUCTION






The Disinvestment Commission presented its First Report on 20th February,
1997. The report was in three parts - Part A dealing with an overview
of the central Public Sector Undertakings: Part B containing general
recommendations and Part C specific recommendations with regard to
Modern Foods Industries Ltd. (MFIL), India Tourism Development
Corporation (ITDC) and Gas Authority of India Ltd.(GAIL) It was
emphasised that the recommendations in Parts B and C should be taken
in totality in order to enhance enterprise value and maximise Government's
receipts from disinvestment.

The Hon'ble Finance Minister, Shri. P. Chidambaram in his Budget speech
on February 28, 1997 stated “We intend to proceed with the disinvestment
in these companies along the lines suggested by the Commission”. A
reference was also made to the long term strategy formulated by the
Disinvestment Commission. Quoting from the Commission’s First Report,
he stated “The essence of a long-term disinvestment strategy should be
not only to enhance budgetary receipts, but also minimise budgetary support
towards unprofitable units while ensuring their long-term viability and
sustainable levels of employment in them.” He further indicated that
Government agreed with this view.

The .Commission would like to emphasise once again that wherever there
is an offer of sale of shares with government majority shareholding or
a strategic sale with Government retaining at least 51% of the shares
temporarily, the share values can be increased significantly by
implementation of the recommendations relating to better corporate
governance and managerial autonomy as outlined in Part B of the First
Report. The Commission’s examination of the PSUs has revealed that in
several cases, the viability and operational efficiency of the undertakings
has been adversely affected owing to protracted delays in getting
government clearances for their investments. This further underlines the
need for providing more autonomy to PSUs as already recommended in
the First Report. There is also a negative perception among the investors
that PSU managements are relatively underpaid and generally demotivated
besides being excessively controlled and lacking in autonomy. The
Commission would, therefore, once again reiterate that there is likely
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to be loss to the exchequer through lower realisation of sale value, in
the absence of a co-ordinated approach to disinvestment keeping in
view the general recommendations contained in the First Report and
the specific recommendations made in respect of each of the referred
PSUs.

The Commission has made a study of the privatisation process in several
countries around the world and as stated n the introduction to its First
Report “has taken due note of ... experiences of other countries in
disinvestment and privatisation™. Available studies on disinvestment in
various countries have shown that there is no universally applicable model
of privatisation programme and that every country has tailored its approach
to its specific objectives and constraints. The process has evolved in most
of the countries with mid-course corrections having been made in the light
of experience gathered over the years. Various strategies have been adopted
and implemented and a wide range of techniques used. There i1s thus no
uniform recipe for success in privatisation and many countries have
experienced successes and failures. Privatisation has also been a contentious
issue in many countries. The success of the programme depends on the
political consensus and the will to pursue a strategy for improving
efficiency in the use of public resources invested in PSUs ensuring their
competitiveness and providing sustainable employment. In many countries
state ownership has been found to be less conducive to efficiency than
private ownership in comparable cases. Wherever state ownership has
promoted efficiency it has been possible through operation in a competitive
environment and by providing autonomy and incentives to the PSU
managements.

In India what is needed is a pragmatic approach and not an ideological
approach to public enterprises. There are PSUs which have performed
well and which could perform even better with greater autonomy and
incentives to management. There are other PSUs in need of new
technology, marketing skills etc. which can be accessed through strategic
sale of shares to suitable private sector partners. A differentiated approach
to disinvestment will be necessary for each PSU with reference to its
particular circumstances.
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The Commission has continued with its examination of the remaining 37
PSUs out of the 40 initially referred to it by the Government. A further
list of 10 PSUs has been recently forwarded to the Commission. (The Hotel
Corporation of India included in the recent list of 11 PSUs already figures

in the original list of 40 PSUs referred to the Commission in September,
1996).

In this Second Report the Commission has made specific recommendation
in respect of six PSUs. This is divided into Part A containing general

issues and recommendations and Part B specific recommendations for each
PSU.
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. GENERAL ISSUES ON DISINVESTMENT AND
RECOMMENDATIONS

In its First Report submitted to Government in February 1997, the
Commission h4s outlined a long term strategy for disinvestment revolving
around four long term objectives:

. To Strengthen PSUs where appropriate in order to facilitate
disinvestment;

. To Protect employee interests;
. To Broadbase ownership, and
. To Augment receipts for Government.

The long-term strategies to pursue the above objectives which have been
detailed in the Fitst Report are as follows:

To Strengthen PSUs

. By strengtheniiig nrofitable PSUs to promote greater competitiveness
and profitabitity to enabiec payment of higher dividends to the

government and to enhance share values

. By strengthening other marginally profitable PSUs and reduce their
future dependence on the budget

. By financrally restructuring and reviving loss making PSUs to invite
private capital for long term turnaround

To Protect Emplovee Interes!

. By sustaining long term employment by providing financial turn
around of loss making PSUs

. By providing adequate and fair compensation through VRS to surplus
work force

. By prowviding for employee participation in management
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To Broadbase Ownership

. By retailing PSU shares to small investors and employees and offering
them at suitable price discount as compared to the institutional investor

To Augment Receipts for Government
. By appropriate levels of disinvestment in profit making PSUs
. By eliminating the need for budgetary support for loss making PSUs.

The Commission has already detailed its approach to disinvestment in loss-
making PSUs n the First Report. After a comprehensive study of such loss
making PSUs they would be classified for disinvestment as below:

. Those in which Government could disinvest as a going concern on
an as-is-where-is basis; )

. Those which could be restructured and turned around before
disinvestment; and

. Those which may need closure.

In all cases, it would be important to protect the interest of affected labour
by devising suitable schemes either for retraining, redeployment or for
voluntary retirement with adequate compensation. The cost of such schemes
could be met to varying degrees by the sale of assets of the companies
concerned. The balance where necessary, could be met from the
Disinvestment Fund supplemented if necessary, in any particular year by
a provision in the budget

As regards profit making PSUs, the Commission has, as already mcntioned
above, emphasised the need for managenial autonomy and better corporate
governance for promoting greater competitiveness and profitability to secure
for Government higher dividends and enhanced share value as also on
increasing nternal generation of resources and reducing dependence on
budgetary outlays. The Commission has also underlined the tmportance of
the pressure that disinvestment and dispersal of ownership would exert on
the managements of the PSUs to improve their performance, earn profits

and declare dividends.

82



The Commission at this stage would like to clarify further its approach to
profit-making PSUs. These PSUs could be broadly classified into two groups.
The first group would consist of those PSUs which operate in monopolistic
or oligopolistic markets and enjoy certain special advantages in terms of
Government policy There are other PSUs which operate in a more
wmpetitive market environment and which are coming under progressively
ncreasing pressure from private sector competitors in the current liberalised
economic scenario.

As regards those operating in monopolistic or oligopolistic markets, while
Government does derive recurring benefits through receipt of dividend,
isinvestment provides it with an opportunity to cash in on the increases
m the networth of the companies through off-loading of shares to institutional
and individual investors while retaining control of the management wherever
public purpose warrants it. Government, like any other shareholder in a
company, needs to benefit not only from annual dividends but also from
e appreciation of its investment.

As regards those which operate in internal or internationally competitive
markets, some of them may be presently generating profits. However, a long-
term view needs to be taken on their viability. Structured as they are today,
with limited autonomy involving multiple layers of control and approval
procedures, many of them may not be able to capitalise on their existing
srengths and seize on new opportunities as they present themselves. There
s a danger that they may succumb to the pressures of competition. They
may not, therefore, remain profitable in the long run. Hence, there is an
wgent need to consider the option of disinvestment in them.

Even where such dangers are not foreseen, disinvestment by the Government
will have to be based on whether or not any public purpose is served by
continued Government ownership and control in @ PSU given the nature
of the market in which it is operating.

The disinvestment proceeds from profit making PSUs would be available
1o the government to deal with the problems of loss-making PSUs thereby
reducing the continued burden on the budget. in this connection, the
Commission had emphasised the need to place proceeds from such
disinvestment from profit making PSUs into a Disinvestment Fund and
indicated the uses to which this Fund should be put. This is intended to
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take care of the possible danger of mere short-term budgetary compulsions'
dictating the process of disinvestment in profit making PSUs.

In the First Report, the Commission had classified 35 out of the 40 PSUs
referred to it into core and non-core categories for the purpose of
determining the extent of disinvestment in accordance with the stated
Government policy. It was also mentioned in the Report that this
classification could undergo change over time. At that time the Commission
had not yet gone in depth into the working of these 40 undertakings. As
a result of further examination of the PSUs covered in this Second Report
it has become necessary to reclassify some of them for the reasons stated
In the specific recommendations relating to them.

In the final analysis, the classification of the PSUs into core and non-
core categories and the consequent extent of disinvestment have to be
based on whether or not any public purpose is served by government
ownership and control in a PSU, given the nature of the market in
which it is operating.

The Commission would like to emphasise four other issues which will have
an important bearing on the disinvestment process.

1 As has been already outlined in the First Report, the strategic sale
alternative is one of the various modalities of disinvestment proposed
to be followed by the Commission. Detailed guidelines for the selection
of a strategic partner have already been outlined in pp 38-40 of the
above report. In addition, the Commission would like to emphasise
that the selection of the strategic partner should be through a
process of pre-qualification in order to identify and shortlist only
suitable bidders who could bring in necessary technological or
financial inputs for the concerned PSU.

2. One of the major problems that will be encountered in the process
of disinvestment will be the redundant employee strength beyond what
can be sustained for profit making and competitive operation of the
undertakings. There seems to be considerable uncertainty both
among management and employees about the terms of the
Voluntary Retirement Scheme (VRS). It will help the process of
shedding surplus manpower if there is a clear-cut policy statement
on the terms of VRS on a stable and long term basis.

84



It is equally important to provide adequate funds for this purpose
to the managements of PSUs out of the Disinvestment Fund after
merger of the National Renewal Fund (NRF) with it on the lines
recommended in the First Report of the Commission.

With the large presence of FlIs in the Indian capital market and a
significant number of these Flls also participating in the GDR sales
of PSU and private company shares, the Indian capital market is getting
steadily integrated with the global capital market. The conditions for
sale of PSU shares through the ‘book building’ process similar to
that for GDRs can be established in India itself in the near future
if the various requirements of investors are met. This process can
be facilitated if PSUs which were earlier disinvested and which
are proposed for disinvestment are directed to join National
Securities Depository Ltd. (NSDL) and have their shares registered
with it to meet the various concerns of the investors including the
speedy transferability of shares. Where shares are offered to small
investors they will have the facility of holding their shares in the
depository after dematerialisation or of getting the share certificates,
according to their preferences.
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2. SPECIFIC RECOMMENDATIONS
2.1 Bharat Aluminium Co. ‘Ltd,
Evolution

Bharat Aluminium Co. Ltd. (BALCO) was set up in 1965 in Korba in
Madhya Pradesh for the manufacture and sale of Aluminium metal including
wire rods and semi-fabricated products such as Extrusions, Sheets/Coils and
Foils. Subsequently, the company was asked to take over a sick unit in
Bidhanbag (West Bengal) in 1984 which added to the downstream facilities
in sheets, foils and alloy rods. The production capacities and plant utilisation
levels are as shown below:

Table 1 Production and Capacity Utilisation 1995-96

Korba Bidhanbag
Production (MT) 91,240 3,134
Capacity Utilisation
Wire Rods 93% 21%
Sheets/Coils 80% 34%
Foils 21%

The Company’s paid up equity was Rs. 488 crores as at March 31, 1996,
There has been no disinvestment so far in BALCO.

Industry Analysis

The aluminium industry in India can be divided into two segments: primary
aluminium manufacturers and secondary fabrication units. Primary aluminium
can be sold in the form of ingots, billets and slabs. The secondary
fabrication units process aluminium metal produced by the primary producers
to manufacture three main categories of value added products: redrawn rods,
rolled products and extrusions. The product manufacturers have the
additional option of using imported aluminium under OGL.



The main pnimary producers of aluminium in India are National Aluminium
Co.Ltd. (NALCO), Hindalco Industries Ltd. (HIL), BALCO and Indian
Alumimum Co. (INDAL). Out of these the first three account for 90% of
the total domestic output.

The industry structure in the primary segment is oligopolistic in nature due
to high entry barriers such as high capital cost, restricted access to
technology and long gestation periods. However, with the lowering of the
import duties since 1992, the domestic prices of aluminium are strongly
linked te the prices on the London Metal Exchange (LME) and hence the
primary market may be considered to be competitive in spite of a limited
number of players.

The industry structure in the secondary value added segment is fragmented
with a large number of secondary producers (including BALCO) spread
across the country

The threat of substitutes has a bearing on the demand for aluminium products
and this in turn limits the margins for both primary as well as secondary
producers.

Process and Technology

Aluminium is manufactured by refining bauxite and then processing the
refined intermediary (alumina) in a smelter to extract aluminium. The process
of producing alumina from bauxite is dependent on the nature of the ore

The reduction of alumina into aluminium is carred ouwt in electric smelters.
There are two technologies available for the reduction of alumina viz., the
more recent and advanced pre-baked anode process and the older Sodeberg
process.

Though there has been a shift in technology, it may be noted that the
process technology for manufacture is not likely to exhibit significant changes.
Improvements, if any will be gradual and can be easily sourced from other
countries.
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Demand - Supply

Aluminium’s varied properties make it suitable for diverse applications.
The increase n applications and the rationalisation of duties are expected
to be the key determinants for demand in the future. The major consuming
sectors for aluminium and their expected growth rates in the medium term
are as follows:

Table 2 Segment wise Domestic Demand Growth

Sector Share FY 96 Growth Rate*
Electrical 34% 8%
Transport 22% 10%
Consumer Durable 11% 10%
Packaging 11% 15%
Building & Construction 8% 6%
Industrial 8% 7%
Others 6% 6%
Total 100% 9.1%

*Expected growth rates for user industries in the medium term.

Based on the existing capacities of the four major players as well as their
on-going and proposed capacity expansions, the demand supply gap is as
projected below:

Table 3 Demand Supply Gap
(MT) FY 96E [FY 97P | FY 98P |[FY 99P |FY 2000P

Total Demand | 5,60,135 | 6,10,690 | 6,66,557 | 7,27,214 |7.93,390
Total Supply | 5,29,000 | 549,000 | 5,90,000 | 6,25,000 |6.45,000
Surplus/(Deficit) (31,135) | (61,690) | (76,557) | (102,214)[(148,390)

The supply by domestic aluminium producers even at their full capacity will
not be enough to meet the total demand and hence secondary producers
and other producers would have to import metal.
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Global Scenario and India’s Position

India has 2% of the world’s reserves of bauxite but produces only 3%
of the aluminium in the world. Despite higher power tariff prevailing in
the country, domestic producers measure up to global standards due to
captive power plants and low cost of bauxite. The sectoral usage of
aluminium 1s quite different in India when compared with global usage

patterns.

Table 4 Usage Pattern of Aluminium

Sector India Global
Electrical 34 8
Transport 22 27
Consumer Durable 11 9
Packaging 11 22
Building & Construction 8 20
Industrial 8
Others 6 6

The difference in the usage patterns can be ascribed to the Aluminium
Control Order which stipulated that 50% of the aluminium produced in
the country had to be reserved for the electrical sector. This had led to
a lopsided consumption pattern. With the abolition of the Control Order
in 1989, the growth of consumption in other sectors has picked up and
the trend is towards replicating the international pattern.

Internationally, prices had fallen in 1996 due to a decline in copper prices
as aluminium prices are strongly linked with the prices of copper. With
no fresh additions to smelter capacity, the price of aluminium is likely to
be sustained and even witness an upward trend in the medium term.

Key Success Factors in Aluminium Indusiry

Availability of raw materials The availability of good bauxite ore in close
proximity to the smelter will greatly determine the cost of production.
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Captive Power Since power forms as much as 35% of the manufacturing
cost, uninterrupted power supply in the form of captive power is a key
success factor.

Vertically Integrated Operations Primary aluminium producing companies
with a presence in the value added segment have a competitive advantage
in terms of higher margins. In addition, nearness of the fabrication facilities
to the consuming markets will determine freight costs.

Business Analysis of BALCO

BALCO’s performance has shown considerable improvement in the past few
vears due to a number of reasons. Primarily, BALCO’s product mix consists
of lesser low value products such as ingots and conductor rods as against
its competitors. However, the company 1s unable to capitalise on a favourable
product mix due to inappropriate quality and/or pricing. Hence the product
price increase of downstream products is much lesser than that of
competitors.

Financial Analysis
The financial performance of BALCO for the past five years is given below:

Table 5 Financial Performance

(Rs. Crores) FY 96 |FY 95 |FY 94 {FY 93 {FY 92
Operating Income 6014 (5989 (5065 13896 |3943
Operating Profit 197.6 1623 1653 51.8 46.5
Profit After Tax 1633 |905 [53 1.9 0.9
Equity Capital 488.8 (4888 [488.8 |[488.8 |488.8
Tangible Net Worth 7575 6082 (5178 (5026 |5007
Gross Margin (%) 329 27.1 12.9 133 11.8
Net Margin (%) 272 15.1 3.0 0.5 0.2
ROCE (%) 210 16.8 59 4.3 36
RONW (%) 21.6 14.9 3.0 0.4 0.2
Earnings Per Share (Rs.) |3.34 1.85 0311 (004 0.02
Dividend (%) 29 - - - -
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The performance of BALCO has shown a steady improvement partly due
to the improved outlook of the industry and also due to improved levels
of operations. The sales realisation has improved significantly due to the
increase in the prices of aluminium on the LME. The effect on profit has
been accentuated by a reduction in interest cost through retirement of Rs.
140 crores of debt between 1992 and 1996. All these factors have
contributed to an increase in the earnings per share of the company from
an nsigmficant level of 2 paise in FY 92 to Rs.3.3 in FY 96.

Strengths and Areas of Concern

Based on the above industry, business and financial analysis, the strengths
and areas of concern of BALCO are as below

Strength

Low Costs of Production The depreciated plants even if based on outdated
technology have helped in keeping costs of production low. This in turn,
has led to increased profitability.

Areas of Concern

Inadequate Supply of Ore Although the operations of BALCO are vertically
integrated, the ore production is not fully commensurate with the production
of hot metal. As a consequence, BALCO has to source its ore requirements
from other mine sources which may lead to an increased cost of raw
materials. With the implementation of 36,000 tpa Cold Rolling Mill, the
requirement of hot metal and the consequent requirement of ore will further
increase. Further the cost of extraction and transportation of ore is high
when compared with NALCO. This is on account of contractual (labour
intensive) mining being carried out as opposed to mechanised mining and
being transported in lorries/trucks as opposed to rail as in the case with
NALCO.

Relatively Old Technology The use of the Sodeberg cells for the smelter
as opposed to the pre-baked process results in a higher consumption.
However, the company is in the midst of smelter modernisation which would
reduce power consumption, improve yield levels and reduce consumption
of anode paste.
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Higher levels of Employee Costs BALCO’s operations are less mechanised
than other players and to that extent, higher employee costs seem justifiable.
However, the merger of the erstwhile Aluminium Corporation of India (the
present Bidhanbag unit) has created overstaffing problems. The company’s
VRS has not been too successful in downsizing the workforce.

Captive Power Generation Even though theoretically BALCO has enough
captive power generation capacity, BALCO has to depend on the State Grid
for meeting part of its power requirement. The power cost differential
between generated power (Re 0.69/khw) and purchased power (Rs.5.59/khw)
for 1995-96 puts BALCO at a disadvantage compared to its peers.

Lack of Autonomy The lack of autonomy in decision making which is an
area of concern for most PSUs is particularly relevant in the case of
BALCO. For example, the company had initiated a proposal to set-up a
Cold Rolling Mill of 36,000 MT 8 years ago; the proposal has been only
recently cleared.

Bidhanbag Unit The Bidhanbag Unit, a sick company in West Bengal was
merged with BALCO. The low capacity utilisatton, the high manpower costs,
and the inconsistent level of quality of the products are a major drag on
the profitable operations of BALCO.

Recommendations

BALCO is a PSU which has posted impressive financial results in the last
few years and its profitability in FY 1996 has in fact increased quite
significantly. BALCO employs what could be considered an outdated smelter
technology with its concomitant disadvantages of high power consumption
and lower output in comparison to the advanced pre-baked process.
However, because the plant has already been highly depreciated, this has
contributed to its improved financial results. This is also a company which
produces a whole range of products from metal to wire rods and semi
fabricated products. Apart from the outdated smelter technology, BALCO
also suffers from certain other disadvantages which need to be addressed
quickly to sustain its competitive position in the market. At least during
the next 2 years it will have to depend to a significant extent on out-sourced
bauxite. Also it still depends on supply of power from the State Electricity
Board to the extent of about 15% of its requirements, from time to time
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with resultant higher cost. It also has a loss making unit at Bidanbagh which
makes a negative contribution. Inspite of all this, however, the company’s
internal generation is more than satisfactory and all the diversification projects
it 1s considering to implement could be financed through such internal
generation and could be supplemented by market borrowings. The projects
which 1t needs to take up urgently would inciude :

. mechamsing its mining activities to bring down the cost of bauxite

. adding to its captive power plant capacity to meet its power
requirements which could result in savings of as much as Rs.
3000/- per tonne of metal

. modernising its smelter operations to reduce power and material
consumption and to improve yields to gain an overall benefit of upto
Rs. 1000/MT of metal.

. cold rotled mill project(CRM) for a more diversified product mix, and
moderntsation of the Bidanbagh unit and implementation of the
condenser foil project in that unit.

It would also be necessary to take steps to shed the surplus labour force
particularly in Bidanbagh unit with an tmaginative and acceptable VRS

Once the above projects and the VRS are implemented, BALCO would be
able to improve its profitability much further. BALCO as a PSU has suffered
from procedural bottienecks and lack of managerial autonomy. The CRM
project at Korba has been cleared after 8 years with near-doubling of the
capital outlay. The company was not able to get clearance from the
government for setting up 100% captive power generation As a result, the
company had to depend on high cost power from the state electricity board
which resulted in avoidable cost increases. The delays and the lack of
autonomy have certainly affected its operating profits which would have been
much higher had 1t been able to implement these projects earlier.

The Commission had earlier categorised the company as belonging to
the core group of PSUs which would set the limit on disinvestment at
49%. Having, however, considered the working of the unit in detail and
the structure of the Indian aluminium industry the Commission has
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reviewed the position. There are three major players in the market
other than BALCO viz. NALCO, HINDALCO, and INDAL. There are
tlso a large number of small and medium units producing aluminium
products. BALCO has a market share of around 17% in the market
{including exports). Most of the other major players are also undertaking
programmes to enhance capacities- in the metal sector as also in the
down-stream products. A new aluminium smelter project is being
promoted by HINDALCOQ and Orissa Mining Corporation with a
capacity of 2,50,000 tonnes in Orissa. With the commissioning of the
new capacities in the domestic market, the market share of BALCO
is expected to come down to 12%. In addition the user industry alse
has access to imports and the market is fully contestable. Under these
circumstances, the Commission has concluded that BALCO be
categorised as non-core rather than core for purposes of disinvestment.

The Commission has evaluated various modes of disinvestment and has
concluded that the sale of shares in a public offer may get a lower
realisation than the sale to a strategic partner through a competitive bidding
process from domestic and foreign partners. The Commission recommends
that Government may immediately disinvest its holding in the company
by offering a significant share of 40% of the equity to a strategic
partner either domestic or foreign through a transparent and competitive
global bidding process. There should be an agreement with the selected
strategic partner specifying that Government would within 2 years, make
a public offer in the domestic market of further shares to institutions,
small investors and employees thereby bringing down its holding to 26%.
This process is likely to attract more and better offers. There should
be an ongoing review of the industry situation and the Government may
disinvest its balance equity of 26% in full in favour of investors in the
domestic market at the appropriate time.

As already recommended by the Commission in Part B of its First Report
(p.38-40), the Government would need to appoint a Financial Adviser who
would undertake a proper valuation of the company and also conduct the
sale The Financial Adviser should also consider the desirability of capital
restructuring by conversion of at least 25% of equity into long-term debt
taking into account the degree of over-capitalisation in the company and
its extremely low gearing. '
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2.2 Bongaigaon Refinery & Petrochemicals Limited
Evolution

Bongaigaon Refinery & Petrochemicals Limited (BRPL) was incorporated
on 20th February, 1974 as a refinery cum petrochemicals complex. The
plant is located in Dhaligaon, Bongaigaon (Assam). The complex initially
started as a part of M/s Indian Petrochemicals Corporation Limited and
was later on made an independent public sector company. The Refining
unit was Commissioned in 1979 while the downstream petrochemical units
were commissioned in phases in 1985 and 1989

The total share capital of BRPL is Rs. 199.82 crores and presently the
Government of [ndia (Gol) holds 74.5% and the balance held by UTI
(17.3%), Mutual Funds (4.4%) and others. The shares of the company are
listed on BSE and is currently trading at Rs 15 at a P/E multiple of about
3.5. This is quite low when compared with other peer companies such as
CRL, MRL and IPCL.

Table 1 Production Capacity and Utilisation in FY96

Products Capacity Utilisation
Refinery 2.70 Milhon TPA 48%
Paraxvlene 29000 TPA 99%
Orthoxylene 6000 TPA 6%
DMT 45000 TPA 92%
PSF 30000 TPA 70%

Lower refinery capacity utilisation is due to expansion in FY 96 from 1.35
million TPA to 2.70 million TPA. The Paraxylene production was more
profitable and hence Orthoxylene production was curtailed. The PSF
utihsation was lower due to market demand.

Industry Analysis
Refinery Sector

O1l sector is highly controlled under the Administered Pricing Mechanism
(APM). The marketing of petroleum products is in the hands of three major
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players viz., IOC, HPCL and BPCL. In the refining capacity, Indian Oil
Corporation (IOC) is the market leader with 42% share whereas BRPL has
only 4.2%. The major feedstock for refinery is crude oil and 50% of
domestic crude requirement is met through imports. 10C is the only importer
of crude. There is a decline of crude availability in North Eastern region
where BRPL is situated. Average Assam oil production in last five years
is 4.83 million tonnes while the current refining capacity based on Assam
crude is 7.65 million tonnes and another 3 million capacity addition is
coming up with the setting up of the Numaligarh Refinery Ltd. This may
affect the crude supply to BRPL, in the short run and will act as an
impediment for future expansion.

[n the liberalised environment, the Government has allowed setting up joint
ventures and private sector refineries. Moreover, there may be further
decontrol in distribution and marketing, tariff structure, abolition of APM
etc.

Petrochemicals

DMT and PTA are substitutes for manufacture of PSF/PFY. There are only
three manufacturers of DMT viz.,, Bombay Dyeing (66%), IPCL (14%) and
BRPL (20%) while there is only Reliance Industries Limited producing PTA
(2.5 lac TPA). The production Capacity of BRPL is 45000 TPA and operates
at 92% capacity utilisation. Since DMT and PTA are substitutes, the overall
demand supply scenario shows an excess supply scenario emerging from
1998-99 at the latest. PTA is generally perceived to be a superior raw
material for the production of PSF on account of higher yield, better quality
and absence of methanol as a by. product. All new PSF capacity is planned
on the basis of PTA as raw material. Existing PSF manufacturers (except
BRPL) have installed dual feed facilities using either PTA or DMT. This
keeps the DMT manufacturers under competitive pressure. In case of DMT
manufacturers with PSF units, this threat is mitigated to some extent.

In the case of PSF, the industry structure is more distributed with 11 players
and Reliance as dominant player with 20%. Imports constitute 18% of
domestic consumption. With additional capacities, a supply overhang situation
i1s expected which may lead to softening of prices.
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Business Analysis of BRPL

BRPL is an integrated refinery cum petrochemical comp!eg anq has a
unique position in the industry. Half its businesses (viz‘,_ refml'ng) is under
admunistered pricing while the other half (viz., petrochemicals} is under free

market.

The company has undertaken an expansion of its refining capacity from 1.35
mmtpa to 2.70 mmtpa. This was done on the basis of ONGC’s estimates
of oil reserves in the North Eastern region. However the actual production
has fallen short of these estimates. As a result of this, the crude availability
is a major constraint due to which BRPL’s capacity utilisation has been
below 50%. In order to overcome this, the Govenment had appointed EIL
to study the problems of crude availability to all refineries in North East
including BRPL. The summary of EIL’s recommendations is as follows :

The most economical and cost effective option is to augment the Haldia-
Barauni pipehine (which is under execution) by providing one booster station
for transporting an additional 128 mmtpa to BRPL and with minor
modifications to the OIL pipeline for reverse pumping from Barauni to BRPL.
The cost of this facility is estimated to be around Rs. 122 crores and will
be completed only mn FY 2000 assuming that there are no time delays.

The petrochemicals complex processes high aromatic naphtha cut from
the refinery through a series of integrated plants. Efficient operations
combined with a boom in the petrochemicals market has led to high
contribution margins for the Paraxylene and DMT products. However, high
operational costs, together with comparatively lower realisation has resulted
in lower contribution from the PSF unit.
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Financial Analysis
The financial performance of BRPL for the past five years is as below:

Table 2 Financial Performance

(Rs. Crores) FY 96 [FY 95 |FY 94 |FY 93 |FY 92
Operating Income 716 4 6405 [574.0 |4835 [416.6
Operating Profit 1495 |1049 [76.6 66.5 88.8
Profit After Tax 90.2 61.1 379 2990 36.0
Equity Capital 1998 (1998 11998 [199.8 [19938
Tangible Net Worth 5083 4445 (4022 (3812 [362.1
Gross Margin (%) 20.9 16.4 134 13.8 213
Net Margin (%) 12.6 9.5 6.6 6.0 8.6
ROCE (%) 23.6 19.3 15.5 13.3 17.6
RONW (%) 17.7 13.7 9.4 7.6 9.9
Earnings Per Share (Rs) [4.5] 3.06 1.89 1.45 1.80
Dividend (%) 13.5 10 7 5 5

Refinery unit contributes 60% of the gross revenue while the balance comes
from the petrochemicals and PSF umts. Share of PSF unit has been going
up over the last three years. Operating income has also shown a significant
improvement. Operating margins have displayed a rising trend even though
the refinery section is under APM. Due to improved profitability, the EPS
has shown a steady increase

Strengths and Areas of Concern of BRPL

Based on the above industry, business and financial analysis, the strengths
and areas of concern of BRPL are as below :

Strengths

Forward integrated operations leading to value addition. BRPL's operations
are highly forward integrated leading to substantial value addition from
refinery naphtha to DMT to PSF.
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Recently commissioned low cost refinery capacity expansion BRPL’s refinery
capacity has been doubled from 1.35 million tonnes to 2.70 million tonnes
at a relatively low cost in March 1996. The capacity addition was based
on optimistic projections regarding Assam crude oil availability in future.

Recent addition of LPG to product mix With the commissioning of Delayed
Coking Unit-1I (DCU-II), and installation of LPG recovery facility in DCU-
1. BRPL started recovering LPG, demand for which is projected to grow
at 6-7% per annum.

The Petrochemical section derives benefits of forward integration on
account of raw material availability and cost This integration helps the
company to enhance production efficiencies and lower costs, thus adding
to the company’s competitiveness.

Competitive technology from international Process Licensers BRPL has
got the competitive technology used internationally for the production of
petrochemical products.

Debottlenecking of DMT plant would substantially enhance capacity at low
cost A low cost expansion of DMT plant is expected to add substantial
vatue to company’s profitability.

Areas of Concern

Under-utilisation of capacity due to restricted availability of crude This
under-utilisation is mainly due to reduced crude production in Assam. The
average Assam oil production in the past five years is only 4.83 million
tonnes while the refining capacity drawing on Assam crude is about 7.65
mtllion tonnes at present.

fuel consumption and refinery loss higher Fuel oil consumption per unit
of crude throughput of BRPL is 69 MT per 1000 MT where as that of
HPCL s only 27 Similarly, gas consumption is 27 MT per 1000 MT as
against 12 of HPCL. However, there are scope for improvement exists.

Marketing products through 10C resulting in lack of in house marketing
expertise and distribution network This will be a major disadvantage under
the liberalised regime with phasing out of APM and BRPL will have to
incur considerable expenditure in setting up these facilities. Moreover,
BRPL has to cater to a long distance market as there is already an
oversupply situation in the North Eastern Region.
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Additional refining capacities The proposed Numaligarh Refinery will
enhance competition and will affect the crude availability due to low
supplies. Moreover, there will be increased competition in HSD segment.

Locational disadvantage Major markets for DMT/PSF are situated in North
and West.

Low capacity utilisation for PSF PSF capacity utilisation is 70% in FY
96 mainly on account of restricted demand and operational reasons.

Business subject to relatively higher cyclicality Cyclicality of prices affects
margins. Pricing is linked to international prices which has shown a 50%
decline in DMT prices and 35% in PSF.

Emerging oversupply situation_in PSF market Additional capacity of 3.82
lac tpa is expected to come up by FY 97 and this could create a supply
overhang. Low cost producers and integrated manufacturers like BRPL are
better placed to survive.

Reduction of import duties There i1s a declining trend in custom duties
for petrochemicals particularly on DMT which came down from 35% to
27%.

Recommendations

BRPL is an integrated refinery with down stream processing and
manufacture of petrochemical products. These integrated operations have
helped the company to remain competitive even though in terms of the
scale of operations, the size of the refinery is rather small. While the
refinery capacity was recently doubled to 2.7 million tonnes, on account
of non-availability of crude, capacity utilisation was less than 50% in
FY 1996 Till arrangements for supply of imported crude through the
Haldia-Barauni pipeline and reverse pumping from Barauni to Bongaigaon
are completed in the next 2-3 years BRPL will continue to suffer on
account of crude supply constraints.

Apart from improving crude availability, to capitalise on its strength of
integrated operations, the company would need to improve the efficiency
of 1ts PSF operations particularly to control fuel consumption and waste
reduction to increase profitability. Another area of attention from the point
of view of improving its profitability would be to build up its capability
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to market its products outside the North-Eastern region without depending
on the Indian Oil Corporation as at present.

The long-term viability of the company would hinge on arrangements
for crude supply and development of marketing capabilities. This
company suffers inherently from marketing disadvantages, situated as
it is far away from its main market for the refinery products as well
as petrochemical products. The Commission, therefore, feels that it would
be desirable to associate a strong partner in the company’s operations to
enable it to make necessary investment to improve its operations and more
importantly provide access to marketing techniques. Already in the oil
sector and even in the N.E. region there is adequate presence of the public
sector. In these circumstances, keeping in view the special locational
problems of the company and the vital need for strong organisational
and marketing inputs for its survival, it is considered necessary to
reclassify it as a non-core PSU.

The Commission recommends that a strategic sale of 50% of shares
of BRPL may be offered immediately to Indian or foreign oil
companies either on their own or in association with one another. There
could be an agreement with the selected strategic partner specifying
further dilution of government equity to 26% or below through a
public offer to Indian institutions, small investors and employees at
a later date. The percentage of shares to be acquired by the successful
bidder together from the public and the government to make up the
50% holding should be in accordance with the requirements of the
Securities and Exchange Board of India (Substantial Acquisitions of
Shares and Takeovers) Regulation 1997. Subsequent disinvestment by
the government of its balance holding to Indian institutions, small
investors and employees will be with reference to the agreement with
the strategic partner and the requirement if any, for fresh listing.

The procedures for strategic sale to be undertaken on an international basis
have been detailed in Part B of the First Report of the Commission. It
needs to be emphasised however that, in order to attract sufficient
interest among prospective bidders, it is essential that Government prior
to the strategic sale make a policy statement on the phasing out of
the Administered Price Mechanism (APM) for all petroleum products
within a period of about two years. Subsidisation of any preoduct, if
considered necessary should be done through budgetary provisions.
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2.3 HTL Ltd.
Evolution

HTL Ltd (HTL) was incorporated in 1960 for the manufacture of
clectromechanical teleprinters primarily to cater the needs of the telegraph
wing of P & T Department. In the second half of eighties, the company
diversified into manufacture of electric typewriters and electronic typewriters.
In 1990-91, the company entered the area of manufacture of switches for
telephone exchanges based on the technology of C-DoT. The current lines
of business of HTL include manufacture of switches of all categories of
exchanges ie. small (less than 2000 lines), medium (upto 10000 lines) and
large (greater than 40000 lines), manufacture of main distribution frames
(MDF), transmission access and data communication products. The main
manufactuning facility of the company is located at Guindy Industrial Estate
in Chennai city and a supplementary facility is at Hosur in Tamil Nadu.
The break-up of HTL's income for 1995-96 is given below -

Table ! Break-up of Income for 1995-96

Product Rs. (Crs) %
MDF 19.50 15
Small Switches (C-DoT) 19.81 14
Large Switches 85.50 61
Transmission & Access 1.98 ]
Data Communication Products 13.12 9
Total 139 91 100

The company has a paid up share capital of Rs. 15 crores which is wholly
held by the Government.

Telecom Equipment Industry Analysis

The telecom equipment industry can be divided into three broad segments
- switching equipment, transmission equipment and terminal equipment
These products are manufactured by a number of Indian and multinational
companies.
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Buyer Power

DoT is currently the largest buyer of telecom equipment in India.
Therefore, DoT’s future plans, and its technology and product preferences,
influence the investment decisions made by Indian manufacturers.

The industry structure is expected to change from a near monopoly, with
the entry of private secfor basic and cellular service operators, and therefore,
DoT’s bargaining power is likely to diminish over the next few years.

Dependence on Foreign Collaborations

Indian manufacturers depend on foreign technology for higher-end equipment
such as large switches. Continuous access to technology is critical tn view
of the high rate of product obsolescence and the need to offer the latest
technology so as to remain competitive.

Severe Competition

DoT’s orders for telecom equipment are based on tenders, with the lowest
bidder getting the largest order, and the balance order being split among
the other bidders (at the price quoted by the lowest bidder). In order to
penetrate the potentially large Indian market, multinational players seem to
have quoted unrealistically low prices in tenders floated by DoT. The entry
of multinationals in the switching segment has led to a reduction in prices
from Rs. 7,000 to Rs. 4,300 per line. This has resulted in intense
competition in the industry, forcing many players to exit the business.

Working Capital Intensity

The manufacture of telecom equipment in India requires long cycle time,
which could be increased further by delays in testing and inspection by
DoT. This results in large work-in-process inventory in manufacturing units.
Delay in payments by DoT and discontinuation of its advance system has
led to high receivable levels for the domestic players.

Demand-Supply
The switching equipment industry is expected to grow at an annualised

25% in the medium term as shown in the table below. The demand for
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transmission equipment industry should increase at a Compounded Annual
Growth Rate (CAGR) of about 15% in the same period. However, lack
of funds with DoT could constrain growth in the short term. The industry
will be characterised by overcapacity and severe competition, but prices
will improve from current levels (at which existing manufacturers are
making losses).

Table 2 Demand for Switching Equipment million lines
[ Equipment FY 98 | FY 99 [FY 2000 FY 01 |FY 02
Large 312 396 3.51 362 7.08
Small 1.21 1.56 1.33 1.44 2.90
Competition

The large switch segment is dominated by large MNCs and ITL. DoT has
approved seven switching technologies (from Siemens, AT&T, Fujitsu, GPT,
Ericsson, Alcatel, and NEC) for integration with the local network. These
multinational players have entered India through joint ventures with Jocal
partners as shown in table 3.

Table 3 Joint Ventures for Large Switches

Indian Partner Foreign Partner Product
BK Modi Group Alcatel, France E10B

Tata Group AT&T, US 5 ESS
Siemens India Siemens, Germany EWSD

SR Jiwarajka Ericsson, Sweden AXE
Pubjab State Dev. Corpn. | Fujitsu, Japan FETEX-150
KK Birla Group GPT, UK SYSTEM X

Competition in the medium and smaller segment is among HTL and about
fifteen manufacturers in the private sector.

On the basis of the foregoing industry analysis, the Commission
reiterates its classification of HTL in the non-core category.
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Business Analysis of HTL

The transformation of HTL from a manufacturer of teleprinters to a
manufacturer of switching exchanges and transmission products is depicted
in the table below:

Table 4 Pattern of Income Composition 1992-96

Income Composition in % 1996 | 1995 | 1994 | 1993 | 1992
Teleprinters and Typewriters 0 0 18 73 77
Switching - Large exchanges 61 37 0 0 0
Switching - Small exchanges 14 34 63 5 0
Main Distribution Frames (MDF) 15 14 15 17 16
Data, Access and Transmission 10 15 4 5 7
Total 100 100 100 100 100
Total Income (in Rs. Crores) 13991 |102.15] 79.70 | 77.16 | 66.71

In 1995-96, the Company derived a large portion of its income from large
switches for which the company has a commercial agreement with Siemens
for technology. This arrangement is renewable but does not assure a
sustained access to technology. Further HTL has an assured quota of 15%
of all DoT purchases which makes its attractive for a multinational to ally
with them.
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Financial Analysis

The following tables shows the financial performance of HTL for the past
five years.

Table 5 Financial Performance

[ (Rs. Crores) FY 96 |[FY 95 [FY 94 [FY 93 | FY 92 |
Operating Income 1414 | 103.8 80.5 77.4 67.1
Operating Profit 9.7 6.1 7.4 17.0 9.9
Profit After Tax 0.5 0.4 26 6.6 6.7
Equity Capital 15.0 15.0 15.0 15.0 15.0
Tangible Net Worth 41.2 41.3 41.0 38.9 327
Gross Margin (%) 6.8 59 9.2 219 147
Net Margin (%) 0.3 04 3.3 85 9.9
ROCE (%) 8.9 7.0 13.0 304 40.1
RONW (%) 1.1 1.1 6.4 16.7 203
EPS(Rs.) Share value Rs.100/- 33 2.7 17.3 44.0 55.8
Dividend (%) 1 i 3 3 7.5

In the period shown in the table, the company has made the transition
to the manufacture of switching products and was totally exposed to intense
competition. There was a steady decline in profits although the availability
of quota ensured growth in income. HTL’s liquidity position has worsened
significantly and it had already stretched its suppliers to the limit. The
sharp increase in the external liability eroded the net margins.

Strengths and Areas of Concern

Based on the above industry, business and financial analysis, the strengths
and areas of concern of HTL are as below :

Strengths

Strong electromechanical skills The company has been manufacturing
electromechanical switches over the past three decades and has consequently
built up strong manufacturing skills. This however may not be relevant
in the context of digital switching technology
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Emergence of new customers The policy initiatives with regard to
privatisation has led to emergence of new customers in the telecom
equipment industry. However this may translate into orders at a much later
date.

Areas of Concern

Dependence on multinationals The component and technology base for
telecom products in India is not developed as much as in other developed
countries. Consequently domestic companies manufacturing large switches
and transmission and access products have to depend on multinationals.

Large workforce with unsuitable skills As the company has changed its
focus from electro mechanical switches to digital switches, the current
workforce has become unsuitable for the production of digital switches.
In addition the large number and the adverse age profile has contributed
to the low productivity.

Inadequate financial strength As mentioned in the industry report, the
telecom equipment industry is characterised by high working capital
requirements. HTL has inadequate financial strengths in this regard.

Possible loss of assured demand Under the liberalised scenario, it is possible
that HTL could lose the assured demand ie., quota from DoT.

Uncertainties in choice of technologies and commercial terms HTL has to
depend on technology on foreign players and therefore there may be
uncertainty with regard to sourcing of technology as well as the commercial
terms for the access with the technology players.

Suppliers turning competitors While multinationals offer technology to
domestic telecom companies who have assured quotas from DoT there is
an increasing possibility that these multinationals could quote in competition
with the PSUs with whom they have a technical collaboration.

Recommendations

In the report on ITI (which follows), the bleak financial future of that
company has been brought out. HTL is even more vulnerable than ITI
owing to its substantial dependence on imported components, low value
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addition and lack of in-house R&D for products like large switches and
transmission equipment. The company is unable to meet its existing
obligations on debt owing to severe liquidity problems. The company has
not been able to pay interest and loan instalments due to UTI and the
Government. In the next one or two years, the networth of the company
1s likely to be substantially eroded and the company will most probably
come under the purview of BIFR. On the other hand, the company has
valuable assets in the form of industrial land in a prime location in
Chennai,

The company has around 1600 employees mostly with electro-mechanical
skills on its rolls. This manpower strength constrains HTL’s competitiveness.
In addition, the lack of electronic skills in the workforce necessary for its
current line of production has a detrimental effect on the productivity.
Already 175 employees have opted for VRS and there is a proposal to offer
VRS to another 600 employees on receipt of a grant of Rs.14 crores from
the Government of India. VRS should be initiated immediately as a prelude
o disinvestment.

Having classified HTL in the non-core category, the Commission
recommends three options for disinvestment which may be considered
in the order given below :

’ The possibility of selling 100% shares in HTL along with ITI
shares may be considered in the process of strategic sale on the
lines recommended in the case of ITI.

’ In the alternative, S0% of shares of HTL may be offered to a
strategic partner through a global competitive bidding.

’ Lastly if none of the above options is feasible it may be advisable
to effect a straight sale of the assets of the company through
competitive bidding, after providing fair and equitable termipal
benefits to the employees.

In all cases, it would be necessary to appoint financial advisors to
tvaluate the company and enable completion of the sale transaction.
However for the first two options, the government could appoint the
ume financial advisors for HTL and ITI. The procedure for appointing
financial Advisers for strategic sales and conducting the sale has been
outlined in Part B of the First Report of the Commission (pp 38-40).
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2.4 ITI Limited

Evolution

ITl Limited (ITI), India’s first post-independence public sector undertaking,
was set up in Bangalore in 1948, for the manufacture of electromechanical
switching equipment. Subsequently, the company set up six more units, which
currently manufacture the entire range of switching, transmission and terminal
equipment.

The equity capital of the company as on March 31, 1996 was Rs.88 crores
and the Government had disinvested about 23% of its holding to public and
financial institutions. The shares of ITI has been listed in Bombay Stock
Exchange and was quoted on 31st March, 1997 at Rs.7/- (face value
Rs. 10/-) with a yearly high/low of Rs. 18/Rs. 6.

Telecom Equipment Industry Analysis

The telecom equipment industry can be divided into three broad segments
- switching equipment, transmission equipment and terminal equipment. These
products are manufactured by a number of Indian and multinational
companies.

Buyer Power

DoT is currently the largest buyer of telecom equipment in India.
Therefore, DoT's future plans, and its technology and product preferences,
influence the investment decisions made by Indian manufacturers.

The industry structure is expected to change from a near monopoly, with
the entry of private sector basic and cellular service operators, and
therefore, DoT’s bargaining power is likely to diminish over the next few
years.

Dependence on Foreign Collaborations

Indian manufacturers depend on foreign technology for higher-end
equipment such as large switches. Continuous access to technology is
cnitical in view of the high rate of product obsolescence and the need to
offer the latest technology so as to remain competitive.

2025 Industry:97—98
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Severe Competition

DoT’s orders for telecom equipment are based on tenders, with the lowest
bidder getting the largest order, and the balance order being split among
the other bidders (at the price quoted by the lowest bidder). In order to
penetrate the potentially large Indian market, multinational players seem to
have quoted unrealistically low prices in tenders floated by DoT. The entry
of multinationals in the switching segment has led to a reduction in prices
from Rs. 7,000 to Rs. 4,300 per line. This has resulted in intense
competition in the industry, forcing many players to exit the business.

Working Capital Intensity

The manufacture of telecom equipment in India requires long cycle time,
which could be increased further by delays in testing and inspection by DoT.
This results in large work-in-process inventory in manufacturing units. Delay
n payments by DoT and discontinuation of its advance system has led to
high receivable levels for the domestic players.

Demand-Supply

The switching equipment industry is expected to grow at an annualised 25%
in the medium term as shown in the table below. The demand for
transmission equipment industry should increase at a Compounded Annual
Growth Rate (CAGR) of about 15% in the same period. However, lack of
finds with DoT could constrain growth in the short term. The industry will
be characterised by overcapacity and severe competition, but prices will
mprove from current levels (at which existing manufacturers are making
losses).

Table 1 Demand for Switching Equipment million lines
Equipment FY 98 FY 99 |FY 2000 | FY 01 FY 02
Large 3.12 3.96 3.51 3.62 7.08
Small 1.21 1.56 1.33 1.44 2.90
Competition

The large switch segment is dominated by iarge MNCs and ITL. DoT has
approved seven switching technologies (from Siemens, AT&T, Fujitsu, GPT,
Ericsson, Alcatel, and NEC) for integration with the local network. These
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multinational players have entered India through joint ventures with local
partners as shown in table 2.

Table 2 Joint Ventures for Large Switches:

Indian Partner Foreign Partner Product

BK Modi Group Alcatel, France E10B ;
Tata Group AT&T, US 5 ESS

Siemens India Siemens, Germany EWSD

SR Jiwarajka Ericsson, Sweden AXE

Punjab State Dev. Corpn. | Fujitsu, Japan FETEX-150

KK Birla Group GPT, UK SYSTEM X

On the basis of the foregoing industry analysis, the Commission
reiterates its classification of ITI in the non-core category.

Business Analysis of ITI

Switching and transmission equipment have been the two key contributors
to the company’s turnover. Over the past five years, the company has been
phasing out the production of electromechanical switches. In 1993-94, it
began the manufacture of the state-of-the-art OCB-283 switch, with
technotogy licensed from Alcatel, France.

ITP’s production processes involve the assembly of components (partly
manufactured in-house and the balance bought-out) into products and the
subsequent testing of these products. The technology for lower-end products
is available indigenously, but the company has to rely on large multinationals
for sourcing technology for sophisticated products. ITI has large and well-
equipped plants with modern plant and machinery, and excellent testing
and inspection systems. The location of the plants and the product range
of each plant is briefly summarised in table 3.
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; Table 3 Operating Characteristics

of Different Units

| Location Product Range |Employee | Operating Characteristics
Strength
Bangalore OCB-283, 10802 Skifled and mobile workforce but large surplus
Small labour since component manufacturing units
Switches, are unviable, Broad-product range, Strong
Entire manufacturing capabilities
Transmission
Equipment
range,
Telephone sets
Electronic City | C-DoT 428 Compact unit, Optimal labour-force
Switches Productivity-based compensation systems,
‘Completely dependent on C-DoT technology
Palakkad DTAX, OCB- 869 Focused product range
283 ,
Mankapur OCB-283 2455 Well-developed infrastructure, Modern
production facilities
Rae Bareilly Small 6004 Very limited lower-end products, Heavily
Switches, Open overstaffed since strowger and crossbar
wire exchanges traditionally manufactured by the
equipment, unit have been pbased out, Redeployment of
MARR Masts, labour is difficult due to resistance to
Optical Cables relocation, Unit does not appear to be viable in
the current business environment with existing
product line and labour force
Naini Open wire 4618 Limited product range, large surplus labour,
systems, Unit does not appear to be viable in the current
MARR and business environment with existing product line
other radio and labour force
systems,
Multiplexers,
Telephone
systems
Srinagar Telephone sets 120 Small and unviable unit, Has been continuing
! production due to political compulsions

Currently, the company has a contract with Alcatel through which it has
access to all upgradation in technology for large switches effected by
Alcatel till 1999-2000. Alcatel’s OCB-283 switch, being manufactured by
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ITI at three locations, uses state-of-the-art technology. The recent joint
venture between Alcatel with the B.K. Modi group places ITI in a
vulnerable position as regards sourcing further technology after 2000.

In the transmission equipment business, the company has in-house
technology for epen-wire equipment, Multi Access Rural Radios (MARR)
and VSAT equipment. ITI sources technology for higher-end radios from
NEC, Japan; and Bosch, Germany; and has a joint venture with NKT for
the manufacture of optical fibres.

The following table shows the technical collaborations of ITI.

Table 4 Technical Collaborations

Product Technical Date of Expiry
Collaborator

Electronic Switch, OCB-283 Alcatel, France March 2000

7 GHz 34 Mb/s Digital NEC, Japan 2004

Microwave System

6 & 11 GHz (SDH) Microwave Bosch, Germany 10 Years from effective date or 7

Equipment years from date of commercial
production whichever is later @

Switch Mode Power Supplies Ascom, Switzerland | 8 years from effective date or 7
years from date of commercial
production whichever is later #

@ Agreement signed on August 31, 1994
# Agrcement signed on December 11, 1995

ITI's Bangalore unit is its oldest manufacturing facility, and has the capacity
to manufacture the entire gamut of telecom equipment. It also has a number
of component units which have been rendered uncompetitive in the current
business environment.

The Mankapur and Palakkad units are mainly single-product facilities,
whose operating and financial performance is dictated largely by orders
for the high value large switches from DoT and the price realisations on
these products. The large labour force and limited (mainly lower-end, low
value products) manufacturing capabilities have affected the performance
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of the Naini and Rae Bareilly units. VRS schemes have not been successful
al these units (particularly, at Rae Bareilly) since these units are in
industrially less developed regions, which limits the availability of
alternative employment opportunities for labour.

[TI’s future market position is critically dependent on continuous access
to technology, and its marketing abilities. In the short term, the company’s
market position could improve due to inefficiencies in DoT’s systems. DoT
has been unable to evolve a system of competitive bidding, and finalises
prices for tenders on an ad-hoc basis. In the recent, switching equipment
tender, the minimum price quoted has been Rs 7,299 per line (as compared
to Rs 4,273 per line in the last tender). However, DoT has made a counter-
offer of Rs 5,112 per line, which has not been accepted by any player.
Therefore, ITI, with its assured quantity preference, has been the only
supplier of large switches to DoT in 1996-97

The procurement policies of DoT based on the competitive bids from various
private parties with some of them with uncertain credentials quoting
unrealistic prices at which they have not been able to supply and at which
PSUs have to supply 35 per cent of the demand have accentuated problems
of the two PSUs. Foreign suppliers who provide components to the PSUs
also quote directly to DoT in competition with the PSUs. The pricing of
the components is determined after the bids are received. The margin
available to the PSUs are thereby squeezed and with the high labour
component of the PSUs the purchase preferences given to them at the
lowest tendered price very often enable them to meet material costs and
only a part of the labour cost and results in losses.

It is necessary for DoT to streamline purchase procedures and provide
for pre-qualification for bidders, substantial earnest money deposits and
blacklisting of companies which fail to supply after quoting the lowest
bid.
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Financial Analysis

Table 5 Financial Performance

(Rs. Crores) FY 96 | FY 95 | FY 94 | FY 93 | FY 92
Operating Income 782 6 |1036.6 {1527.2 |1483.9 [1084.7
Operating Profit -101.8 453 | 3696 | 2931 | 2522
Profit After Tax -284.0 | -81.9 84.4 79.6 57.2
Equity Capital 88.0 88.0 88.0 88.0 88.0
Tangible Net Worth 2104 | 461.6 | 521.1 | 413.1 | 346.9
Gross Margin (%) -12.9 43 241 19.7 231
Net Margin (%) -36.1 -8.6 55 5.3 5.2
ROCE (%) - 4.1 21.2 227 19.5
RONW (%) ] - 162 ] 192 ] 165
Earnings Per Share (Rs.) - - 17.3 44.0 55.8
Dividend (%) - - 20 16 12

In 1994-95 and 1995-96, ITI's financial performance has been adversely
affected due to low realisations resulting from severe price competition in
all its key product areas, and the lack of orders from DoT (particularly in
case of transmission equipment).

The company which made a pre-tax profit of Rs. 17.6 crores during 1993-
94, made large losses during the next two financial years owing to:

Fall in orders During 1994-95 and 1995-96, the paucity of orders from
DoT, the major customer for ITI, partially contributed to the losses. In
1995-96, due to the reduction in production and turnover, the value added
per employee slipped to Rs. 104,244 as compared to Rs. 268,708 during
1993-94.

Decline in realisations The steep decline in realisations can be attributed

to increasing competition, coupled with ITI's weak bargaining power with
DoT.
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Increased interest outflow Due to a strained working capital position, ITI
had to resort to high cost borrowings, which increased interest outflow.

Extraordinary items The company has written off a sum of Rs. 17.0 crores
in 1994-95, which is the value of obsolete raw materials and components
relating to the OCB 181 technology. This had a direct adverse impact on
the company’s bottom line. Like many other PSUs, ITI has had to make
provisions of about Rs. 40 crores for wage settlement with the employees
in 1995-96. This increased employee costs and affected net profits.

Strengths and Areas of Concern

Based on the above industry, business and financial analysis, the strengths
and areas of concern of ITI are as below -

Strengths

Wide range of telecommunication products By virtue of being the sole
supplier of telecommunication products, ITI’s product range encompasses
the entire range of telecommunication equipments from terminal equipment
to switching systems.

Strengths in digital switching ITI is the only company in India to have built
up expertise fn the area of manufacturing digital switching. This experience
will enable the company to indigenise and access future requirements of
technology.

Areas of Concern

ITI had a near monopoly position in its key business segments till the late
1980s. Subsequently, with the entry of a large number of players in the
small and medium switch and transmission equipment segments, and the
strong presence of multinationals in the large switch market, the company's
competitive position has been adversely affected.

In 1995-96, ITI derived 88% of its turnover from sales to DoT. In the recent
past, DoT has not been able to make large investments in expanding the
telecom network. This has affected ITI's business and financial performance.
The high dependence on DoT will continue in the short to medium term.
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ITI is a public sector undertaking, therefore, key decisions and investments
have to be vetted by the government and DoT, which hampers the.
management’s ability to react swiftly to the changing business environment.

India does not have a well-developed component base, which forces the
company to import semi-conductors and other specialised components. The
high dependence on imported raw materials (net foreign exchange outgo
amounted to 34.5% of the tumover in 1995-96) makes the company’s margins
vulnerable to exchange rate fluctuations.

Technology for large size switches and higher-end transmission equipment
15 fast changing, with high risk of obsolescence. ITI does not have the
research capability to keep pace with these advancements in technology.
Therefore, 1t is entircly dependent on Alcatel for large switch technology.
Since ITI derives about 50% of its turnover from the large switch, and
sources key components for this switch from Alcatel, this is an area of
Serious concern.

Alcatel, the company's major raw material supplier, is also its competitor
in the Indian market. Therefore, it provides very limited credit to ITL ITI's
inventory levels are high on account of long cycle time foj manufacture
of 1ts products repeated changes in specifications made by DoT during the
course of execution of orders, DoT's inability to test and certify equipment
on time, location of plants in far-flung area and dependence on imported
raw materials.

IT) is estimated to have substantial surplus labour despite reduction of labour
force by 18% through a VRS in the past five years. The company's
employee costs (as % of turnover) are the highest in the industry, which
builds-in a high cost structure, and places the company at a crippling
disadvantage in a competitive, low margin industry.

Traditionally, ITI has followed the business philosophy of integrating
backwards into the manufacture of raw materials and components. The
company's component manufacturing units have high overhead costs, which
makes [Tl uncompetitive with respect to other smaller domestic
manufacturers.
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Switching technology now incorporates more of firmware (i.e. software
which is wired permanently) resulting in elimination of some switching
circuits, thereby reducing costs. Thus, lower labour costs may no longer
remain a competitive advantage for developing countries like India.

Purchases by DoT accounts for over 90 per cent of the sales of ITI. The
expected private participation in the provision of basic services has been
considerably delayed and this has resulted in ITI and HTL and other private
sector equipment suppliers having capacities in excess of current demand.

Recommendations

In an increasingly competitive market with the strong presence of
multinationals and with ITI's high cost structure due to the significant
surplus labour, the future of the company in its present form is an area
of concern. The company's needs are in terms of the latest technology in
the range of products for the communication industry, additional capital
and national and international marketing skills. All these can be provided
only by a strong strategic partner having the latest technology, capital and
skills to develop and expand the activities of ITI. Such an arrangement
will also avoid the need for large capital outlays by the Government or
in the alternative avoid closure of the company and wholesale
unemployment. The strategic alliance, after shedding surplus labour can
provide sustainable long term employment for about 7,000 persons and
improve the competitive strength of the company.

On the basis of the results for the financial year 1995-96, ITI made an
advance report to BIFR under Section 23 of SICA as 50% of its net worth
had been eroded on account of the past two year's losses amounting to
Rs. 366 crores. However, it is understood that the company has posted
a 20% increase in sales in FY 97 and the current year's losses are expected
to be below Rs. 150 crores. I[n this situation, the company will still have
a positive net worth and it is unlikely that the company will be referred
to BIFR under section 15 of SICA in the short term.

The Commission has already classified ITI into non-core category. The
following recommendations are therefore made :
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Immediate steps may be taken to offer appropriate VRS.facilities
to the redundant employees in all its factories and to provide funds

to the Company for meeting the costs of VRS.

In order to prepare for strategic sale to bring a strong technical
partner/partners to ensure the future survival of the Company
in one or two components, Technical Consultants and Financial
Advisers may be appointed urgently to examine whether strategic
sale can be made for the Company as a whole or for two
components. The first component could for instance consist of the
Bangalore, Palakkad and Hosur factories and the second
component of Mankapur, Rai-Bareily and Naini factories. The
Consultants/Financial Advisers will also prepare the estimates of
vatuation for fixing a reserve price and identify the product lines
that could be continued in the two components. The procedure for
appointing Financial Advisers for strategic sales and conducting
the sale has been outlined in Part B of the First Report of the
Commission (pp 38-40).

The terms of sale can provide inter-alia for the sale of 50%
shares of TTT of a strategic partner. There could be an agreement
with the selected strategic partner specifying further dilution of
government equity to 26% through public offer to Indian
institutions, small investors and employees. The percentage of shares
to be acquired by the successful bidder from the public and the
government to make up the 50% holding will be in accordance
with the requirements of the Securities and Exchange Board of
India (Substantial Acquisitions of Shares and Takeovers)
Regulations 1997. Subsequent disinvestment by the government to
Indian institutions, small investors and employees will be with
reference to the agreement with the strategic partner and
requirement if any, for fresh listing. However, the Commission
recommends that government should keep a minimum essential
contrel by holding 26% of the shares in ITL

If it is advised by the Consultants/Financial Advisers that sale can
be for the two separate components mentioned above, it may be
necessary to hive-off the second component consisting of the UP
factories to a separate company. Shares in ITI and in the new
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company can then be sold through the process of competitive
bidding to the extent of 50 per cent or more.

ITI has a Defence Division in Bangalore where some items of
defence requirements are manufactured. This Unit may be
segregated and merged with Bharat Electronics Limited (BEL)
which is also located in Bangalore.

HTL is a much smaller PSU with lines of manufacture similar to that of
IT!. The separate report on HTL shows a bleak future for the Company
with increasing losses in the next few years The Company however has
valuable assets in the form of land in a central location. The Consultants
for ITI can be asked to examine the desirability of clubbing the sale of
shares in ITI with the sale of shares in HTL contained in the specific
recommendations for HTL.
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2.5 Madras Fertilisers Limited

Evolution

Madras Fertilisers Limited (MFL) was formed in 1966 to manufacture ang
sell nitrogenous and complex fertilisers. The company was set up as a joing
venture with the American Oil Company (Amoco) with the Go! holding
51% and the JV partner the balance. At present Gol holds 70% of MFL’g
share and the National Iranian Oil Company (NIOC) holds the balance.
The plant is located at Manali near Chennai in close proximity to Madras
Refinertes Ltd. (MRL) which supplies naphtha for producing ammonia.

Industry Analysis

Fertilisers are basic nutrients to soil which help replenish the depletion
or original deficiency in the soil. Nitrogen (N), phosphate (P) and potash
(K) are primary nutrients whose percentage concentration in a chemical
fertiliser 1s expressed in terms of NPK respectively. Nitrogenous fertilisers
account for 70% of the consumption of chemical fertilisers in India.

There are 30 companies in the industry belonging to the public, private
and the co-operative sectors with over 65% of the installed capacity in
the public sector and co-operatives. However, the industry is dominated
by five or six companies who account for more than 60% of the market
share as shown in the table below :

Table 1 Capacity in Million Metric Tonnes per annum

UREA (62% *) DAP (88% *) COMPLEX (72%*

Company Cap. | Company Cap. | Company Cap.

NFL 2.08 | IFFCO 0.80 | FACT 0.86

RCF 1.91 | Paradeep 0.72 | IFFCO 0.80
Phosphates

IFFCO 1.62 | GSFC 0.43 | RFC 0.66

KRIBHCO 1.45 | SPIC 042 | Madras Fertilizer|0.54

Indo-Gulf 0.73 { Godavari 0.30 | Coromandel 0.35
Fertilizers Fertilizer

*Total markets share of top five producers.
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The fortunes of the fertiliser industry are determined to a large extent by
the Government policies. In order to promote the use of fertilisers among
the small farmers, the Government virtually controls all aspects of
operations including production, raw material sourcing and distribution.
Urea pricing is controlled through the retention pricing scheme which
assures 12% post tax return on networth. Both phosphatic and potash
fertilisers were decontrolled in 1992 and are presently given adhoc subsidies
by the Government.

Consumption of fertilisers depends on a combination of factors, the major
ones being monsoon, irrigation facilities, availability of rural credit, pricing
etc. The production and consumption of fertilisers have grown at a CAGR
of 13.52% and 12.86% over the last 37 years but this has somewhat slowed
down during the last three years.

Business Analysis of MFL

MFL has facilities for the manufacture of 750 tpd of ammonia, 885 tpd
of urea and 2900 tpd of complex (NPK) fertilisers.

In the past, the company’s profitability was affected due to changes in
Government policies and also due to operational problems such as availability
of water etc. :

The Company has embarked on a modernisation cum expansion project to
revamp the old ammonia and urea plants and upgrade inefficient production
technologies in order to extend economic life of the plant and also increase
capacities of the ammonia and urea plants by removing production
bottlenecks. This is expected to increase the capacity of ammonia
production by 40%, urea production by 66% and NPK production by 55%.
The project cost is estimated at Rs. 518 crores and is expected to be
completed by April, 1997

For its ongoing requirements of funds, the company has proposed a public
issue of Rs. 42,95 crores at a premium of Rs. 5/- per share on a face value
of Rs. 10. MFL has also obtained SEBI approval for this initial public
offering.
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Financial Analysis
The financial performance of MFL for the past five years is as below:

Table 2 Financiat Performance

(Rs. Crores) FY 96 [FY 95 | FY 94 | FY 93 | FY 92
Operating [ncome 6863 | 6451 | 476.6 | 4309 | 4565
Operating Profit 56.2 384 -10.9 52.2 41.0
Profit after Tax 211 7.5 -58.5 12.1 16.3
Equity Capital 1374 { 1374 | 1064 | 983 55.7
Tangible Net Worth 126.8 | 105.1 65.7 1153 722
Gross Margin (%) 83 6.6 2.4 10.4 8.8

Net Margin (%) 3.1 1.1 -10.7 1.6 33

ROCE (%) 230 12.8 - 18.2 20.7
RONW (%) 18.1 7.7 - 8.4 252
Earnings Per Share (Rs.) 1.53 048 - 0.80 2.74
Dividend (%) 0 0 0 12 15

Due to the decontrol of complex fertihisers in FY 94 and withdrawal of
subsidy, the financial performance deteriorated considerably as the company
was forced to sell its main product below its average cost of production.
Other factors which have led to varying profitability are delayed recepits
of subsidy, high inventory build up and higher working capital
requirements. Net profit margins have exhibited a fluctuating trend over
the past five years. This is largely due to higher interest cost, delayed
subsidy receipts, high inventory build up resulting in higher working capital
requirements.

Strengths and Areas of Concern

Based on the above industry, business and financial analysis, the strengths
and areas of concern of MFL are as below:
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Strengths

fairly consistent averall performance over the years In complex fertilisers,
MFL currently enjoys market leadership in Tamil Nadu and Karnataka and
ranks second in Andhra Pradesh. MFL’s complex fertiliser, “Vijaya” enjoys
a premium in the market in spite of the price being controlled by
Government policies. The company compares favourably with its peer group
in respect of wage costs and selling expenses.

Expansion of Operations Due to the strong brand image and the established
market presence in the South Indian market, the company has significant
opportunity to expand its operations and grow at a steady pace in the
medium term.

Areas of Concern

Fertiliser industry is capital intensive and is characterised by low margins
in the decontrolled sector MFL’s margins are the lowest among its peer
group. Even though wage accounted for over 5% of cost of production,
which compares not too unfavourably with comparable units, MFL still
appears to have excess manpower to a significant level especially after the
revamp project is completed.

Operational constraints The capacity utilisation of ammonia and urea have
mostly moved in line with the availability of water during the last six years
Continued availability of water after the modernisation programme will be
crucial for the continuous operations of the company. The company with
its sewage treatment of plant of 2.4 mgd capacity has overcome this
problem.

Recommendations

The Commission has classified MFL as non-core. The Commission has
noted that the IPO which is being put through by the company will reduce
Gol holding to 57.7%.

In terms of the current agreement with NIOC, Gol is bound to hold a
minimum of 51% shares in the company. The Commission, therefore,
recommends that Government of India may immediately initiate.
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negotiations with NIOC to change the terms of the agreement whic)
would permit sale of 50% of the shares of the company to a strategi
partner through a competitive bidding process. The distribution of
shares to be offered to the strategic partner between Gol and NIO(C
should be decided through negotiation and will be guided by the
relevant sections of the Securities and Exchange Board of Indi
(Substantial Acquisitions of Shares and Takeovers) Regulation of 1997
The balance shareholding of Gol can be offered to institutions, small
investors and employees through a public offer once the revamp
programme is completed and the company’s performance improves. The
Modalities for strategic sale have been detailed in pp. 38-40 of the First
Report of the Commission.
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2.6 Manganese Ore (India) Limited
Evolution

The Manganese Ore (India) Limited (MOIL) was incorporated in 1962,
in order to undertake manganese ore mining activity with Central
Government and the State Governments of Maharashtra and Madhya
Pradesh holding 17% each of its share capital and the balance 49% held
by British company called Central Provinces Manganese Ore Company
(CPMO). In 1977, the Central Government acquired shares held by CPMO
and further in 1986, infused equity capital of Rs. 2.5 crores to strengthen
the company. This has resulted in current Central Government holding of
§2% of the equity of the Company with the State Governments of
Maharashtra and Madhya Pradesh holding about 9% each.

Ferro Manganese Industry Analysis

India accounts for about 8% of the world’s total reserves of manganese ore.
The ore deposits are located largely in the states of Karnataka, Mabharashtra,
Madhya Pradesh, Orissa and Goa. Almost the entire production of manganese
ore is consumed by steel industry either directly or indirectly. High grade
manganese ore (>42% Mn. content) is used to produce ferro alloys which
in tum is used in steel industry as deoxidising agents and alloying agents.
Low grade hgh siliceous ore (LGHS) with more than 25% Mn. content
is used in blast furnaces as desulphuriser. Manganese in dioxide form
(MnO,) with 72% to 80% Mn content is used directly or in the form of
Electrolytic Manganese Dioxide (EMD) in dry cells as depolarisor. As the
reserves of high quality low phosphorous manganese ore is limited, the
Government has stipulated that exports should be carried out only after
meeting all domestic requirements

MOIL dominates the Mn ore sector in the Ferro grade and Dioxide grade
ore. The other producers in the high grade segment are Orissa Mining
Development Corporation (OMDC), Orissa Mining Corporation (OMC) and
Sandur Manganese Ore Ltd. The low grade segment comprises small mining
companies numbering over 200,

The high quality manganese ore is used in the manufacture of ferro alloys.
The total ferro alloy manufacturing capacity in India is 1.35 million tonnes
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of which manganese alloys account for about 50% The capacities, capacity
utilisation of the main producers are given below :

Table 1 Capacity Utilisation of Main Producers of Ferro Alloys

Company Capacity (tpa) Utilisation
Maharashtra Electrosmelt Ltd (MEL) 100,000 90%
Sandur Manganese ore 72,000 29%
KFA Corporation 60,000 18%
Ispat Alloys 72,000 65%

Demand of Mn ore is a derived demand which has a direct relation to
steel industry. SAIL and TISCO account for about 40% of the manganese
alloy consumption and the balance is consumed by other mini and alloy
steel producers. SAIL sources its requirements from MEL while TiSCO
has conversion arrangements with a number of small manufacturers.

Internationally the main ferro alloys producing countries are South Africa,
China, Australia, Brazil and the CIS countries. In the past, international
prices have varied considerably in the rage of USD 420/ton to USD 690/
ton (FOB China). However, in the past, Chinese producers have sold in
the range of USD 420 - 440 per ton. With the declining duty structure,
the following table shows the comparison with the domestic prices vis-
a-vis the landed cost (including customs duty) for the past five years.

Table 2 Domestic price v/s Imported price of Ferro Mn (Rs./Tons)

Financial Domestic Landed cost (Avg.)
Year Price (Avg.) incl. import duty (%)
1993 18000 30101 (85%)
1994 15000 21145 (65%)
1995 16000 21742 (50%)
1996 22000 22269 (30%)
1997 19000 21793 (27%)
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A reduction in the duty by 5% in the Union Budget for 1997-98 has been
proposed and the Chelliah Committee has recommended that the ultimate
duty to be brought down to 15%. The fall in international prices coupled
with reduction in import duty has put a lot of pressure to the Indian ferro
alloy manufacturers.

The ferro alloy industry is power intensive and the power cost constitute
more 50% of the cost of production. The high cost of power in India (Rs.
3JKWH as against Rs. 0.75/KHW in South Africa) increases the domestic
cost of production.

On account of the reduction in import duties and the high cost of power,
the viability of domestic ferro alloy industry has been threatened to a
significant extent.

Key Success Factors in Manganese Ore Mining

Ore reserves Since the operations of the company is mining of ore, the
quality and quantity of deposits is one of the key success factor.

Performance of ferro alloy and Steel industry High grade manganese ore
(>42% Mn content) is used in manufacture of ferro alloy. Ferro alloy is
consumed by steel industry as a deoxidising agent. Hence the success of
the manganese ore industry is related to performance of ferro alloy and the
steel industry.

Business Analysis of MOIL

MOIL is operating 10 manganese (Mn) ore mines in Maharashtra and
Madhya Pradesh with current production leve! of 700,000 tonnes per
annum. As a part of forward integration, MOIL has set up an unit for
manufacturing EMD with a capacity of 700 MT per annum. It is producing
49% of the country’s total output of manganese ore and 75% of high grade
manganese ore. Out of this, four mines account for 68% of the total
production. The high grade Mn ore account for 57% of the total production
of MOIL in FY 96 while the LGHS account for 29% of the total
production in FY 96. Over 55% of MOIL’s production and 74% of its
total income is from high grade ore.
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MOIL sells about 25% of its ferro grade ore to Maharashtra Elektrosmelt
Ltd. (MEL) a subsidiary of SAIL. Bhilai Steel Plant of SAIL accounts for
90% of the sale of LGHS. MOIL exports a certain amount of ore through
MMTC and the principal buyers are Chinese ferro alloy producers.

Apart from the mining process, MOIL started processing MnO, known as
EMD. In FY 96 it produced ‘547 tonnes of EMD and sold 657 tonnes.

Financial Analysis

The financial performance of MOIL for the past five years is as given
below

Table 3 Financial Performance

Rs. Crores) FY 96 | FY 95| FY 94 | FY 93 | FY 92
Operating Income 103.9 801 614 76.3 713
Operating Profit 243 15.6 16.8 27.9 23.1
Profit after Tax 10.8 5.6 5.0 10.5 7.7
Equity Capital 153 153 15.2 15.2 15.1
Tangible Net Worth 49.7 42,0 393 373 304
Gross Margin (%) 234 195 275 36.5 324
Net Margin (%) 10.4 7.0 8.1 13.7 10.8
ROCE (%) 38.7 235 26.9 61.1 58.2
RONW (%) 12.2 139 13.0 30.9 279
EPS(Rs.)Share value Rs.100/- | 70.3 36.7 32.7 689 50.8
Dividend (%) 20.0 20.0 20.0 20.0 14.0

The total income has shown a cyclical trend on a year to year basis.
However, MOIL has been able to maintain its profitability even during
recessionary period due to its dominant position in the domestic industry.
The return on capital employed (ROCE) was over 23% even in years in
which the industry scenarto was not favourable The company has consistently
paid dividend and the earnings per share has shown a smart jump from FY
95 10 FY 96 due to improved financial performance.
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Strengths and Areas of Concern

Based on the above industry, business and financial analysis, the strengths
ind areas of concern of MOIL are as below :

Strengths

Rich reserves MOIL’s share of reserves of both dioxide ore and ferro grade
oe is very high and account for 75% of India’s reserves.

Dominant producer in manganese ore industry in ferro grade and dioxide
wtegories MOIL has a production share of 73% in dioxide segment while
o ferro grade segment, its production share is 78%.

Cost competitive both domestically and internationally The domestic price
of manganese ore is at present lower when compared with international (fob)
prices to the extent of 15-17%.

Demand growth expected in Steel whereby the demand for Mn ore should
aiso go up The principal user of manganese ore is the steel industry and
the steel industry is expected to grow at 10-11%. This gives a lot of
sportunity for MOIL to expand its operation.

Hining leases for longer period Mining licenses are granted for 20 years
while the land on which the mining is being carried out is leased to MOIL
for 99 years.

Areas of Concern

Single user industry which is exposed to business cycles Steel industry is
the only user of manganese ore. Steel industry is exposed to business cycles
and the fortunes of manganese ore is directly related with steel industry.

Constraints on pricing ability The pricing of ore is normally done on
negotiated basis. The principal user is the ferro alloy industry and the ore
accounts for 26% of ferro alloy cost while power costs more than 50%.
This coupled with the falling international prices and reduction of import
duties keeps a lot of pressure on MOIL not to increase prices.
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Limited flexibility in decision making Mining operations involve constant
developmental work and MOIL has limited autonomy in making capital
expenditure programme. MOIL’s proposal for forward integration into ferro
alloys was made 20 years ago including a proposal to take over MEL.
MOIL has not been able to get government clearance all these years.

Lowering of custom duty on Mn are and in steel products The customs
duty rates on manganese ore, ferro alloys and steel products have seen
steady reduction. This has exposed Indian industry to international
competition. There is a further reduction in import duty on ferro alloys by
5% proposed in the 1997-98 budget.

Upward revision of license fee of mining activity Currently license fees
are nommal and the Government earns revenue from royalty and cess and
the current rate is about Rs. 30 per ton. These rates are revised upwards
once in three years and the normal escalation is about 10%.

Export Restrictions Government does not allow export of high grade ore
at the discretion of MOIL. This reduces the profitability of MOIL.

Recommendations

MOIL has emerged today as a profitable company with a good track record.
It dominates the manganese ore industry in the ferro grade and manganese
dioxide categories with nearly 70% share of reserves and nearly 75% of
production. However, MOIL has not been able to venture into the
downstream area of ferro alloy production. Only recently, it has decided
to set up a small unit of about 10,000 tonnes capacity within the financial
powers of the Board of Directors of the company. Earlier proposals of the
company to take over the SAIL managed Maharashtra Elektrosmelt Limited
or to set up plants of bigger capacity were not cleared. Given the
constraints of the high cost of power, the Indian ferro alloy industry 1is
always under potential threat from imports from low power-cost producers.
MOIL with its captive mines could provide-a much needed stability in
the Indian ferro alloy industry if it were to be allowed to put up a large
scale plant of viable capacity, at the pit-head, backed by a captive power
plant. With its natural advantages, MOIL could establish on 2 sound base
a domestic ferro alloy industry.
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While the company has been categorised as a non-core PSU by the
Commission, having regard to its dominant market share in manganese
ore reserves and production, the Commission would not recommend
disinvestment in the company beyond 49%. Control of the company
by private investors has the potential of destabilising the ferro alloy
industry. Also taking into account the limited reserves of high grade
manganese ore in the country, continued Government control over this
company may be desirable to conserve this precious material for the
steel industry and safeguard against indiscriminate “slaughter mining”
for short-term financial gains. No public purpose will be served by
converting what is almost a public monopoly to a private monopoly
and therefore disinvestment beyond 49% is not considered desirable.
This issue can be reviewed once the situation changes in the future.

The Commission, therefore, recommends that the company which is a
“Strong Performer” according to the Commission’s classification, be
given full managerial autonomy with due regard to its profitable track
record and dividend pay-out so as to enable it to implement its projects
of diversification relating to :

. establishing ferro alloy production facility of viable capacity,

. establishing captive power plant and

. expanding and developing mines for production of high manganese
ore.

The company will be able to mobilise the necessary resources for
investment in these projects. Once these projects are implemented and
its bottom line improves further, Government should consider
disinvestment upto 49% in one or more tranches in the domestic market
with preferential allotment to small investors and the employees, as set
out in the Commission’s First Report. Prior to such disinvestment
Government may also consider the option of capital restructuring in
the company since its debt-equity ratio is very low at present. Through
such restructuring and improved earnings per share of the Company,
Government’s realisation through disinvestment would be considerabiy
enhanced.
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INTRODUCTION






This is the Third Report of the Disinvestment Commission’ following the
presentation of the First Report on 20th February, 1997 and the Second
Report on 17th April, 1997. In the first two Reports, several
recommendations have been made for improving corporate governance and
enhancing the value of shares in the Central Public Sector Undertakings
to be sold by the Government. These are contained in the general
recommendations in Part B of the First Report and Part A of the Second
Report. Different modalities for disinvestment have also been recommended
for the nine PSUs covered in the first two Reports. Transparent and
competitive procedures for disinvestment have also been suggested in these
Reports. Apart from general analysis and recommendations, this Report
contains specific recommendations for six more PSUs,

' Constituted vide Government notification No. 11013/3/96-Admn. dated 23rd August, 1996 (Annex).
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1. GENERAL ISSUES ON DISINVESTMENT AND
RECOMMENDATIONS

The First Report of the Commission was submitted more than three
months ago. The Honourable Finance Minister had indicated in his budget
meech that “the Government intend to proceed with the disinvestment in
tie three companies covered in the First Report along the lines suggested
by the Commission”. It is hoped that further steps for actual
mplementation of the Commission’s recommendations in these three
wmpanies and decisions in respect of the other six companies covered
n the Second Report submitted in April, 1997 would be expedited. The
Commission would like to point out that unless there is speedy
inplementation of the recommendations made in the successive reports
of the Commission, it would be difficult to achieve disinvestment of
tie order of Rs. 4800 crores as envisaged by Government for 1997-
8 nor the other objectives of the disinvestment process itself.

The Commission is concerned that delays in taking a view on the
recommendations of the Commission on individual PSUs particularly
vhere these relate to bringing down Government’s share holding below
50 per cent or strategic sale, could have adverse impact on the
relationship of the concerned PSUs with their financing bankers and
institutions, major creditors, and their investors where equity or debt
Ms already been placed with private investors. The delays, similarly,
may adversely affect negotiations that the concerned PSUs might be
arrying on with regard to joint ventures, long term collaboration and
similar arrangements. On this ground too, there is a need to reduce
to the minimum the time lag between the submission of reports on
individual PSUs by the Commission and Government’s decisions

thereon.,

The Government has so far referred 50 PSUs to the Commission. In the
preamble to the terms of reference for the Commission it has been stated
that the Commission is being constituted in pursuance of the Common
Minimum Programme (CMP) of the United Front. The CMP refers to the
vartous aspects of public sector and states that “.... it is widely
acknowledged that the public sector required to be reformed and restructured

. the Government will identify public sector companies that have
comparative advantages and will support them in their drive to become global
giants .... other profit making and efficient public sector companies will
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be strengthened and their managements professionalised .... sick or
potentially sick public sector companies will be rehabilitated through a
menu of options .... the question of withdrawing the public sector from
non-core and non-strategic areas will be carefully examined .... the
Government will establish a Disinvestment Commission to advise the
Government on these steps ... Any decision to disinvest will be taken
and implemented in a transparent manner ... revenues generated from such
disinvestment will be utilised for health and education and a part of such
revenues will be earmarked to create an Investment Fund which will be
used to strengthen other public sector enterprises”. Subsequent
announcements of policy have clarified the levels of disinvestment in core
and non core industries. In core industries disinvestment could go up to
49% and in non core industries it could go up to 74% or more.

In the 50 PSUs so far referred to the Commission there are both core and
non-core PSUs. The Commission’s recommendations made so far cover
both categories of PSUs. The Commission has also proposed in some cases
measures for restructuring and strengthening the PSUs prior to disinvestment.
A Disinvestment Fund has also been recommended not only for strengthening
PSUs and restructuring them before disinvestment to enhance share values
but also for providing benefits to workers likely to become surplus in cases
of restructuring or closure. The main intention in making these
recommendations for the creation of the Fund and its use is to ensure, and
demonstrate, that the proceeds of disinvestment are used for long term
benefits to the budget and the economy. In this connection it would be
relevant to quote the 22nd Report of the Parliamentary Standing Committee
for Industry presented to the Parliament on 22nd April, 1997. “The
Standing Commuittee hopes that the Disinvestment Commission will have a
moderating influence on the government and the nation’s ‘crown jewels’
are not frittered away.”

One of the major objectives in establishing the Disinvestment Commission
1s to introduce transparency and establish the credibility of the disinvestment
process. As noted above the Government is yet to announce decisions on
the recommendations made in the first two reports of the Commission.
At the same time disinvestment in some other loss niaking PSUs has
reportedly been suggested without reference to the Disinvestment
Commission. The Commission would like to point out that such a
course, if pursued, will not enly be contrary to the major objectives
and the terms of reference of the Commission but also prevent the
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Commission from taking a coordinated view of disinvestment in PSUs
in accordance with a broad based strategy. In this context it would
be relevant to note that the Parliamentary Standing Committee on Industry
in 1ts 20th Report presented to Parliament on 30th August 1996 has also
observed that “ ... to suggest that the (Disinvestment) Commission will
prepare long-term plans of dismvestment only for public sector undertakings
that are referred to it will severely limit its authority.”

One other term of reference (No.V) of the Commission requires the
Commission “to recommend a mix between primary and secondary
disinvestment taking into account the Government’s objective, the relevant
PSU’s funding requirements and the market conditions”. This term of
reference recognises the need for coordination between the disinvestment
of Government’s equity and the funding requirements of the relevant PSU.
In the case of PSUs referred to the Commission, this has been kept in view
while making specific recommendations. However, the Commission has
received a communication from Government that in particular cases
of PSU’s own requirement of funds, their public offer of shares could
proceed independently of the proposed disinvestment and the
Commission could then take due note of such “primary disinvestment”
while making recommendations for disinvestment of Government shares
in those PSUs. This has been justified on the ground that PSUs
should have the autonomy of raising resources. While this shows a
welcome change in the attitude to PSUs, the Commission is of the
view that such an approach on this limited issue will be inconsistent
with the terms of reference and will not enable the Commission to take
a coordinated view or to recommend a mix between primary and
secondary disinvestment. The need for coordination arises from the
following considerations. Flotation of additional primary equity in the
capital market by the PSU will reduce the percentage of Government
holding. This will restrict the scope for disinvestment of the shares in the
PSU by Government. In those cases where disinvestment has already taken
place the exercise of such autonomy may result in some of the core sector
PSUs going out of the Public Sector as a result of dilution of Govt.
holding below 51%. In other cases the scope for disinvestment will be
substantially reduced by some PSUs going for additional equity raising
well ahead or in excess of their assessed needs. This may also create an
overhang of shares and reduce the realization on disinvestment of
Government shares. It is also possible that in certain cases debt may be
a better alternative to raising equity for meeting the funding requirements
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of the PSUs. It is therefore suggested that Government reviews this
position.

The Commission would like to draw attention to another important area
of ‘corporate governance’ relating to the composition of the Board of
Directors of PSUs in which disinvestment has already taken place. Such
disinvestment has taken place in 39 PSUs before the Commission was
constituted. Further disinvestment would be required in many of them and
indeed some of them are among the 40 PSUs referred to the Commission.
It has, however, been noted that even where disinvestment has already
taken place, by and large, there has been no change in the composition
of the Board of Directors to give representation to the non-government
share holders. In order to improve the investor perception of PSUs,
and to enhance share value in subsequent disinvestment, it is necessary
for Government to induct immediately representatives of non-
government shareholders into the Board of Directors. This can be done
by amending the Articles of Association where necessary to provide for
election of directors and by Govemment exercising its rights as the majority
shareholder to enable the election of competent nominees of non-
government shareholders. This recommendation has already been covered
in Part B of the First Report relating to provision for elected directors.
A further recommendation has also been made to induct experts and
professionals from outside as non-executive directors. For inspiring
investor confidence in the disinvesment process, for enhancing
Government’s receipts and for promoting efficient management of the
PSUs, it is important to implement these recommendations along with
other recommendations in Part B of the First Report and Part A of
the Second Report.

There are also reports about the Government giving greater autonomy to
nine selected PSUs which have been identified as having the potential
to become global giants. The Commission welcomes this move. However,
the Commission is of the view that the requisite autonomy should be
granted to all PSUs, particularly those being considered for disinvestment,
to improve investor perception of these Undertakings as also for enduring
improvement in their performance and enhancing disinvestment proceeds.
The Commission has aiready made recommendations for a graded
delegation of autonomy for three categories of PSUs, namely, general
autonomy to all PSUs, additional autonomy to moderate performers
and full autonomy to strong performers. The Commission hopes that
a comprehensive view will be taken for providing greater autonomy
to all PSUs on the basis of its recommendations.
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2. SPECIFIC RECOMMENDATIONS
2.1 Container Corporation Of India Limited
Evolution

Container Corporation of India Limited (CONCOR) was incorporated in
1988 under the Ministry of Railways with the objective of transporting
international and domestic cargo by way of containers through the Indian
Railways (IR).

Indian exports and imports are increasingly getting containerised and
containerised cargo constituted about 6.8% of the total traffic handled by
Indian ports in 1994-95. Assorted cargo called break-bulk, was increasingly
transported by road rather than the railways. In addition, the break-bulk
cargo had the potential to generate higher revenues per tonne per kilometre
than any other segment. CONCOR was therefore established to cater to
the growing market for assorted cargo and regain the market share from
the road sector

The paid-up capital of CONCOR as at March 31, 1996 was Rs. 64.99
crores and the Government of India had disinvested 23.06% of its holding
in two tranches im FY1992 and FY1994. The .current shareholding pattern
1s as follows :

Table 1 Shareholding Pattern (%)

Share holder Holding
Government of India 77
Morgan Stanley 11
SBI Capital Market Ltd. 5
Henry Schroders 4
Jardine Fleming 2
Public 1
TOTAL 100
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The shares of CONCOR were listed on the Bombay Stock Exchange (BSE)
in February, 1996 and the share prices have shown a high volatility varying
from a low of Rs. 86 in Feb. 96 to a high of Rs. 432 in April, 1997
Weighted by market capitalisation, the average traded price in 1996-97 was
Rs. 287 with an average volume of 40,000 shares. The closing share price
on the BSE on 28th May, 1997 was Rs. 585.

Industry Analysis
Containerisation - Rationale

Containerisation brought the benefits of road transport to the rail sector.
Movement of assorted cargo in minimum units became possible directly from
the place of production to the place of consumption. This led to the free
flow of cargo between different modes of transport - roads, rail and
waterways. Thus, containerisation has been used widely by all developed
nations in international traffic. Containers were also adopted as basic storage
units by shipping lines world wide for moving break-bulk cargo.

Structure & Government Policy

The multi-modal transport industry caters to the transport of assorted cargo.
The main players in this industry are CONCOR, IR and road transporters.
The main activity of these operators is to consolidate cargo and then
transport it from production centres to consumption centres either by rail
or road.

Till 1990s the sector was highly regulated and the Customs did not allow
private parties to move import/export containers by road. They were also
not allowed to set up any bonded warehouses and thus, there was a shortage
of inland container depots (ICDs).

The sector today, is largely liberalised. A large number of transport and
freight forwarding companies have acquired the status of Multi-modal
Transport Operators (MTOs). Private enterprises have been allowed to set
up and operate ICDs with rail head and Custom Bonded Inland Container
Depot (CFS) without rail head facilities, with the necessary approvals. This
has resulted in a rapid expansion of business and has increased inland
penetration of containers from Indian ports to the ICDs. The number of
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containers that move to the hinterland from the ports has increased from
9.7% of the total traffic in FY 91 to about 26% of the total traffic in FY
96 and is expected to go upto 36% by the year 2000. The Gol has also
passed the MTO Act in 1993 to regulate the growth of the industry.

Even though the terminal operations have been fully liberalised, haulage
operations by rail remains a monopoly of CONCOR.

Market Size and Competition

The cargo from international traffic formed around 44 million tonnes or 20%
of the total exports and imports in FY 96. CONCOR {ransported nearly
8.5 million tonnes of international cargo and nearly 2.2 million tonnes of
domestic cargo in 1995-96. In the international traffic, the rest of the cargo
was taken by road while in the domestic sector it was taken by IR and
the road sector.

CONCOR receives 63% of its traffic in the Delhi-Bombay corridor. The
Bombay/INPT ports account for 58% of the total container traffic in India.
The company is well placed on high traffic paths-both in terms of
infrastructure and haulage.

The main competition to CONCOR is from the road sector. Movement of
goods through road-even though not economical-is ideal because of its
flexibility, door-to-door services, greater reliability and speed. These factors
have contributed to the success of the road sector in the seventies and
eighties.

On the other hand, movement of goods through road has its own problems
such as :

. The main road network comprising national and state highways has
not matched the traffic growth. Much of the expansion of the road
network has been through building of rural network.

. Inadequate road network has led to higher transportation costs.

. There are delays due to congested sections, existence of railway level
crossings, octroi posts and other tax barriers.
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Taking all the above factors into consideration and given the long distances
involved between the main inland production centres and the gateway ports,
a properly functioning system for movement of containers by CONCOR
on rail would have a distinct comparative advantage over road in the long
term. CONCOR is a natural monopoly player because of the support received
from IR. Thus, CONCOR’s competitive position is strong and is likely to
remain so in the medium to long term.

Business Analysis

The activities of CONCOR can be divided into two primary and non-
overlapping operations viz., haulage of containers and terminal activities.

Haulage of containers involves charging the customer for carrying the
containers and paying freight charges to the IR who provide the pathways.

The activities at the origin and the destination form the terminal activities.
CONCOR renders two types of services. It provides revenue seeking
activities such as handling manual labour for stuffing and destuffing the
containers with cargo and mechanical loading and unloading through forklifts
and cranes. Apart from this, CONCOR undertakes all documentation and
clearance activities. The second service is rent seeking which is by way
of ground rent and warehousing charges for providing storage space and
proper upkeep of in transit containers.

The percentage of revenue from each of these operations for the last two
years is given below :

Table 2 Break up of revenue

Activity FY 95 FY 96
Haulage 79% 77%
Terminal Handling 21% 23%
Total 100% 100%

As can been seen from the above table three fourths of CONCOR’s
revenues comes from haulage. A profitability analysis of the haulage
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activities and terminal activities reveals that CONCOR makes 36% operating
profits on freight and has 18% profitability on terminal activities which
is quite high when compared with companies in developed markets. This
is due to the fact that CONCOR is able to pass on all freight increases
to the customer because of its monopoly status and because of the large
freight differential between rail and road haulage.

CONCOR’s growth in the period FY92 to FY96 has been much higher
than the growth rates of total international traffic This has been possible
due to increased containerisation of break-bulk traffic and also increased
penetration of containers to the hinterland.

As shown in the table above, CONCOR pgets 23% of its revenues from
terminal handling operations. The company has built 16 ICDs in areas of
large traffic. This well placed distribution network would pre-empt traffic
from going to any fresh entrant. The threat from freight forwarders is
therefore minimal.

In summary, it may be mentioned that CONCOR’s performance with respect
to growth in container traffic and increase in distribution network has been
commendable. The company has capitalised on its monopoly status to pass
on costs to consumer, but the management needs to be proactive against
future competition.

Financial Analysis

The financial performance of CONCOR for the past five years is given
below:
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Table 3 Financial Performance

Rs.Crores FY 96 |FY 95 | FY 94 | FY 93 [ FY 92
Operating Income 3804 | 217.3 | 1145 81.1 50.0
Operating Profit 110.7 53.1 27.2 159 13.3
Profit after Tax 53.1 22.9 20.8 15.3 11.1
Equity Capital 65.0 65.0 65.0 65.0 47.0
Tangible Net Worth 1814 | 1369 | 1169 98.5 65.3
Gross Margin (%) 28.4 24.4 23.8 19.6 26.6
Net Margin (%) 13.6 10.5 18.2 18.8 222
ROCE (%) 56.4 342 23.4 22.8 26.8
RONW (%) 29.7 16.7 17.8 15.5 17.0
Earnings Per Share (Rs.) 8.17 3.52 3.20 2.35 2.36
Dividend (%) © 12,0 6.0 4.0 2.7 1.1

CONCOR’s operating income has grown at a compounded rate of 67%
and the profit after tax has grown at a rate of 41% over the five year
period as given in the above table. The figures reflect the high growth
rates in the industry and CONCOR’s ability as a monopolist to pass on
costs to the end user.

High operating margins have been contributed by increasing volumes and
ability to pass on major costs to the end user. Improvements in cabotage
traffic (carrying domestic break bulk traffic in containers such that empty
container flow is reduced) also has resuited in improving profits in the last
two years. With its earnings increasing by three times over the last three
years, and a relatively low level of capital employed, the ROCE has
exhibited a phenomenal growth rate.

Strengths and Areas of Concern

Based on the above business and financial analysis, the strengths and areas
of concern for CONCOR are as below :
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Strengths

Monopoly status The operations of CONCOR are in the nature of a
monopoly. CONCOR’s monopoly would remain unchallenged in rail haulage
tll IR provides equal level playing field to all players; this is unlikely in
the short-term. Further, gestation time of nearly 3-4 years would be
required for any new private sector container projects to go on-line.

Widespread Distribution Network CONCOR has 16 ICDs and 10 CFSs
spread across the country. Moreover CONCOR has developed a strong
equation with the shipping industry which is expected to help consolidate
busiress.

Huge untapped market Containerisation has not really got off in India and
as per a NCAER study (1993), it is estimated that intercity containerised
cargo potential 1s 113.53 million tonnes. Thus, there are significant
opportunities for growth for CONCOR.

Areas of Concern

Competition from the Road sector Road is an ideal medium for gathering
non- bulk cargo even though it is not economical. This is because of certain
factors which contribute to the success of road transport such as flexibility,
door to door service, reliability and speed.

Competition from private freight forwarders and consolidators After the
liberalisation and opening up of this sector, a large number of transport and
freight forwarding companies have acquired the status of MTOs. Of these
10 are foreign companies. CONCOR is expected to face competition from

these players.

Reliance on Indian Railways CONCOR’s dependence on the railways is total.
The business projections of CONCOR have to be matched by corresponding
expansion of the Railway’s capacity to handle the volumes especially in
the busier corridors like Mumbai-Delhi.

Recommendations

From the foregoing analysis CONCOR seems to be well entrenched with
little threat of competition in the immediate future. Its well organized
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distribution net-work, planned investment in rolling stock and
technological improvements in operation would enable 1t to hold its own
and maintain 1ts market share. Its strong links with the Railways give it
further competitive advantage.

The Commission has classified CONCOR in the core group of PSUs. A
detailed analysis of the company would further reinforce this view. Its links
with the Ratlways are critical for its operational efficiency. It also has a
large volume of assets on lease from the Railways. It also has access
to the railway personnel which enables close coordination with the Railways
and contributes to improving efficiency in operations. For all these reasons
CONCOR, in the view of the Commission, should continue to be in
the core sector and disinvestment in the company should be only upto
a maximum of 49%.

The requirement of funds for CONCOR for its capital expenditure
programme needs to be taken into account before taking a decision on
further disinvestment in the company. Over the next 5 years the business
plan of CONCOR would envisage capital expenditure of Rs. 253 crores
towards development of terminals, Rs. 380 crores towards rolling stock
additions, Rs. 120 crores towards technological improvement in the areas
of terminal handling operations, communications, database management and
investment in specialised break-bulk containers. The rolling stock investment
1s covered by a World Bank loan of Rs. 380 crores. The other requirements
would need to be raised by CONCOR on its own.

Government have already disinvested to the extent of 23% in the company
i FY 92 and FY 94. The shares are mostly held by foreign financial
institutions. Its current debt-equity ratio is low but the World Bank
loan of Rs. 380 crores which would become repayable after 2002 could
limit its ability to raise further debt in the market for its projected capital
outlay. A public issue that would enable the company to raise Rs. 250-300
crores would need to be considered. Taking this into account the
Commission recommends that disinvestment of Government holdings may
be restricted to 100 lakh shares and the company may also go in for
public issue of 125 lakh shares. This would bring down Government
holding to around 51%.

It is recommended that a book building process be adopted for
disinvestment to institutional investors in the Indian market which could
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be followed with a retail offering to small investors at a discount of
10% to the institutional price. As has been mentioned in Report II
of the Commission, it is suggested that CONCOR should join the
National Securities Depository Limited (NSDL) before any issue is
contemplated from either the company or from the Government. In
sddition to the benefits of dematerialisation, the other benefit to small
investors is that they can buy shares in quantities much less than the
sormal tradable lots which can also be traded on the National Stock
Exchange (NSE) without any discount for odd lots.
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2.2 Kudremukh Iron Ore Company Limited

Evolution

Pursuant to an agreement between the Government of India and
Government of Iran, Kudremukh Iron Ore Company Limited (KIOCL) was)
mncorporated as an 100% export oriented unit (EOU) in 1976 for mining
low grade iron ore available in the Western Ghats. The arrangement was
to supply iron ore concentrate to the National Iranian Steel Corporation
(NISC) and the financing of the entire project which was estimated at
Rs. 647 crores was to be borne by the Iranian government. However, due
to the overthrow of the regime in Iran, the new Iranian government reduced
the funding for the project and the Government of India had to supplement
the balance project cost. The arrangement for supply of iron ore
concentrate also fell through due to continued problems in Iran. KIOCL
had to find a new customer for its product. While the plant was designed
to produce 7.5 million metric tonnes per annum (mmtpa) for supplying
to NISC, KIOCL had to make various process and plant modifications
for meeting the requirement of a new customer from Romania which
resulted in scaling down the plant capacity to 6.8 mmtpa.

In 1987, KIOCL undertook a project to set up a 3 mmtpa pelletisation
plant in Mangalore. KIOCL is now in the process of expanding this
capacity of the pelletisation plant to 4 mmtpa by enhancing the capacity
of the existing plant by 0.5 mmtpa and by setting up a new shaft
pelletisation plant with 0.5 mmtpa capacity.

The share capital of KIOCL as at March 31, 1996 s high at Rs. 634.51
crores on account of the conversion of debt into equity by the Government
in the eighties in order to reduce the interest burden on the then loss making
company. Government had disinvested about 1% of its holding in January
1995 to GIC and its subsidiaries, mutual funds and employees. KIOCL’s
shares are listed on the Bangalore and Chennai Stock Exchanges but no
trading has taken place in the scrip.
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Industry Analysis
Iron Ore

Iron ore constitutes the basic raw material for the manufacture of steel.
Since the demand for iron ore moves in conjunction with the total steel
production, the iron ore industry is cyclical in nature, with each upswing
and downswing phase lasting about 3-4 yeas as shown in the table below:

Table 1 World Steel & Iron Ore Production

Year Crude Steel [ron Ore
(MT) (MT)
1995 724 955
1994 730 931
1993 723 921
1992 737 951
1991 710 980
1990 786 991
1989 780 964
1988 737 946
1987 714 921
1986 719 910

In the medium term, it is estimated that the demand for steel will show
a downward trend from the developed countries. Any subsequent growth
in demand is likely to come mainly from the developing countries especially
from the Asian region,

The total iron ore imports by the consuming countries in 1995 were 423
mmtpa, which are expected to grow to about 480 mmtpa by the year 2000.
Almost 90% of the increase in the import demand in this period is expected
to be from Asia, especially China, Korea and Taiwan.
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Globally three leading tron ore companies namely CVRD, BHP and RTZ
control nearly 35% of the world iron ore production and the ten largest
compantes together control almost 60% of the world iron ore supply. The
major iron ore producing countries and their production and exports levels
in 1995 are given below :

Table 3 World Production and Export of Iron Ore

Countries Production | % share Exports % share
(mmtpa) (mmtpa)
China 239.0 24.6 - -
Brazil 167.8 17.3 125.0 7.4
Former Soviet Union 136.0 14.0 32.0 7.4
Austraba 128.7 13.3 126.2 293
United States 584 6.0 - -
India 57.5 59 285 6.6
Canada 37.0 3.8 30.1 7.0
South Africa 323 33 19.6 4.5
Sweden 19.9 2.1 15.4 36
Venezuela 16.1 1.7 10.7 2.5
World Total 970.7 430.5

Prices of Iron ore are typically negotiated at the beginning of each year.
The prices of iron ore follow the steel prices with approximately a two
year lag as they are based on the demand pattern of the previous year. In
1995, international prices firmed up with an increase of 7.9% and 5.8%
in the prices of lumps and fines respectively. In 1996, prices further
increased by 5% and 6% respectively. The prices of pellets increased by
12% in 1995 and 6-7% in 1996,

India s the sixth largest producer of iron ore in the world with a 6.6%
share of world trade in FY 95. Iron ore production in India has grown from
55.6 mmtpa in FY 91 to 66.2 mmtpa in FY 96 In India, the major
reserves of iron ore are located in the states of Madhya Pradesh, Bihar,
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Orissa, Goa and Kasnataka. The supplies from Goa, Madhya Pradesh and
Karnataka are presently exported. The two major steel producers in India
viz, SAIL and TISCO meet their requirements of iron ore from their own

captive sources. A profile of major iron ore producers is given in the table
below :

Table 4 Profile of Iron Ore Producers

KIOCL NMDC Sesa Goa Limited
Nature of Ore | Low grade ore High grade ore Medium-high grade
(38% Fe content) {66% Fe content) (60-63% Fe content)
Products Concentrate, Lumps, CLOs, Fines| Lumps, Fines
Pellets
Market Exports - 93% Exports - 52% Exports - 97%
Domestic - 7% Domestic - 48% Domestic - 3%
Major Iran, Japan, China, |Japan, Japan, China
Customers Turkey, Taiwan Domestic sales Western Europe
Sales (mmtpa) |6.23 14.36 413

Iron Ore Pellets

Iron ore pelletisation capacity is globally available in 20 nations with an
installed capacity of 264 mmtpa. Worldwide around 18 million tonnes of
pellets were exported in 1994. The major producers of pellets in the world
are located in the USA and in Russia. Together they account for 52% of
the world capacity.

Pellets account for about 80% of total DR feedstock used in the manufacture
of Direct Reduced lron (DRI). The DRI capacity has been increasing
rapidly in gas rich countries as well as in India, requiring increased quantities
of pellets owing to growth in world electric arc furnace (EAF) steel
production. High steel scrap prices (the primary raw material for production
of EAF steel) result in increased demand for DRI and HBI.
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Business Analysis

KIOCL is a 100% EOU which primarily exports iron ore in the form of
concentrate and pellets. KIOCL’s product mix consists of blast furnace (BF)
pellet feed, DR pellet feed, high silica concentrate, broken pellets ot chips
and pellet fines. The break-up of exports is given in the table below:

Table 4 Exports

FY Concentrate Pellets
(mmt) (mmt)
1996 3.65 2.58
1995 3.44 2.25
1994 4.20 2.34
1993 3.36 1.38
1992 3.92 2.15

KIOCL currently exports concentrate and pellets to 8 nations, most of them
in the Asian continent. 70% of the KIOCL’s sales are routed through long
term FOB contracts except for China where the sales are through yearly
contract. KIOCL’s supplies are largely restricted to geographically proximate
countries.

The average realisation per ton (fob) from exports for pellets have been
about 35-40% higher than concentrates and have fluctuated within a narrow
band over the past five years. KIOCL's domestic sales realisation per tonne
has however been higher but the volumes have been much lower,

Although domestic realisations are much higher than exports, KIOCL prefers
to export its products due to greater reliability of offtake by the foreign
customers. Long term export contracts have helped KIOCL to plan its
production even though realisations thereunder may be lower than the
domestic realisation. As a 100% EQU, there is in any case a limit on the
extent of sales in the domestic market.

KIOCL’s mines are located in the Aroli Gangamula range of Western Ghats
with average iron content of 38% while the iron content in the NMDC
mines at Bailadila is about 66%.
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Out of the total mineable reserves of about 430 MT in the existing mines,
“the ore available as on date for mining is about 165 MT. In addition,
mineable reserves from the Nellibeedu deposits are estimated at about 80
MT. Taking into account all these factors, a reasonable forecast of the mine
ife is about 12-13 years. However, if the mining lease for the Gangrikal
deposits is obtained by the company, the life of the mining deposits can
be enhanced by a further period of 20 years.

Due to the inferior nature of ore, KIOCL has to undertake greater degree
of benefiication of the ore for improving the iron content. Power and
consumable stores and spares utilised in the manufacturing process account
for 70% of the cost of sales. The cost of power, fuel and utilities account
for 27% of the operating income of KIOCL where as for NMDC it is quite
lower. Similarly, the consumable stores account is much higher in case of
KIOCL when compared with NMDC.

KIOCL has 2447 employees on its rolls as at 31st March, 1995. Employee
st as a percentage of operating income is lowest for KIOCL (6%) when
compared with other players in the industry like NMDC (13%) and Sesa
Goa (7%).

KIOCL plans to enter downstream value addition through manufacture of
0155 mmtpa of low phosphorus-low sulphur pig iron and 0.05 mmtpa of
ductile iron spun pipes annually at Mangalore through a joint venture
KISCO) with Mecon and MSTC. The total estim~ted project cost is Rs.
128 crores and KIOCL’s share of equity would be Rs.45 crores. The plant
is expected to be commissioned within six to nine months.

Financial Analysis

The financial performance of KIOCL for the past five years is given below:
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Table 5 Financial Performance

(Rs. Crores) FY 96 |FY 95 | FY 94 | FY 93 [FY 93]
Operating Income 476.5 | 373.9 | 415.1 | 316.8 | 388.3
Operating Profit 139.0 79.0 108.7 } 1054 | 1451
Profit after Tax 95.0 57.6 93.9 99.9 138.3
Equity Capital 6345 | 634.5 | 6345 | 6345 | 634.5
Tangible Net Worth 859.4 | 784.8 | 740.0 | 664.5 | 583.2
Gross Margin (%) 29.2 21.1 26.2 333 37.4
Net Margin (%) 199 15.4 22.6 315 35.6
ROCE (%) 11.7 6.1 10.8 11.6 20.1
RONW (%) 1.1 7.3 127 | 150 | 237
Earnings per Share (Rs.) 1.50 0.91 1.48 1.57 218
Dividend (%) 3.25 3.0 3.0 3.0 0

Gross margins have been continually decreasing since FY 92, but it has
shown an upward movement in FY 96 mainly due to higher realisation in
the iron ore market and more economical power, fuel, stores and spares
usages. The non-operating income from inter-corporate advances which was
9.3% of the total operating income in FY 93 fell to 1% in FY 96 leading
to a widening gap between gross margin and net margin. The power and
fuel cost constitutes a major element of cost (27%) is due to the power
intensive primary operations for beneficiation of ore. Power costs are
expected to increase in future due to the substantial power tariff hike by
Karnataka State Electricity Board. The power taniff went from 0.75 per kwh
in FY 92 to Rs. 3.75 in FY 97.

KIOCL’s return on capital employed has declined over the five year period
between FY 92 to FY 96. KIOCL has a very high equity and zero debt
due to the conversion of the loan of over Rs.375 crores by the Government
into equity. Notwithstanding this, the dividend given by the company, which
was zero in 1992, has stagnated around 3% thereafter. The interest foregone
by the Government on a loan of more than Rs.375 crores over several years

166



has enabled the company to achieve ROCE of 20% in 1992 which has
since declined to 11.7% in 1996. The earning per share 1s hardly Rs.1.50.

KIOCL had made intercorporate deposits of more than Rs. 100 crores
in FY 1992 and FY 1993 to some public sector companies. The
repayment of interest and principal has been outstanding for the last four
years. In the event of writing off these loans, the future profitability of
the company could be substantially affected by a one time provisioning.

Strengths and Areas of Concern

Based on the above industry, business and financial analysis, the strengths
and areas of concern of KIOCL are as below :

Strengths

Mining Company with downstream value addition facility XIOCL is in the
business of extraction of iron ore. However, it has set up a pelletisation
plant which improves the realisation. The company has also ventured into
a number of downstream projects like pig iron, ductile iron pipes and coking
ovens, etc.

Fully mechanised and integrated operations KIQCL’s operations are fully
mechanised and integrated right from captive mines to port facilities. For
transporting the ore from Kudremukh to Managalore port, KIOCL has laid
a 67 km long pipeline which gives sizable savings in transportation costs
keeping in view the difficult terrain from Kudremukh to Mangalore.

Facility of captive berth for exports KIOCL being a 100% EOU, has a
captive berth which can handle ships upto 65000 DWT. All the exports
of KIOCL are handled through this berth.

Low employee cost The total employee cost as a percentage of operating
income is the lowest for KIOCL as compared to other major players in the
industry.

Areas of Concern

Low quality iron orve resulting in high cost The iron ore available in
KIOCL’s mines has an average iron content of 38% where as for steel
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making, iron content in the ore should be above 60%. Thus, a greater
degree of beneficiation of the ore is required. This has resuited in increased
cost for power, fuel, consumable stores and spares etc.

Depleting reserves Keeping the current levels of extraction of 22 mmtpa,
the reserves may last for about 12-13 years, Even though the company has
applied for fresh mining leases, there is uncertainty due to environmental
regulations.

Management Process The past management process and philosophy with
regard to the operations of the company and the investments made have
not really helped KIOCL to position itself strongly for future growth.

Recommendations

The Commission has earlier classified KIOCL as a core group PSU.
Having examined in detail the working of the company and the
structure of the iron ore industry the Commission has now decided
to review this classification. KIOCL processes low grade iron ore and
beneficiates and pelletises it for export. It is an EOU unit and 93% of
its production is exported. It has a market share of 11% in the production
of wron ore in the country and 23% of iron ore exports. There is already
significant private sector presence in the industry. In the light of the
above, the Commission has decided to categorise KIOCL as a non core
PSU.

On an analysis of the company it would be seen that the company faces
certain short-term and long-term issues which need to be tackled effectively
on a priority basis.

The existing mining lease would sustain the company’s operations for about
8 years. The Nellibeedu deposits in  respect of which prospecting work
has been completed would extend the period by another 4-5 years if the
mining lease could be obtained. In the longer run the company would need
to obtain mining lease for the more substantial Gangrikal deposits which,
however, 1s be-set with problems on account of opposition from
environmentalists. The company has, therefore, an assured life of operation
of about 12-13 years in its current business.

The company’s agreement with Karnataka Electricity Board (KEB) for
supply of power has run into trouble with the KEB claiming a much
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higher tariff for power supply than estimated by the company. The
company has a claim of over Rs. 100 crores as arrears by the KEB on
past supplies and also substantially higher power tariff in the future.
Since the operations of the company are highly power-intensive, this
has serious implications for the company’s viability.

Faced with such prospects the company today could be said to be at the
crossroads. Certain critical decisions would need to be taken to extend the
operating life of the company through prudent and effective diversification
programmes. The company is today without a permanent Chief Executive.
There is urgent need for strengthening the management of the
company. A competent Chief Executive needs to be appointed
immediately and the Board of Directors also needs strengthening by the
induction of competent professionals from outside.

Given the fact that the company has about 12-13 years of assured operating
life and that major decisions regarding diversification need to be taken
to ensure the future viability of the company, the Commission feels that
this would be the opportune time for inducting a strategic partner into
the company. Selection of the partner may be made in accordance with
the recommendations of the Commission contained in the First Report,
after the necessary pre-qualification procedure. Government has already
disinvested about 1% its holding in the company and is left with
99% of the equity of Rs. 634.51 crores. The strategic partner may
be offered 30% of equity to start with and also inducted in the
management of the company. The Government may also enter into an
sgreement with the strategic partner providing for a further dilution
of Government equity to the extent of 43% within two years, through
a combination of further offer of equity shares of 10% to the strategic
partner and public offer of the balance to the domestic institutional
investors and the retail investors. This would leave 26% of the
equity with Government, Such phased disinvestment would also enable
the Government to realise a proper value for its shares and would balance
the need for immediate management intervention in the company for business
testructuring by inducting a suitable strategic partner with the possibility
of securing higher value for Government shares while disinvesting beyond
30% in the next two years particularly if the Gangrikal deposits were to
be available for exploitation by the company.
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KIOCL has a very high equity base thanks to the conversion of
Government loans over Rs.375 crores into equity in the eighties. This
would indicate the need for capital restructuring in the company before
bids for strategic partnership are invited. The terms of conversion of
a part of the Government equity into secured long term loan should
take into account the fund requirements of the company for business
restructuring and the company’s ability to service the loan. Care
should be takem not to lessen the attractiveness of the company to the
strategic partners. The Financial Adviser to be appointed by the SEG
for valuation and drafting the terms and conditions of the bid for strategic
sale should be specifically asked to consider this for Government to take
the appropriate decision.

Another factor which needs to be reflected in the valuation is the
establishment of the joint venture KISCO for production of pig iron and
ductile iron spun pipes which is expected to go on stream by the end of
1997. The commissioning of these plants will add significantly to the value
of the company and increase its attractiveness to potential strategic partners.
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2.3 Mahanagar Telephone Nigam Limited

Evolution

Mahanagar Telephone Nigam Ltd. (MTNL) provides basic telecom services
in two metropolitan cities of Delhi and Mumbai. The company commenced
operations in April 1986 after taking over the management control and
operations of the basic telecom network in the two cities from the
Department of Telecommunications (DoT). The separation of MTNL from
the parent was intended to achieve various objectives such as clearing the
large backlog of waiting applications and improving the quality of telecom
services, etc. One of the main objectives of forming MTNL was to raise
necessary financial resources for telecom development in areas managed by
MTNL as well as DoT.

MTNL has an equity base of Rs. 600 crores. As of date, the Government
has disinvested 34.27% of its holding in the following tranches:

Table 1 Past Disinvestment

Tranche Year % Avg. Price Amount
Realised per| Realised
share (Rs.) | (Rs. Crs)

1 FY 92 20.00 46.3 555.6
I FY 94 12.82 171.9 1321.9
I FY 96 1.45 156.3 136.0

Total 34.27 2013.5

MTNL shares are listed on the Bombay Stock Exchange (BSE) and the
National Stock Exchange (NSE). The closing price of the scrip was Rs.
283.50 as on May 28, 1997 on the BSE. The 52-week high/low on the BSE
was Rs.300 and Rs. 185 respectively. MTNL has a dominating 8% weight
in the BSE-Sensex (second only to SBI with 8.03%). Its price movements
have shown an 84% correlation with the BSE-Sensex.

The past disinvestments were made mainly in favour of financial institutions,
mutual funds, and nationalised banks. Among all financial institutions, the
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UTI is the largest non-governmental share holder with about 14% stake.
The current shareholding pattern of MTNL is as given below:

Table 2 Share Holding Pattern

Name of the Shareholder % age holding
Govt. of India 65.73
Financial Institutions 16.95
Foreign Inst. Investors 14.24
Banks and MFs 2.74
Public/Others 0.34
Total 100.00

Industry Analysis

Upto March 1996, the national fixed telecom network comprised 12 million
direct exchange hines (DEL) of which about 22% were operated by MTNL.
The national telephone density in India is quite low at 1 line per 100
persons (Lph); however, the telephone penetration levels in Delhi and
Mumbai are 10 and 13 respectively. A comparison with other countries
in the Asia- Pacific region shows that the telephone density even in the
metro cities of Mumbai and Delhi is still quite low.

The Indian telecom industry is government controlled. The DoT is at present
the only fixed-line operator. While basic telephone services for Delhi and
Mumbai are provided by MTNL, the Videsh Sanchar Nigam Ltd., (VSNL)
provides international telecom services.

In the context of a pressing need for better and more extensive telecom
facilities, the government realised that the rate of expansion of telephone
services could be accelerated to the desired extent only if private sector
funding and enterprise was permitted. The National Telecom policy enunciated
by the government in 1994 ended the monopoly of DoT in basic telecom
services and paved the way for the entry of the private sector. The policy
also paved the way for the entry of the private sector in value added areas
such as radio paging, cellular services, etc. As far as basic services were
concerned, it was also decided that in each operating area, there would
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be two operators, viz., one being DoT/MTNL (in Delhi and Mumbai) and
the other a private operator.

However, the progress of implementation of privatisation has been tardy.
As a result, the expected competition to MTNL from the private sector
has not emerged and the monopoly status of its operations is likely to
continue for some more time.

Notwithstanding this, the company has evolved counter strategies to meet
emerging competition. These include offering value added services such as
Integrated Services Digital Network (ISDN) which will help MTNL to offer
a wide range of value added services like fax, voice mail and video
conferencing through a single line. Other enhanced features which are being
contemplated are intelligent networks, wireless in local toop (WILL) etc.

Business Analysis

MTNL offers basic telephone services, telex, dedicated leased lines,
multimedia services, voice mail service etc. to consumers in Delhi and
Mumbai. As of March 31, 1996 MTNL had 2.6 million lines. Over the past
five years, the company has aggressively expanded switching capacity at
a CAGR of 18% as shown in the table below:

Table 2 Additions to Switching Capacities

During the Year 1996 | 1995 | 1994 | 1993 | 1992 [CAGR
Switching Capacity (A) | 3.1 2.6 2.1 1.8 1.6 17.9
DELs added (Mn) 0.4 0.4 03 02 0.1
Total DELs (B) 2.7 23 1.9 1.6 1.4 16.9
B/A (%) 87 88 90 90 87

As a consequence, there has been a fairly sharp decline in the waiting period
for new connections from over 11 years in FY 91 to a few months currently.
MTNL expects to be in a position to provide telephone services “on
demand” from FY98.
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An issue relating to the performance of MTNL is the issue of
interconnectivity charges which is payable to DoT whenever its networks
are accessed. Although these charges are essentially levied on the revenue
from long distance calls, MTNL in practice pays them on the total calls
to DoT (including local calls) due to the difficulty associated with segregating
revenue from Subscriber Trunk Dialling (STD) and non-STD charges. In
addition, DoT has proposed an increase in the interconnect charges, while
MTNL has requested for continuing status quo for some more time.

Network Technology

MTNL’s switching exchanges compare very favourably with switching
exchanges in other countries in the world with about 91% of its lines being
electronic of which 83% are digital. The company has constantly upgraded
its network as reflected in the increasing proportion of digital lines. The
network performance parameters in terms of call completion and fault rates
have improved substantially over the period FY 91 to FY 96 mainly due
to technological upgradations. At the current levels, the call completion and
fault rates have generally shown steady improvement, as shown in the table
below:

Table 4 Network performance of MTNL

For the year FY 96 | FY 95 | FY 94 | FY 93 | FY 92
Call completion - local (%)

- Mumbai 90 93 92 89 93
- Delhi 95 95 95 95 77
Call Completion -STD (%)

Mumbai 88 89 86 85 24
Delhi 89 88 87 85 30
Fault Rates (Nos./100Lines

- Mumbai 11 19 19 17 21

- Delhi 23 23 26 23 35
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An analysis of the customer profile and revenue generation reveals that:

. about 10% of the customers contribute 90% of revenues. These are
typically commercial establishments,

. about 70% of the revenues are contributed by STD and ISD calls taken

together.

. about 40% of the total traffic is accounted for by incoming calls for
which no share of revenue is received by MTNL from DoT.

Financial Analysis

The financial analysis for the past five years is presented in the table below:

Table 5 Financial Performance

l(Rs. Crores) FY 96 | FY 951 FY 94 { FY 93 | FY 86
Operating Income 3518.6 | 3015.1 | 2521.7 | 1860.8 | 1573.0
Operating Profit 1847.8 1 1649.8 1 1390.3 | 1061.7 | 885.2
Profit After Tax 691.2 1 576.7 | 377.0 | 2084 | 164.3
Equity Capital 600.0 [ 600.0 | 600.0 | 600.0 | 600.0
Tangible Net Worth 2736.9 | 2127.2 | 1610.6 { 1326.4 | 1166.0
Gross Margin (%) 52.5 54.7 55.1 57.1 56.3

Net Margin (%) 19.6 19.1 149 11.2 10.4

ROCE (%) 191 18.7 18.8 17.1 i7.7

RONW (%) 284 30.9 25.7 16.7 15.0

Earnings Per Share 14.9 13.3 11.8 12.4 1.5

Dividend (%) 20 10 10 8 6

From the above table it is evident that despite the low growth in revenue
per DEL (CAGR of 6% during the five years ended FY96) MTNL’s total
income grew impressively at a CAGR of 22.3% mainly due to aggressive
line expansions. However, revenue per line registered a sharp increase from

2128 (ndusin 97 134
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Rs. 122706 in FY93 to Rs. 15172 in FY94. This was mainly due to a tanf
increase and the introduction of the 3-minute unit cali (for billing purpose
in May 1993, With no equity dilution and a good track-record of growt
in profits, EPS has registered an impressive growth of 43% during the fiw
years ended 31st March '96.

Strengths and Areas of Concern
Strengths

Contirued Monopoly Status : Even with the privatisation of the telecon'
sector, the monopoly status of MTNL will continue for some more time
due to the tardy progress of privatisation. In addition, the relatively low
telephone densities even in these two metro cities is expected to help the
company to grow further and thus retain its strong position. MTNL's
depreciated network and high cash generation is expected to provide it with
high financial flexibility in a technology and capital intensive business.

Techno logical Capabilities : MTNL has the benefit of integrating equipment
supplie:d by different companies with different technological standards. As
such, the company is placed in a unique position of understanding and
integra ting technologies into the switching network. This is expected to
providé: a competitive advantage to the company.

Skilled Manpower : MTNL has on its rolls, the most technically qualified
and experienced workforce in the industry. However, there could be poaching
from thi: private sector companies once they are operational.

Areas of Concern

Skewed (Consumer Mix @ Currently about 10% of the customers of MTNL
account {'or 90% of the revenues. This skewed mix of consumers makes
MTNL vulnerable to skimming strategies by competition. The private
operators are expected to skim the high end users by resorting to aggressive
pricing strategies. MTNL with its present level of autonomy and given the
present regzime of accountability may not be able to match such strategies.

Overmanning : As against the international norm of about 8-10 employees
per thousand lines, MTNL has about 23 employees per thousand lines
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indicating substantial overmanning. However, the company has frozen all
recruitment during the past three years notwithstanding aggressive capacity
expansions. As a result, it has attained impressive increases in employee
productivity levels. Efforts towards reducing the extent of overmanning
would need to be sustained.

Lack of Autonomy in operations : The pace of project implementation in
MTNL is adversely affected by the obligation to participate in DoT’s
centralised equipment procurement process. There is need for greater
delegation of powers to the Board of the company.

Recommendations

The Commission has already classified MTNL in the core group of
PSUs. MTNL enjoys a virtual monopoly position in the provision of basic
telephone services in the metropolitan areas of Delhi and Mumbai,
competition being offered to a limited extent by operators of cellular phone
service. While Letters of Intent (Lol) have been issued by DoT to
Hughes-Ispat in Mumbai and HFCL in Delhi, it will be another year or
two before any competition emerges in these areas for MTNL. While
Hughes-Ispat has accepted the Lol, the Lol issued to HFCL is now sub-
Jjudice. The Telecom Regulatory Authority of India (TRAI) has now come
into existence and is expected to take over from DoT the regulatory
functions in the field. It is, therefore, expected that over the next 3-4 years
the nature of the industry will undergo a major change. The top segment
will sooner or later get saturated and the competition will percolate down
the line to the entire range of services. The TRAI will also have a role
to play in bringing this about. That would be the time for a review of
the position of MTNL as a core PSU and to consider disinvestment beyond
49%. For the time being the classification of MTNL as a core PSU is
retained and, therefore, disinvestment is recommended only upto 49%.

Already 34.27% of MTNL shares has been disinvested leaving a balance
of 14.73% or 88.3 million shares for disinvestment. The earlier disinvestment
was mainly in favour of FIs, Mutual Funds and Nationalized Banks. Given
the strength of MTNL in a high growth area such as telecom services,
MTNL’s shares would attract considerable interest among investors abroad.
The domestic market may also find it difficult to absorb a very large issue
of this size. The Commission, therefore, would recommend a GDR issue
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of 60 million shares (10%) and the appropriate timing may be decided
by SEG keeping in view the market conditions. MTNL’s shares are
already listed and actively traded with a sizeable weightage in the BSE
Sensex. Soon after the GDR issue through the book building process
a domestic offer of the balance 28.3 million shares consisting of 4.73%
of the equity may be made to the institutional investors and to small
individual investors at a discount over the institutional price.

It is proposed that a book building process be adopted for
disinvestment to institutional investors in the Indian market which could
be followed with a retail offering to small investors at a discount of
10% to the institutional price. As has been mentioned in Report II of
the Commission subwitted in April, 1997, it is suggested that MTNL
should join the National Securities Depository Limited (NSDL) before
any issue is contemplated from either the company or from the
Government. In addition to the benefits of dematerialisation, the other
benefit to small investors is that they can buy shares in quantities
much less than the normal tradable lots which can also be traded on
the National Stock Exchange (NSE) without any discount for odd lot.

However, preparatory to disinvestment the Commission recommends
that Government should address certain issues relating to corporate
governance, and  autonomy to MTNL. The policy of liberalization in
the telecom sector has posed a challenge to MTNL and it has to respond
by framing suitable strategies to counter competition and sustain its
growth and profitability Apart from upgrading the existing network of
telephones and offering value-added services, MTNL would need to
improve its service quality and customer relationship. In particular it would
need to offer special treatment and resort to aggressive pricing strategies
in the segment of high users which constitutes 10% of its total number
of customers but contributes 90% of its revenues.

MTNL is not one of the ‘Navratnas’ selected for grant of greater autonomy.
However, considering its impressive track record over the past 10 years,
the Commission considers it to be a “Strong Performer” and
recommends full autonomy to the Board of Directors to enable it to
conduct its operations successfully in the increasingly competitive
environment. In particular the following issues are highlighted for immediate
attention.
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The Board of Directors should be broad-based in line with the
Commission’s recommendations in its First Report with the induction
of a few reputed professionals with expertise in areas like finance
and marketing. Since already 34.27% of the equity has been
disinvested, Government should consider giving representation to
these shareholders in the Board of Directors.

Even after establishment of MTNL as a company, it still functions
m many ways like other unincorporated circles of DoT. Over 99%
of its staff and officers continue to be on deputation and even the
top management personnel are reported to be transferred in and out
by DoT without consultation with MTNL management. MTNL would
need to phase out deputation from DoT according to a declared
plan of absorption by offering senior executives attractive
emoluments as recommended in the First Report of the
Commission through performance related contracts for a period
of S years.

The Board of Directors of MTNL would need to be given full
autonomy to enable them to take crucial decisions covering long-
term business plans, tariff fixation and rationalization, choice of
appropriate technology, selection of equipment and purchases
without the need for consultation and prier approval by DeT in
these matters. In particular MTNL should be kept out of the
centralized tendering system of DoT.

MTNL borrows funds from the market which are on-lent to DoT as
part of the latter’s funding requirements. As on March 31, 1996
MTNL had on-lent Rs.5932 crores to DoT. In this process, some of
the transactional costs which are quite substantial are being absorbed
by MTNL and consequently this depresses profitability and hence share
value. It is recommended that afl cost relating to the funds already
raised for the DoT should be fully reimbursed to MTNL. In future
MTNL may require funds for expansion programmes in the existing
and new metro regions. In such a situation, MTNL may not be able
to borrow further funds for DoT as the debt:equity ratio is already
quite high. It is therefore recommended that the resource raising
function for DoT if required, should be taken away from MTNL
and should be vested with some other entity.
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In a service sector like telecom, a public sector undertaking even after
grant of full autonomy to the Board of Directors would have to face some
constraints. Accountability on detailed micro commercial decisions to a
multiplicity of institutions ltke Ministries, Parliamentary Committees, the
Central Vigilance Commission (CVC) and the Comptroller and Auditor
General (CAG) could act as censtraints in dealing with competition,
especially in the matter of differential pricing and discount policy. The
Commission would like to reiterate the observation made in its First
Report that “the audit by the CAG and the examination of PSUs by
the Committee on Public Sector Undertakings (COPU) may need to take
into account the changing commercial environment in which PSUs are
operating and the need for PSU managements to take quick
entrepreneurial decisions to promote the interest of the company and
the shareholders”. The Commission has also recommended the
establishment of a Pre-Investigation Board to protect the management
against action in respect of even bonafide commercial decision. Follow-
up on these recommendations will be particularly crucial in the case
of MTNL as its management gears itself to face the threat of
competitors “skimming the cream” with their aggressive sales and
pricing policies.
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2.4 Oil India Limited
Evolution

0il India Limited’s (OIL) origin dates back to the time when oil was first
discovered in Assam in 1889, The Government of India which was a Joint
venture partner with Burmah Oil Company took over the latter’s share
holding in full in 1981.

OIL’s primary activities are exploration, production and transportation of
hydrocarbons. The contribution of various products and services to the total
sales 1n 1995-96 was as follows: crude oil (90%), natural gas (5%),
Transportation charges (3%), and LPG (2%). The company started exploration
of hydrocarbons in upper Assam and has currently extended offshore
exploration to Rajasthan, Uttar Pradesh and the Saurashtra region.

Presently, the Government holds 98.12% of the equity of Rs. 143 crores
with the balance being held by the employees of the company. The
company’s shares are currently not listed.

Industry Analysis

The demand for petroleum products is driven by the economic growth rate.
For the last two decades, the growth rate of petroleum consumption in
India has been higher than the growth of the Gross Domestic Product of
the country. Thanks to this high growth rate in consumption, the
development of hydro carbon resources available in the country has become
a critical economic necessity.

In India, there are twenty six sedimentary basins covering around 1.78 mn.
8q.km The presence of hydro carbons has been established in nine
sedimentary basins, while commercial production has been carried out in
six of them. Exploration activity was intensified after the oil crisis in the
seventies and eighties. This resulted in the major discoveries of the offshore
Bombay High Field and the Gandhar Oil & Gas Field in Cambay basin.

Domestic crude oil production became stagnant in 1990 mainly on account
of the following :
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. Most of the fields including Bombay High reached a plateau wil*
a number of wells requiring shutdown for repairs.

. No significant discovery of hydrocarbon after the discovery of thJ
Neelam Oil Field in the Bombay High in 1987.

To supplement production, efforts were made to increase production through
the use of enhanced oil recovery programmes. Inspite of this, it is expected
that the domestic production will remain more or less stagnant over the nex
few years unless there are significant discoveries.

There is no integrated company in the petroleum sector in India. Thq
upstream o1l exploration and production (E&P) sector in India is a duopoly
of the national oil companies - OIL and Oil & Natural Gas Corporatio
Ltd. (ONGC). In the downstream sector, refining and marketing are dong
by a number of companies. In the case of Indian Oil Corporation Ltd
(10CL), Hindustan Petroleum Company Ltd. (HPCL) and Bharat Petroleun
Co Ltd. (BPCL), they carry out both the activities. Madras Refineries Litd
(MRL), Cochin Refineries Ltd. (CRL) and Bongaigoan Refineries and
Petrochemicals Ltd. (BRPL) market their produce through other ol
companies. Lastly, IBP Ltd. (IBP) only markets petroleum products but does
not do any refining on its own.

A comparison of the upstream companies on the basis of oil reserve
characteristics is shown in the table below:

Table 1 Reserves position of crude Oil and Gas (1995-96)

Reserve Characteristics Unit | ONGC | OIL
Proven + indicated Crude Oil Reserves MMT | 726.50 | 64.55
Proven + Indicated Gas Reserves BSCUM| 642.80 | 88.10
Crude Oil Production MMT [ 31.89 2.80
Gas Production BSCUM| 20.87 1.43
Total Production (Oil & Oil Eq.) MMT [ 52.76 423

Note :  MMT 1s Million Metric Tonnes and BSCUM is Billion Standard Cubic Meters
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As can be seen from the above table, OIL is approximately 1/11th of the
size of ONGC in terms of production and reserves. Almost 92% of the
domestic production is contributed by ONGC and 8% by OIL. Domestic
production accounts for nearly 55% of the total crude consumption of the
country with the balance being met through imports.

The demand for crude has increased steadily at a CAGR of 3.3% over
the last decade and was 61 MMT in FY 96. However, domestic production
which was 34.6 MMT in FY 96, has not kept pace with the growth in
demand as a result of which the country had to resort to increased imports.
This trend is expected to continue in the future too.

The declining oil reserve profile and the resource crunch with the national
ol companies have prompted the Government to permit and encourage private
sector investment in the E&P sector. Private participation has been sought
by inviting bids for exploration, development and surveys. As part of these
policy initiatives, the Government has formulated the New Exploration and
Licencing Policy (NELP) in February, 1997. Some of the highlights of the
NELP are:

. Companies including the national oil companies will be paid
international oil prices for production from new discoveries.

. Royalty payments will be fixed on ad valorem basis instead of the
present system of specific rates.

. Royalty payments for exploration in deep waters will be charged at
half the rates for offshore areas for the first seven years after the
commencement of commercial production.

Pricing & Distribution

The sector came under complete government control in 1981 with the
nationalisation of OIL. Since then, the administered price of crude oil and
natural gas has been applicable to both OIL and ONGC. Under the
Administered Pricing Mechanism (APM), the pricing of crude oil is fixed
taking into account 15% post tax return on capital employed which in turn
is based on the normative costs of the two E&P companies. The APM
for crude oil is revised periodicaliy by the Oil Co-ordination Committee
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(OCC). Though revisions are to be done once every three years, there have
been delays in the past At present the administered price of crude is
around USD 13 per barrel which is well below international prices. The
distribution of both crude oil and natural gas is also decided by the
Ministry of Petroleum and Natural Gas.

Technology

Technology is a vital factor in E&P activities. Improvements in technology
improve probabilities of success, reduce risks, lower finding and development
costs and facilitate access to difficult terrain. Improved technology also
reduces the threshold structure sizes and enables even marginal fields to
become commercially viable.

Business Analysis

OlIL’s operations are in Assam, AP, Rajasthan, Uttar Pradesh, Orissa and
offshore Saurashtra. While OIL’s drilling activities have been satisfactory
in terms of the eighth five year plan targets, production has remained more
or less stagnant at around 2.8 MMT mainly due to:

. Blow-out in a high potential area (Dikom) in 1992-93 leading to loss
of one drilling rig and a well for one year

. Intermittent local problems in the operational areas
. Declining production levels from old fields

The last mentioned factor is expected to impact production costs significantly
over the medium term. The share of production of crude oil from old
and declining fields has dropped from 67% in FY 94 to 44% in FY 97 and
1s expected to drop down further to 25% in the near future. The future
operating strategy of the company therefore is to concentrate its exploration
activities in the North-East, especially in the virgin areas of the north bank
of Brahmaputra which are estimated to have large hydrocarbon potential.

OIL’s technological competence in terms of drilling technology employed
1s comparable with ONGC, however there is a gap when compared with
the driiling technology adopted by the international E&P comparnies.
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Reserves

The crude oil reserve position of OIL as on April 1, 1996 indicated 2 total
balance recoverable quantity of 64.55 MMT. The North East region
contributes a significant portion of this and thus is of strategic importance
for OIL. At the current level of production, the balance recoverable reserves
will fast for another 21-23 years.

In the case of natural gas, the balance recoverable reserves are estimated
at 88.10 BSCUM. At the current level of production, these gas reserves
will last for another 60-62 years.

Financial Analysis

The financial performance of OIL for

the table below:

Table 2 Financial Performance

the past five years is indicated in

(Rs. Crores) FY 96 | FY 95 | FY 94 | FY 93 | FY 86
Operating Income 1045.1 | 986.5 | 919.6 | 723.1 | 616.0
Operating Profit 3445 | 365.7 | 2674 | 1552 | 101.1
Profit After Tax 2065 | 2582 [ 97.8 37.8 46.4
Equity Capital 7133 | 700 28.0 28.0 28.0
Tangible Net Worth 1853.5 | 1653.5 | 895.8 | 798.7 | 627.2
Gross Margin (%) 329 37.0 29.0 21.4 16.4
Net Margin (%) 19.7 26.1 10.6 52 7.5

ROCE (%) 178 | 187 | 146 | 8.1 10.5
RONW (%) 1.1 15.6 10.9 4.7 7.4

Earnings Per Share 28.9 36.8 34.9 13.4 16.5
Dividend (%) 30.0 240 240 16.0 16.0

Beginning in FY 95, the company has started following the Successful
Efforts Method (SEM) of accounting for recognising its income and
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expenses related to the exploration and drilling and development activities.
The SEM is the generally accepted standard accounting policy for E&P
companies. Because of this, the financial results of FY 96 and FY 95 are
not strictly comparable with those of earlier years.

However, on a broad level, profitability has largely been determined by
increases in Administered Prices of crude and exploratory write-offs as also
due to the effect of the changed accounting policy. OIL’s cost structure is
comparable to ONGC because of similar royalty /cess on crude, comparable
operating costs and depletion rates. In fact, OIL’s performance is comparable
to the mid-sized exploration and production companies internationally.

Strengths & Areas of Concern

Strengths

Future market prospects bright : Domestic crude oil demand in 1995-96
was estimated at 61.9 MMT out of which only 55% was met by domestic
production. Thus, there is considerable scope for OIL to increase its
production.

Strong Financial Position : OIL has built up a strong reserve position at
about Rs. 1853.5 crores as against a paid up equity of Rs. 71.33 crores.

Operational efficiency comparable to ONGC : OIL compares favourably
with ONGC on most efficiency parameters except manpower costs which
are marginally higher.

Areas of Concern

Operational areas are subject to localised difficulties : OIL’s exploratory
regions are concentrated in the North East which holds promising hydro
carbon potential. However in the past, OIL’s production and drilling targets
have been affected by local disturbances, poor road conditions, and
difficulties in land acquisition.

Lack of Autonomy in decision making : In the past, OIL has lost on
opportunities due to delays in decision making resulting from inadequate
Board level autonomy. With the entry of the private sector in this field,
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it is desirable that adequate autonomy be granted to OIL consistent with
its status as a “Strong Performer” as per the norms laid down by the
Commission in its First Report.

Recommendations

The Commission has already categorised OIL to be in the Core group of
PSUs. Disinvestment in OIL would be conditioned by a realistic assessment
of the company’s prospects and earnings in the short-term which will
determine the value of its shares and its requirement of funds for
investment in its capital projects and consequently its need to take recourse
to an initial public offering (IPO) on its own.

Owing to delays in decision making, OIL has lost out business
opportunities in promoting joint ventures and has suffered considerable
pruning of its new exploration programme in the last five years. After
it ventured into exploration outside the North-East region, it has been
to some extent successful in Rajasthan. Currently its exploration activities
in the North Bank of Brahamputra are expected to be profitable and
success In this area will on the one hand increase its requirement for
capital outlays but also improve earnings and share value.

The current policy of APM denies a proper value for its output from the
old areas. Policy changes towards dismantiing APM and giving international
prices for its output as in the case of new fields would significantly improve
its internal resource generation and will also make a substantial impact on
the share value. Under this scenario, thanks to the improvement in internal
generation, the company’s need to look for resources through debt or through
further issue of equity would be greatly reduced and prospect for
disinvestment by Government would be enhanced.

Taking into account all these factors, the Commission recommends that
disinvestment of Government shares as also company’s own IPO need
not be considered for the present and could be considered after a
year or so when the company’s own prospects would be clearly
established through the outcome of exploration activities in the North
Brahmaputra area and Government’s policy on APM. The scope for
disinvestment of Government shares could then be determined after
balancing the requirements of the company for equity issues. Any

187



disinvestment prior to this could result in a loss to exchequer as an
announcement regarding the dismantling of APM would significantly
improve the share value both for disinvestment and for the company’s
own IPO. The Commission would like to review the position after a
year and make specific recommendations en disinvestment in the
company. The company’s immediate requirement of funds could be
covered through appropriate borrowing arrangements.
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2.5 Oil And Natural Gas Corporation Limited

Evolution

The Oil and Natural Gas Directorate was formed in 1955 to explore and
develop the oil and natural gas resources in the country. As the structure
of the Directorate was found to be inadequate for the effective execution
of the task of oil exploration and production (E&P) it was converted into
a statutory body the Oil and Natural Gas Commission in October, 1959 by
an Act of Parliament. In 1994, it was incorporated as a public limited
company under the Companies Act as Oil and Natural Gas Corporation Ltd.

(ONGQ).

ONGC’s principal activity is the exploration and production of crude oil
and natural gas which constituted about 73% and 23% respectively of its
turnover of about Rs. 13000 crores in FY 96. It also processes gas and
condensate into value added products like liquefied petroleum gas (LPG),
natural gasoline liquid etc

In FY 94, the government disinvested 2% of its shares to mutual funds,
financial 1nstitutions, etc. In the same year, ONGC also issued 2% of its
shares to employees. According to the current share holding pattern,
Government holds 96% of the share capital of Rs. 1426 crores. The shares
of ONGC are listed on the Bombay Stock Exchange (BSE) and was
registered a high and a low of Rs. 273 and Rs. 120 (Rs. 10 paid up)
respectively in 1996. The closing price as on 28th May, 1997 was Rs
253.25.

Industry Analysis

The demand for petroleum products i1s driven by the economic growth rate
For the last two decades, the growth rate of petroleum consumption in
India has been higher than the growth of the Gross Domestic Product of
the country. Thanks to this high growth rate in consumption, the
development of hydro carbon resources available in the country has
become a critical economic necessity.

In India, there are twenty six sedimentary basins covering around .78
mn. sq km The presence of hydro carbons has been established in nine

189



sedimentary basins, while commercial production has been carried out in
six of them. Exploration activity was intensified after the oil crisis in
the seventies and eighties. This resulted in the major discoveries of the
offshore Bombay High Field and the Gandhar Oil & Gas Field in Cambay
basin.

Domestic crude oil production became stagnant in 1990 mainly on account
of the following :

. Most of the fields including Bombay High reached a plateau with a
number of wells requiring shutdown for repairs.

. No significant discovery of hydrocarbon after the discovery of the
Neelam Oil Field in the Bombay High in 1987.

To supplement production, efforts were made to increase production through
the use of enhanced oil vecovery programmes. Inspite of this, it is expected
that the domestic production will remain more or less stagnant over the next
few years unless there are significant discoveries.

There s no integrated company in the petroleum sector in India. The
upstream o1l exploration and production (E&P) sector in India is a duopoly
of the national oil companies - ONGC and Qil India Limited (OIL). In
the downstream sector, refining and marketing are done by a number of
companies. In the case of Indian OQil Corporation Ltd. (IOCL), Hindustan
Petroleum Company Ltd. (HPCL) and Bharat Petroleum Co Ltd. (BPCL),
they carry out both the activities. Madras Refineries Ltd. (MRL), Cochin
Refineries Ltd. (CRL) and Bongaigoan Refineries and Petrochemicals Ltd.
(BRPL) market their produce through other oil companies. Lastly, IBP Ltd.
(IBP) only markets petroleum products but does not do any refining on its
own.

A comparison of the upstream companies on the basis of oil reserve
characteristics is shown in the table below -
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Table 1 Reserves position of crude Oil and Gas (1995-96)

Reserve Characteristics Unit ONGC OIL
Proven + indicated Crude Oil Reserves MMT | 726.50 | 64.55
Proven + Indicated Gas Reserves BSCUM | 642.80 88.10
Crude Oil Production MMT 31.89 2.80
Gas Production BSCUM | 20.87 1.43
Total Production (Oil & Oil Eq.) MMT 52.76 4.23

Note : MMT is Million Metric Tonnes and BSCUM is Billion Standard Cubic Meters

As can be seen from the above table, OIL is approximately 1/11th of the
size of ONGC in terms of production and reserves. Almost 92% of the
domestic production is contributed by ONGC and 8% by OIL. Domestic
production accounts for nearly 55% of the total crude consumption of the
country with the balance being met through imports.

The demand for crude has increased steadily at a CAGR of 3.3% over
the last decade and was 61 MMT in FY 96. However, domestic
production which was 34.6 MMT in FY 96, has not kept pace with the
growth in demand as a result of which the country had to resort to increased
imports. This trend is expected to continue in the future too.

The declhining oil reserve profite and the resource crunch with the national
oil companies have prompted the Government to permit and encourage private
sector investment in the E&P sector. Private participation has been sought
by inviting bids for exploration, development and surveys. As part of these
pohicy initiatives, the Government has formulated the New Exploration and
Licencing Policy (NELP) in February, 1997 Some of the highlights of the
NELP are :

. Companies including the national oil companies will be paid
international oil prices for production from new discoveries.

. Royalty payments will be fixed on ad valorem basis instead of the
present system of specific rates.
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Royalty payments for exploration in deep waters will be charged at
half the rates for offshore areas for the first seven years after the
commencement of commercial production.

Pricing & Distribution

The sector came under complete government control in 1981 with the
nationalisation of OIL. Since then, the administered price of crude oil and
natural gas has been applicable to both OIL and ONGC. Under the
Administered Pricing Mechanism (APM), the pricing of crude oil is fixed
taking into account 15% post tax return on capital employed which in turn
is based on the normative costs of the two oil producing companies. The
APM for crude oil is revised periodically by the Oil Co-ordination Committee
(OCC). Though revisions are to be done once every three years, there have
been delays in the past. At present the administered price of crude is around
USD 13 per barrel which is well below international prices. The distribution
of both crude oil and natural gas is also decided by the Ministry of
Petroleum and Natural Gas.

Technology

Technology is a vital factor in E&P activities. Improvements in technology
improve probabilities of success, reduce risks, lower finding and development
costs and facilitate access to difficult terrain. Improved technology also
reduces the threshold structure sizes and enables even marginal fields to
become commercially viable.

Business Analysis

ONGC’s primary function is to exploit India’s petroleum resources. The
company is not engaged in any refining activity, nor does it distribute natural
gas and petroleum products.

ONGC’s production is concentrated in six sedimentary basins out of which
a major part comes from offshore installations in the Mumbai Regional
Business Centre (Bombay High). Among the other arcas, the Western
Regional Business Centre (Cambay, Kutch, Saurashtra) contribute around
20% of crude oil and 14% of natural gas production.
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Natural gas is available for distribution after meeting internal requirements,
However, in the past, natural gas has had to be flared due to
nonavailability of infrastructure of gas pipelines, variation of demand pattern
of committed users, etc. However, over the years, the flaring of gas has
;come down from around 34% of total production in FY 1990 to 6% in
'FY 1996.

Crude oil and natural gas have been major contributors to income and
profits in the past. In FY 1996 crude oil contributed to around 62% of
profits and the balance was accounted for by the sale of natural gas, LPG
efc.

In addition to its core activities of E&P, ONGC is also engaged in carrying
out several non core activities ranging frem providing logistics and support
system to maintenance.

Reserves

The reserve position of ONGC as on April 1, 1996 indicated a total balance
recoverable crude oil reserves of 726.5 MMT. Out of this total, Bombay
High contributes significant portion and thus is of strategic importance for
ONGC. Production from Bombay High has been regulated since FY 92 for
mproving reservoir health and for rectification programmes for existing oil
wells.

At the current level of production, the balance recoverable reserves will
ilast for another 20-22 years.

In the case of natural gas, the'balance recoverable reserves has been
estimated at 642.8 BSCUM. At the current level of production, these gas
reserves will last for another 30-32 years.

it must be mentioned that most of the exploration efforts so far have been
concentrated in the known petroliferrous basins both onshore and offshore.
This indicates that the easy to find oil has already been discovered in the
prospective basins. Thus the exploration strategy in the future will have
1o concentrate on deep water basins (offshore) and frontier areas (onshore).
These would involve substantial investment and could be called “high risk
ind high return” ventures.
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Financial Analysis

The past financial performance of ONGC is shown in the table below :

Table 2 Financial Performance

(Rs. Crores) FY 96 | FY 95 | FY 94 | FY 93 | FY 92
Operating Income 13436 | 13614 | 8052 8668 8110
Operating Profit 6376 | 6618 3927 3687 3586
Profit After Tax 1945 2345 1595 788 408
Equity Caprtal 1426 346 343 343 343
Tangible Net Worth 17600 | 15448 | 12746 | 10777 | 9500
Gross Margin (%) 47.4 48.6 48.7 425 442
Net Margin (%) 145 17.2 19.8 9.0 5.0

ROCE (%) 133 17.9 183 12.8 12.3
RONW (%) 11.8 14.2 16.3 7.8 6.2

Earnings Per Share 13.6 58.1 55.8 23.0 11.9
Dividend (%) 14 20 18 18 18

Total income has shown a CAGR of 13% over the past four years ending
March 31, 1996.

The improvement in profitability in FY 1994 in terms of gross and net
margins and other ratios was mainly due to increase in net realisable prices
given to ONGC in September, 1992 and April, 1994 This resulted in a
total increase in revenues by about Rs. 800 crores. Profit after tax has
shown a higher growth rate during the same period. During FY 95 and
FY 96, profitability has shown a declining trend. This is due to the fact
that there has been no change in the net crude oil price realised by ONGC
since April, 1993 inspite of increased cost of production. Also, during
FY 1996, ONGC had carried out a critical review of all wells in progress
and had written off the cost of wells with no techno economic significance.
This resulted in lower operating profit and net margins in FY 1996 as
also lower return on capital employed inspite of write back of revenues
of about Rs. 300 crores due to changed accounting polices.
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Strengths & Areas of Concern
Strengths

Dominant Position in the Petroleum Sector : ONGC accounts for more
than 91% of tu~ domestic crude oil production and 94% of the crude oil
production in India. This dominant position is also reflected in the strong
financial position of the company with financial reserves of nearly Rs. 18,000
crores.

Changed Policy Environment : NELP presents an opportunity to ONGC to
surrender less promising blocks and concentrate on more promising blocks.
In addition, ONGC will get a number of benefits in new finds (international
prices, lower royalty, abolition of cess, etc.). However, it is difficult to
predict volume of production from new finds.

Areas of Concern

Lack of Managerial Autonomy - Considering the size of the company and
its scope of operations, the delegation of powers to ONGC is inadequate.
Due to this, a number of potentially viable projects were affected due to
delays in decision making.

Declining Levels of Reserve Replacement Reserves . For any E&P
company, it is essential that it is able to replace its production of
hydrocarbons with new discoveries and the absence of any major find in
recent years is a cause of concern for ONGC.

Recommendations

ONGC is undertaking a detailed review of its operations. It is reported that
diagnostic studies have been completed and after discussions with the
company and the Ministry of Petroleum and Natural Gas, recommendations
would be made by the consultants. Reorganisation of ONGC on this basis
will be undertaken after that. This entire process is expected to be
completed over the next 2 years. This corporate reorganization and
restructuring is expected to have a beneficial impact on the operations
and performance of the company.
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Apart from this, ONGC as in the case of OIL would stand to benefit byi
the changes in the petroleum policy being contemplated by the Governmen,
especially with regard to pricing of crude oil produced from the existing
fields. The switchover from APM to international prices for its production
would add considerably to ONGC'’s operating margins and profits. The
Commission recommends that disinvestment in ONGC be considered
after the organizational changes are in position and the new pricing
policy is known. That would be the time to clearly assess ONGC’s own
requirement of funds and to plan the disinvestment of Government
shares and the company’s IPO requirement in a coordinated matter
Any disinvestment prior to this could result in a loss to the exchequer,
as an announcement regarding the dismantling of APM would
significantly improve share values. The Commission would review the
position from time to time and make its recommendations at the
appropriate time,
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2.6 Rail India Technical And Economic Services Limited

Evolution

Rail India Technical and Economic Services Limited (RITES) was
incorporated in 1974 under the Ministry of Railways with the object of
rendering consultancy services primarily in all facets of rail transportation
technology and management both in India and abroad. With technical and
managerial support from Indian Railways, RITES has established itself as
a leading international consultancy organisation in railway related technology.
RITES has executed projects in developing countries of Asia and Africa.
Several of these projects have been funded by major international financial
nstitutions like the World Bank, the Asian Development Bank, UNDP, etc.

Major customers in India are the Indian Railways, central and state
governments and their organisations like PSUs and SEBs. There are also
a few private sector companies in its client list.

Since the mid-eighties, the company has followed a strategy of diversification
from consultancy for the railways to that for the entire transport sector.
It entered into consultancy for highways, ports & harbours, inland water
transport, urban transportation, airports and other related areas. In FY 96,
these sectors contributed to about 35% of the total turnover of Rs. 109
crores, while the balance was accounted by its core business of railway
related consultancy.

The current equity capital of the company is Rs. | crore with the entire
equity being held by the Government of India. The reserves and surplus
are significant at about Rs. 91 crores as at March 31, 1996.

Industry & Business Analysis

The field of technical consultancy in India is dominated by a number of
leading private sector and public sector organisations. Since expertise in
specific technical areas is essential, the market for consultancy is clearly
demarcated into various niche segments, with no firm specialising in al
segments. RITES started operations by rendering integrated design services,
institutional management and technical support for new railway projects
and rehabilitation and modernisation of existing railway systems. In
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addition, the company has diversified into new areas to become a multi-
disciplinary transport consultancy. The break-up of income over the past
decade  reveals that the income is broad based as shown in the table
below.

Table | Break up of Income

(Rs. Crores) FY 26 | FY 95 | FY 94 | FY 93 | FY 92
Consulting fees - Dom. 48.1 28 4 151 14.4 2.8
Consulting fees - Intl. 12.4 12.5 57.3 15.3 15.9
Inspection fees 94 83 4.8 3.4 2.0
Exports of Rolling Stock 21.2 - - - -
Sub-Total 91.1 492 77.2 331 20.7
Other income 18.8 10.1 2.9 1.6 1.1
Total Income 109.9 59.3 80.1 347 21.8

The consultancy income from domestic business has grown at an average
rate of 18% over the last six years. The domestic income comprises
income from both railway related and non-railway groups such as Ports,
Highways, Airports, Quality Assurance, etc. Railway related business still
constituted about 65% of the company’s turnover in FY96. Inspection
services and operations and maintenance of railway related projects have
maintained a share of 15% of the total turnover in FY96.

However, fore'gn consultancy income has been declining over the last
decade. The ecxception has been the sharp increase in the revenue in
foreign consultancy in FY 89 which was on account of the Iraq project.
This was late' foreclosed in FY 90 due to the United Nations sanctions.

Analysis of Railway Related Services

Foreign projects . India’s level of railway technology (partly manual and
partly mechanical) is ideally suited to the projects coming up in the
developing countries. These projects are typically funded by development
institutions like the World Bank, African Development Bank, etc.
Internationally, India’s share of consultancy business was 1.2% of the total
business and it ranked 13th.
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RITES has drawn up plans to arrest the declining trend in foreign
consultancy income. It is making all out efforts to enter new markets
particularly to take up rehabilitation and maintenance projects for coaches
and locomotives. It also plans to play an active role in the privatisation
of rallway lines which is an emerging segment in the international market.
The company has recently secured consultancy contracts from the Railways
of Malaysia, Botswana, Cambodia, etc.

Inspection Services : For third party inspection services, the principal client
15 the Indian Railways. The company has secured ISO 9000 certification
for its inspection services. RITES also provides consultancy services to
clients to enable them to obtain these certifications and is also attempting
to become a certification agency itself. The inspection service business
has reached stable levels and is expected to continue to provide a steady
stream of revenue and profits to the company.

Quality assurance services : RITES has specialised expertise in quality
assurance services in power equipment, coal and oil sectors. Although, RITES
has to face competition from domestic and international consultants, it is
expected that this business will grow steadily in the domestic market.

Export of Rolling Stock : Over the last two years, RITES and Indian
Railway Construction Corporation Ltd. have been permitted to export rolling
stock on behalf of the Indian Railways RITES has already exported diesel
locomotives, passenger cars including air conditioned coaches, and spares
to Vietnam, Bangladesh, Chile and Peru. RITES is able to supply an
integrated package consisting of hardware, after sales service, spares, training
and even Operations & Maintenance services of rolling stock on the client’s
railway system. However, the prospects of exports appear to be uncertain
in the medium term because of change in the demand pattern from client
countries, and competition from China, South Korea, and Romania whose
domestic steel costs are relatively lower.

Operation and Maintenance : RITES has a strong track record in the
business of operation and maintenance of locomotives, wagons and equipment.
This business from PSUs, private sector and foreign railways is on a
growth path.

In summary, the railway related business is expected to remain a monopoly
and its profitability is expected to be sustained over the long term.
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Analysis of Infrastructure Sector Services

Highways : The privatisation of highway sector is yet to take off
significantly in India and future growth is dependent upon the inflow of
funds. Unlike in the railway sector, RITES position in the international
market in highways is relatively weak when compared with consultants
from the developed countries.

Ports : The business in this sector is slated to grow significantly. RITES
is involved in major ongoing projects like Ennore, Kandla and Kakinada,
and has tied up with international consultants for different projects.

Urban Transportation : RITES is handling the Delhi Mass Rapid Transit
System and other projects. RITES has a strong market position as it is
involved in almost ail major on-going projects. It plans to diversify further
in the field of urban planning, water supply, sewerage and waste disposal.

Project Management : RITES provides project management services to
building work, industrial parks, ropeways, amusement parts and airports,
inland waterways, energy management and environmental engineering.
These sectors are expected to grow with the liberalisation of the economy
and entry of private capital in the infrastructure sector.

In summary, the consultancy business for the infrastructure sector is
competitive and it is expected to become more so with the entry of foreign
capital and international consultants.

Financial Analysis

The financial performance of RITES for the past five years is given below:
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Table 2 Financial Performance

(Rs. Crores) FY 96 | FY 95 | FY 94 | FY 93 | FY 92
Operating Income 91.0 68.0 53.6 493 44 .8
Operating Profit 232 21.2 13.8 10.7 83
Profit after Tax 15.7 12.2 83 7.5 4.8
Equity Capital 1.0 1.0 1.0 1.0 1.0
Tangible Net Worth 918 17.6 66.3 58.7 50.9
Gross Margin (%) 255 311 25.7 21.8 18.5
Net Margin (%) 173 17.9 154 15.2 10.8
ROCE (%) 11.2 11.7 8.7 7.5 6.5
RONW (%) 17.1 15.7 12.5 12.8 9.5
Earnings Per Share (Rs.) | 15740 1220 | 82.86 | 75.00 | 48.36
Dividend (%) 60.0 50.0 45.0 40.0 37.5

The company is financially in a strong position due to consistently high
profitability, low funding requirements, large investments and a small equity
base. However, the company’s profits have been depressed sigmficantly due
to the mounting interest liabilities on its over due loans taken for the
execution of the Iraq project.

The company took on a construction and operations & maintenance contract
for Iraq Railways in FY 89. RITES had borrowed about USD 8.9 millions
both in Indian rupees and US dollars to execute this contract on a deferred
payment basis. However, due to the UN sanctions against Iraq, the five
year contract was foreclosed in FY 90 The company has been accruing
interest on deferred receivables and the total amount receivable from
Iraq amounted to USD 63.2 millions as at March 31, 1996. Against this
income is the interest payable to banks on loans taken for the project.
The total assets representing the above transactions in the books of RITES
stood at Rs. 101.2 crores while the habilities on this account was Rs. 114.7
crores in FY 96. These transactions continue to be translated in the books
at the exchange rates prevalent on the date of the respective transactions.
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Therefore the assets and liabilities shown in the books are lower as
compared to the actual value at the current exchange rates.

The extent of liabilities is quite significant and it is likely that a one
time provision could wipe out the networth of the company.

Strengths and Areas of Concern

Based on the above business and financial analysis, the strengths and areas
of concern of RITES are as below :

Strengths

Strong linkage with Indian Railways RITES has a unique advantage as it
is among the only consultancy organisations in the world to be associated
with an operating railway. As a company whotly owned by the Government
under the administrative control of the Railway Board, it has the flexibility
of drawing upon the large pool of talent available with the Indian Railways
as and when required.

Expertise in railways consultancy Two thirds of the company’s consultancy
services are railway related and the company has developed expertise in
this field. RITES has an established track record in advising foreign railway
systems especially in the area of operations and maintenance.

Manpower quality and cost The company has a large base of experienced
and qualified technical manpower which is available at much lower costs
when compared with international levels. Thanks to its access to railway
personnel at short notice, it is able to maintain a lean and efficient staff
structure.

Importance assigned to development of infrastructure sector RITES has
developed expertise to handle various projects in the areas of highways,
ports, airports etc. Significant investments in the coming years are being
planned in these sectors and this will have a positive effect on RITES

Strategic alliances with foreign consultants RITES has strategic alliances
with foreign consultants in the fields of port development, airport projects
etc. Collaborations with Haskoning of Netherlands, METOC of UK and
Nipping Ku of Japan in the ports sector are in place. An MoU has been
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signed with Jurtere Perunding Zaaba, consulting engineers of Malaysia for
business and technical co-operation to identify projects suitable for joint
ventures. RITES is also part of an international consortium which is bidding
for project management of Senai Airport of Malaysia. This will help RITES
participate in the infrastructural projects in the country as well as abroad.
RITES’s international experience -though principaily in railway projects- is
likely to prove useful in the era of international competitive bidding,

Track record and extgnsive work experience In the domestic business,
the organisation has demonstrated capability in implementing projects from
concept to commissioning stage both in the railways and other infrastructure
sectors. There are few organisations in the government who can compete
with RITES in terms of expertise, cost and quality which lends it a
competitive advantage especially with government and PSU clients.

Areas of Concern

Marketing The organisation’s marketing abilities are relatively weak especially
in international markets. The infrastructure available in terms of
communication, software tools etc., for effective marketing in foreign
countries is limited vis a vis its competitors especially in the international
market.

Dependence on a few large clients The company is dependent on a few
large clients like the Indian Railways, PSUs and state governments for the
major part of its business.

International experience mainly confined to railway projects The company
has limited expertise in the areas of urban transport, port development etc.
which are fast growing segments of consultancy business.

Uncertain timing of the growth in the infrastructure sector Though the
infrastructure sector requirements are extremely high, there could be a long
waiting period before this sector actually takes off, considering the huge
amount of resources required for it.

Competition The business of consultancy services is becoming intensely
competitive and there are a large number of domestic and foreign
companies in the fray. Cost may not remain a key competitive advantage
as foreign consultants move in and recruit local talent and use advanced
technological tools.
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Recommendations

While considering disinvestment in the company, the following factors need
to be taken into account.

RITES has been able to source its skilled manpower requirements and other
consultancy manpower not only from the Railways but also from other
Government departments.

Its PSU status has helped RITES secure assignments from Governments -
both Central and State - and PSUs. This, however, may not be sustainable
in the long run.

RITES has received support from the Indian Railways in its operations in
terms of business and manpower as also infrastructure. In a sense, RITES
provides the cutting edge to the globalization efforts of Indian Railways
in terms of exports of materials and rolling stock as also project expertise.

The equity base of RITES is rather low.

From the above, it is seen that the balance of advantage is in favour
of RITES continuing as a public sector undertaking for some time to
come. The uncertainty surrounding the Iraqi dues would also preclude
any disinvestment effort till that issue is satisfactorily resolved. There
is not likely to be a favourable response from small investors or
institutions to a limited offer of shares in the company. The Commission
does not, therefore, recommend any disinvestment in RITES.
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I. GENERAL ISSUES AND RECOMMENDATIONS
ON DISINVESTMENT

Review of Progress in Disinvestment

The Disinvestment Commission submitted its first Report to Government -on
February 21, 1997, Subsequently, the second and third Reports were subinitted
m Apnl and May 1997 In these Reports, the Commission has made general
recommendations applicable to all PSUs which are mtended to promote the long
term disinvestment strategy of Government. The Commisston has, in addition,
evolved detailed guidelines on modalities and procedures of disinvestment.
Specific recommendations in regard to 15 PSUs out of the 50 PSUs so far
referred to it (Annex A) have been submitted in these three Reports.

According to item 3(1X) of the terms of reference of the Commission (Annex
B), it is required to momtor the progress of the disinvestment process. The
Commission has taken due note of the progress of the disinvestment process over
the past six months. Although there has been no formal communcation from
Govemment, bascd on the nformation available with the Conunission, the
action so far taken by Government on the recommendations of the Commission
is reflected in the following tables:

Table 1 General Recommendations

Recommendations Government Action

Establishment of Disinvestment Fund (1 3.1) Decision awaited

Formation of Standing Empowered Group (1:4.1) Core Group Empowered

Guidelines on -Offer of Sale - Book buiiding for Book building for GDR only
domestic and GDR issues (14.2)
Guidelines on selection of Intermedianies (1:4.3) Decision anaited

Retailing PSU shares to small investors & employees | Decision awaited
(1:44)

Recommendation on joining NSDL (1:1) Dccision anaited




Table 2 Corporate Governance: All PSUs

acommendations for all PSUs

Govermment Action

* Profvssionalising the Board by induction of non-
exceutnve disectors 1o be chosen by PESB (1:3.4)

Dceision anwmied

Provision for Elected Dircctors (1:3.4)

* Sclection of Top Management (1:3.4)

* Salarics and Incentives for Top Management
(d34)

Dccision Awatted

* Autonomy in Price Fixation (1:3.4)

Dccision awaited

* Accountabihity (1:3.4)

Deccision awaited

* Sctting up of Pre-Investigation Board (1:3 4)

Dccision awaited

* Strengthening the Investor Interface (1.3.4)

Decision anaited

Moderate Performers
* Powers to disposc of Asscts (1:3.4)

Dccision awaited

* Freedom of Investment within certain
limits (1:3.4)

Investment Powers of the Board of Directors
have been doubled from carlier hmits for all
PSUs.

Strong Performers
* Powers to form Joint Ventures (1:3.4)

* Full freedom with regard to Investments (1:3 4)

Decision awaited
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Table 2A Corporate Governance : For Nine Select PSUs

Recommendations for Strong Performers

Govemment Action

* Professionalising the Board by induction of non-
exeeutive directors to be chosen by PESB (1:3.4)

At least one third of the BoD to be non excceutive
directors to be chosen by an independent pancl
comprising Chairman. PESB. Sccy. DPE.
Scey.~Admin Ministry and some cminent non-
officials.

*Provision for Elccted Directors (1:3.4)

* Sclection of Top Management (1:3.4)

¢ Salarics and Incentives for Top Management.-
{1:3.4)

The nine PSUs have been granted freedom  to
structure and ymplement schemes refating to HR
management & personnel and required to ensurce
that employees have a long term stake in the
profitability and performance of the corporation

* Autonomy in Price Fixation (13 .4)

Decision anaited

* Accountability (1:3.4)

High Powered Committees to monitor
performance

* Setting up of Pre-Investigation Board (1:3.4)

Decision avaited

* Strengthening the Investor Interface (1:3.4)

Decision awaited

* Freedom of Investment ():3.4)
* Powers to disposc of assets  (1°3.4)
* Powers to form Joint Ventures (1:3.4)

Full frecdom to incur capital expenditure
without any monetary ceiling. In addition, the
nine PSUs have been allowed to set up financial
joint ventures and wholly owned subsidiaries in
India or abroad subject to (1) an equity limit of
Rs. 200 crores in any one project, (2) 5 percent
of the networth of the PSU in any one project
and (3) 135 percent of the networth of the PSU in
all joint ventures/ subsidiaries together.
However. for entering into technology joint
ventures and strategic alliances, the PSUs have
to adhere to guidelines to be issued by
Government from time to time.
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Table 3 Specific Recommendations for 15 PSUs

Recommendations

Govermment Action

Stratepse Sake v respeet of ITI HTL. KIOCL.
BALCO.ITDC. MFIL BRPL

Dccision awaited

GAIL (1 5 2) -28% dism estment through

GDR
Autonony under Strong Performer Criterion

Implement TL Sankar Commitice
Recommendations

24 84 (210 mtlion shares disinvestment through
GDR
Dccision awaited

Dccision awaited

CONCOR (111 2.1) -10 nulhion shares offer to
mstitutional iy cstors and public and at a later
stage the company could go in for fresh issue
of 12 5 million shares thereby seducing the
Govt's sharc to 1%

Disinvestmient of 6 million shares approved along with
fresh issuc of 12 5 million sharcs - Scquencing of
issucs not indicated

MTNL (JH 2 3) - 60 nullion sharcs in GDR
market and 28 3 million shares in domestic
market through book bnlding

Financially restructure - by formation of a new
company for rasing funds for DoT

Grant of Autonomy under Strong Performer
Cntcna

Disimvestment 47 million sharcs along with fresh issuc
of 60 million shares in the international markets

Deccision awaited

Decision awaited

Madras Fertihsers Linuted (11:2.5) - Review
the terms of agreement with the National
Iranian Oi1l Company

Decision awaited

Manganese Ore India Limited (i1:2.6) - No
jmmediate disinvestment

No Action needed

Oil India Limated (111:2.4) - Disinvestment
after policy decisions on pricing

Decision on APM awaited

Oil and Natural Gas Commission (I11:2.5) -
Disinvestment after policy dectsions on pricing

Decision on APM awarned

RITES (Il1:2.6) - no disinvestment

No Action needed

In respect of 15 PSUs covered in the first three reports, the Commission has
recommended different modalities of disinvestment as follows:
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Table 4 Disinvestment Modalities Recommended in Reports I, 11 & 111

Modality of Disinvestment | No. | Name of PSU

Trade Sale 2 ITDC, MFIL

Strategic Sale 5 HTL.ITL. BALCO. BRPL. KIOCL, MFL*
Offer of Shares 3 GAIL, CONCOR, MTNL. MOIL*
J:Jo disinvestment 1 RITES

Disinvestment deferred 2 OIL, ONGC

Total 115

‘@ Leasc~cum-management contracts for hotets in prinic localions like Delhi and Bangalore.

* At laer dac

It1s seen that Government has accepted the recommendations of the Commission
n respect of GAIL, CONCOR and MTNL where offer of shares has been the
suggested modality of disinvestment. In respect of the other PSUs where either
trade sale or strategic sale has been recommended, Government has not taken
any decision so far. The Commission would like to quote from its First Report:

“Viewed in this scenario, disinvestment has larger implications than just
selling equity at the best price in profitable enterprises, as this alone may
not provide long term budgetary benefit unless the question of recurring
budgetary support to loss making PSUs is also addressed. The essence of
a long term disinvestment strategy should therefore be not only to enhance
budgetary receipts, but also minimise budgetary support towards loss
making units while ensuring their long term viability and sustainable levels

of employment i them”.
121

The Finance Minister, in his Budget Speech in February, 97, also endorsed this
view of the Commission. The decisions announced so far on the
Commission’s recommendations suggest that Government’s present
approach seems to be oriented towards getting budgetary receipts by
offer of shares in profit-making PSUs and will not solve any of the issues
relating to reducing the budgetary dependence of PSUs or achieve the
larger objectives of disinvestment. The credibility of the disinvestment
process as a whole will suffer and the impression of disinvestment as a
short-term budgetary measure intended mainly to raise resources to cover
fiscal deficit would be difficult to avoid.
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Winle stratepic sales recommended by the Conunission have not been acted
upon. Government is reportedly going ahead with strategic sales leading to joint
ventwres m some PSUs not referred to the Commission. Teansfer of a sizeable
proportion of Government shares along with management control to a joint
venture partner is no different from disinvestment through the made of
strategic sale as set out by the Commission in its First Report. In the
strategic sales mode as recommended by the Commission, a strategic partner is
mducted into the management of the PSU with a transfer of share-holding up to
50° to him. At that time there will be also an agrecment with such  strategic
parter that at a Jater date within a stipulated period when share values go up,
Govemment will disinvest its balance holding.  The Commission has also
recommended a transparent and competitive bidding process for the selection of
the strategic partner in the PSUs referred to it. The reported move of
converting some PSUs into joint ventures with private capital and
management will be no different from the strategic sale recommended by
the Commission.  Morecover, the  Comsnission, while recommending
dismvestment i any of the PSUs referred to it, considers all the modalities of
disivestment such as offer of share, strategic sale or trade sale, weighs their
relative advantages and disadvantages from the standpoint of the company’s
future performance, receipts to Government through disinvestment, employce
mterests etc. and then recommends a particular modality to be carried out in a
transparent and competitive manner. By not referring the PSlls to the
Commission, duly set up for this very purpose by Government, the benefits
of such a detailed consideration by an independent body are being
denied to all the interested parties.

The terms of reference of the Disinvestinent Commission state that the
Commission will examine PSUs referred to it. The inference of the Commission
was that Government would not undertake any disinvestment without reference
to the Commission. This was later confirmed by Government. However, it would
now appear that Government is taking a different approach in some selected
cases. In any event, disinvestment in PSUs not referred to the Commission,
while not acting on the recommendations already submitted by the Comunission
in respect of PSUs referred to it, puts the Commission in an anomalous position.
Two parallel and uncoordinated channels of disinvestment are bound to impact
adversely the credibility of the disinvestment process. The Commission,
therefore, would urge Government to review the position and decide
whether such cases as mentioned above should be kept outside the purview
of the Commission.

Another aspect which the Commission has been  stressing in its successive
Reports 1s the need for improving corporate govemance in the PSUs and the
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granting of greater autonomy to the PSU Boards of Management to enable them
to run the undertakings comnercially in an mcreasingly competitive environment.
While the Commission is happy to note that Government has come out with a
package of measures conferring autonomy to nine selected PSUs, action on the
recommendations of the Commission in its earlier Reports on the extension of
graded autonomy 1o all PSUs according to performance criteria is still awaited.
Morcover, even in the case of MTNL and GAIL, two other large PSUs,
which are strong performers and where disinvestment is contemplated by
Government, no such autonomy has yet been conferred. The Commission, on
the basis of its study of experiences across the world, has undertined the value-
enhancing effect of better corporate govemance on PSU shares. The
Commission would like to reiterate that undertaking disinvestment without
implementing the general recommendations of the Commission, - in
particular those relating to corporate governance, managerial autonomy,
remuneration, incentives, professionalising the Board of Management and
restructuring where necessary - would result in undervaluation of
Government shares and cause loss to the national exchequer.

Furthermore, continued good performance in a competitive environment by PSUs
in which Government has made disinvestment, and visible improvement in their
corporate governance are crucial for ensuning ongoing support of institutional and
retail investors to future disinvestment in PSUs. From this angle too the value-
enhancing effect of improved corporate govenance has much significance.

Apart from the general recommendations contained in the Commission’s Reports,
the specific recommendations in respect of particular PSUs have also highlighted
certain areas of orgamsational and general policy measures which would need to
be addressed before Government undertakes disinvestment. The Commission
would once again urge Government to address the recommendations of the
Commission fully and in a co-ordinated manner so as to establish the
credibility of the disinvestment process and maximise the receipts from it.

With regard to the offer of sale of Government shares i the PSUs, the
Comnussion has already stressed the importance of sales to domestic investors -
institutional as well as small shareholders and employees. It is true that in some
cases, particularly the larger PSUs, the domestic capital market would not be
able to absorb the entire offer of shares and sale of shares in the overseas
market will be necessary. However, one of the important objectives of
disinvestment should be the broad-based dispersal of shares, especially in
the profit-making PSUs, among Indian investors. The Commission hopes
this important recommendation will be duly taken note of by Government.
The Commission has also suggested that disimvestment through the National
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Secunities Depository Ltd. (NSDL) in the dematerialised form would facilitate
easier participation besides offering other benefits to the small investors in the
process, espectally in repard to high-value PSU shares like those of GAIL,
MTNL, VSNL., I0C and CONCOR. This recommendation also requires urgent
attention by Government in the inferest of broadbasing the ownership of PSUs in
the process of disinvestment.

Voluntary Retirement Scheme (VRS)

The studies camed out by the Commission of the PSUs covered in its Reports
reveal that several PSUs including the profit-making ones have staffing levels
well in excess of the comparable competing units in the domestic and
intemational markets. Given the need to remain competitive in a globalised
business environment it is important and necessary that all PSUs continually
review their staffing levels and take appropriate measures to balance the size of
their workforce. This process will be facilitated if a stable VRS policy providing
meaningful financial and other benefits is put in place.

In its Second Report the Commission has recommended that Government
announce a stable VRS policy with reference to its terms and conditions and
provide adequate funds for its implementation by different PSUs. In actual fact
the Commission has come across instances where PSUs who have implemented
the VRS Scheme have not been able to secure funding support from
Government

The Commission would like to elaborate further on this subject as the future of
several PSUs and the value of shares sold will change for the better if surplus
employees are provided acceptable VRS terms. The following steps are
recommended :

1. The terms of VRS should be finalised as early as possible on a stable and
long-term basis. Individual management may be given a range within
which they may deviate from the prescribed terms for different age
groups, different categories of employees and different industrial sectors.

2. Prompt funding should be assured to all PSUs which implement the
VRS scheme. The Disinvestment  Fund can be used for this purpose

as recommended by the Commission in its First Report.

3. The terms and benefits of the VRS scheme should be clearly brought to the
attention of the employees through suitable publicity measures.
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4. As there is danger of a onc-time lumpsum payment being frittered away
by the employees or drained out by unscrupulous middle men, a
special scheme may be drawn up through commercial banks, UTI or
LIC, wherein the VRS benefits are invested on behalf of individual
employees to provide long-term benefits and some measure of social
security. To illustrate, the scheine will be able to provide with an investment
of about Rs. 2 to 3 lakhs for 10 to 15 years a monthly income of around
Rs.2000 together with annual lump-sum payments for meeting expenses on
account of family functions etc. to individual empfbyees. Insurance cover
may also be provided to the individuals. This could in fact be structured to
become an  Employees Pension - cum - Insurance Scheme. Banks and other
wstitutions should be persuaded to open special branches, if necessary, at the
locations of the undertakings to service the scheme.

In the absence of an effective VRS particularly in loss-making or marginally
profit making undertakings, an unfortunate and inevitable consequence will be
an increasing sickness of the PSU with a progressively increasing burden on the
budget and eventua! closure leading to unemployment of the entire workforce
in the process. An effective VRS scheme can ensure long term productive
employment for a substantial number of residual employees in a going
concern. 1t will also fetch better prices for shares sold by Government.

Misconceptions regarding Disinvestment

As mentioned in the First Report of the Commission, the Commission held a
series of meetings with a wide cross-section of persons interested in the
disinvestment process and organised two seminars to highlight the underlying
issues in disinvestment. The Commission also brought out a Discussion Paper
on Disinvestment Strategy and Issues. After presentation of three Reports by
the Commussion, and judging by the reactions of the different groups of persons
to the Commission’s approach and recommendations, it is seen that there is
absence of a clear understanding of the rationale for disinvestment in some
quarters.

Even though disinvestment has been going on since 1991, this lack of
proper public awareness and consensus has, among other things, definitely
hindered the progress of  disinvestment . While there is wide-spread
dissatisfaction among the public about the poor performance of a large
number of PSUs, there is insufficient recognition that disinvestment
could be the corrective action to tackle this problem. Studies of the
experience of disinvestment in the different countries across the globe clearly
show that in almost all the countries, the impetus to disinvestment came from the
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general perception among large sections of the people that the performance of
the public sector, by and large, lacked comercial and market orientation and
that there existed need for better utilisation, of and retumms from, the public
resources mvested in the PSUs. In India too, therefore, there has to be a
conscious effort towards building up such a consensus among the different
sections of the people before disinvestment can really take off with any
seriousness of purpose. As has been repeatedly mentioned by the Commission,
disinvestment, as a long-term strategy, does not mean mere sale of some
proportion of Govemment shares in blue-chip PSUs but involves concerted
action to introduce elements of commercial orentation and market
responsiveness into the management of the PSUs to enhance enterprise value.
This lack of understanding is not confined to just PSU personnel but it is equally
prevalent among some PSU executives, some ministries of Government and the
general public. The Commuission has stressed that its approach to disinvestment is
not ideological but driven by the imperative need for better utilisation of public
resources for the good of the economy .There is therefore a clear need for
building awareness and consensus among the general public for the
successful pursuit of disinvestment as a long-term strategy for improving
public sector performance.

Common among the misconceptions about disinvestment are the following:

Misconception-1 : Disinvestment is a short-term budget balancing
measure by disposing of valuable public assets
carefully built over the years without
demonstrating explicitly the use of the proceeds for
priority investment for long-term benefits to the
economy.

The Commussion has stressed that it is for Govemnment to dispel this notion
by implementing  the Commission’s recommendations as a package and not
confining action just to the sale of a part of equity in profit-making PSUs. The
Commission has detailed the procedure to be followed in respect of sale of
shares  through the book building process. A transparent and open
disinvestment procedure will maximise the realisation by Government
on account of sale of PSU shares and in turn will dispel any misgivings the
public may have in this regard. The Commission’s recommendation for the
creation of a Disinvestment Fund is also meant to build the credibility of
the disinvestment process and ward off criticism on this account.
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Misconception-2 : Disinvestment is seen by organised labour and the
Trade Unions as a threat to job security.

The Commission, in its various Reports, has again stressed that mere
transfer of ownership from Government to the private sector does not in
any way imply closure or total retrenchment. Right-sizing the work-force
may be required  to mmprove the viability of a concem in an increasingly
competitive environment and this will be inevitable in the long run whether an
undertaking continues to be managed and /or owned by Govemment or not.
There is lack of proper appreciation of the fact that over-staffing in an
enterprise  adversely impacts its commercial viability and makes
continuing empioyment in it unsustainable. In such cases, there arises a
crucial choice between providing employment to a somewhat smaller
number on a sustainable basis and maintaining a larger workforce in a loss-
making enterprise with an eventual prospect of closure and hence
permanent loss of all the jobs. Right-sizing of such enterprises, therefore,
turns out to be in the longer term interest of employees as a whole. This
inevitably means loss of jobs for surplus employees who apart from getting VRS
benefits would need to be retrained to take up alternative jobs or self-
employment or n other activities. During the period of training as well as
afterwards, lump-sum VRS benefits can provide immediate financial support as
well as a continuing stream of income by properly investing the himp-sum
amount provided. Where right-sizing of the work-force is inevitable in the
interest of competitiveness and viability, the Commission has i the earlier part
of this Report recommended the formulation of an attractive VRS  which also
provides long-term pensionary and insurance benefits to the workforce.
Ministry of Labour is operating a scheme for retraining and redeployment of
employees affected by the closure of units. This Scheme needs to be properly
revamped to cover the employees who accept voluntary retirement. Till the
establishment of the  Disinvestment Fund suggested by the Commission,
adequate budgetary provision should be made separately to cover the retraining
cost of ali surplus employees who opt for VRS. There is need for a conscious
effort on the part of all concemed to inspire confidence among labour in this

regard.

Misconception-3 : Disinvestment is perceived as a prelude to the
withdrawal of State intervention from critical
areas of the economy. .

As already stated, the Commission’s approach to disinvestment is not

ideological. Disinvestment in specific PSUs is recommended solely on
grounds of the relevance or otherwise of public sector presence in that
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sector. Even in the case of currently profit-making PSUs, the decision to
disinvest will be based on whether any public purpose is served by
continued Government ownership and control in a PSU given the nature of
the market in which it is operating. The establishment of the Disinvestment
Fund in fact would enable the resources generated by disinvestment to
strengthen public sector presence in sectors where 1t is still  perceived as
necessary in public interest. Public investment would thus get reallocated from
sectors where public purpose is no longer served by such investment to other
sectors where there is greater need for it. Disinvestment 1s not aimed at
curtailing state activity for economic growth in important areas but towards
channelising it to areas of greater priority and towards ensuring better and
more effective utilisation of public resources for the good of the economy
and maximisation of the welfare of the people.
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2. SPECIFIC RECOMMENDATIONS
2.1 Hindustan Copper Limited
Evolution

Hindustan Copper Limited (HCL) was set up in 1967 to manufacture primary
copper products. The company was formed by taking over all copper ores mines
located at Khetni and Kolihan in Rajasthan and Rakha Copper Complex in Bihar
from the National Mineral Development Corporation. In 1972, Government
nationalised the private sector Indian Copper Corporation Limited in Bihar and
merged it with HCL. In 1982, the company expanded its operation to Madhya
Pradesh by developing the Malanjkhand copper mine which is the largest open
pit mine n India. Further in 1990 as a part of a forward integration move, HCL
commussioned a 60,000 tonnes per annum (tpa) continuous cast wire rod plant at
Taloja in Maharashtra

In FY 94, Government of India {Gol) disinvested about 1% of the totai equity of
Rs. 338.20 crores in favour of financial institutions. The shares are listed on the
BSE but are infrequently traded.

Industry Analysis

In terms of application, copper is considered as the third most important metal
after wron and aluminium. It has high electrical and thermal conductivity, high
strength, ductility and corrosion resistant properties.

India has around 205 known deposits of copper with an estimated geological
reserves of approximately 588 million tonnes. Nearly 90% of these reserves are
located in Rajasthan, Bihar and Madhya Pradesh. However, the quality of
copper reserves is relatively poor with only about 1.2% to 1.3% of copper
content as against about 2.3% worldwide. Similarly, the quantity of other
precious metals such as gold and silver extracted alongwith copper is low in
India when compared with other countries. Thus, the cost of copper mining is
high in India.

Prior to liberalisation, imports of copper were restricted and the domestic copper
price was administered. During this period, the domestic prices were higher than
the landed cost and HCL was the only integrated producer in the country. In
March 1992, canalised imports of copper and the system of administered pricing
were removed and copper imports were liberalised. Subsequently, domestic
prices were directly linked to the prices of copper on the London Metal
Exchange (LME).

As part of liberahsation, the customs duty on copper and copper products has
heen progressively reduced as shown in the table below :
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Table 1 Customs duty on copper

Products FY 97 |FY93
Cathodes 30% 65%
Wire Rods & Bars 30% 65%
Copper Concentrates 10% 60%
Copper Scrap 30% 65%

In the budget for 1997-98, there is no change in the customs duty on copper
products except in concentrafes where duty has been reduced from 10% to 5%.
This reduction will help new smelter projects which can import concentrates and
convert them nto semv/finished products. Due to the decreasing levels of duty
differential between copper concentrates and cathodes, manufacture of domestic
wire rod / bars on the basis of imported cathodes is unviable.

Demand

The demand for copper is dependent on the level of economic activities. The
total demand grew at a cumulative annual growth rate (CAGR) of 9.2% from 2 1
lakh tonnes in FY 91 to 3 2 lakh tonnes in FY 96. Demand for cathodes grew at
a CAGR of 7.9% from 1.6 {akh tonnes in FY 91 to 2.4 lakh tonnes in FY 96.

The demand for copper can be either for cathodes or for scrap. Cathodes are
used for high conductor application, while scrap is used for handicrafts and
manufacture of utensils. The following table gives the details of consumption in
these two segments.

Table 2 Consumption Pattern

Year Total Demand | % demand of % demand of
(tonnes) refined copper to scrap to total
total demand demand
1990-91 207170 77.7% 22.3%
1991.92 187890 70.6% 29.4%
1992.93 195710 77.4% 22 6%
1993-94 239400 72.8% 27.2%
1994-95 287330 69 5% 30.5%
1995-96 321000 T 12 26.8%

Sectorwise usage of copper for FY 95 and the estimated usage in these sectors
by FY 2000 and FY 2005 based on the projections made by Indian Copper
Development Centre (ICDC) are given below -
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Table 3  Estimated Demand (Tonnes)
End User Sector 1999-00 (E) | 2004-05 (E
Defence and mint 11200 13500
General engineering 19670 26300
Process industries 22120 29600
Consumer durables 27890 44950
Building and construction 32850 43200
Transport 33640 48400
Handicrafis 57600 92800
Electronics & Telecommunication 81900 116300
Electnical sector 136000 186350
TOTAL 422870 601400

On the supply side, HCL has been the only domestic supplier till date and the
balance demand was met out of imports. However, significant capacities are
expected to be commissioned in the private sector in the medium term. The
supply scenano over the next five years with the new capacities coming upstream

are given in the following table.

As has been mentioned earlier, copper prices in India are linked to intenational
prices on the LME. The LME prices are highly volatile and do not reflect any
predictable trend as the pricing 1s determined on a number of factors like the
demand supply gap. inventory build up, etc.
prices (annual monthly average) for the last past one decade is given below:
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Table 4  Supplyv Scenario

Quantity in Tonnes 1995-96 1999-2000 | 2000-01
(Actual) (Forecast) | (Forecast)

Supply
Existing
HCL 41,000 45.000 45,000
Proposed
HCL (Expansion) 51,750 62,100
Sterlite Industnes 85,000 85,000
Indo Gulf 75,000 85,000
SWIL 17,500* 22.500
Total Sunply 41,000 274,250 299,600
SURPLUS/DEFICIT) |(194,100) | (21,750) | (13,865)
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Table § LME Prices ( USD/tonne)

Year LME Price
FY 87 1373
FY 88 2045
FY 89 2788
FY 90 2652
FY 91 2673
FY 92 2276
FY 93 2291
FY 94 1827
FY 95 2576
FY 96 2844
FY 97 2257

As can be seen from the above table, LME prices of copper decreased and
touched a low of USD 1827 per tonne in FY 94 on account of the recession in
developed countnes and the increased Russian supplies. However, subsequently
the prices firmed up to cross an all ime high of USD 3076 1in July 1995.

Worldwide, the production for FY 96 was shghtly higher at 12.27 million tonnes
against a consumption of 12.10 mullton tonnes. Chile is the largest copper
producing nation with an annual production of 2.5 million tonnes.

It 1s expected that the world production would grow at a faster pace when
compared to consumption resulting in an inventory pile-up. This is likely to have
an adverse impact on pricing and copper prices over the medium term are
forecast to move in a price band of around USD 2100 to 2200 per tonne.

Business Analysis
HCL is the only mtegrated copper producer in India. At present the company has
the following facihties;

Table 6 HCL Facilities

Khetn Copper Complex (KCC) - | Under ground mine, concentrator plant, smelter and

Rajasthan machining refining capacity of 31000 tpa.
India Copper Complex (ICC) - | Under ground mine concentrator plant, smelter and
Bihar machining refining capacity of 16500 tpa, and a by-

product recovery plant

Malanjkhand ~ Copper  Project, | Open pit mine

Madhya Pradesh Concentrator and.Leach Copper Plant.
Taloja Coppes Project, | Continuous cast wire rod plant with 60000 tpa of
Maharashtra wire rod
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/
iHCL has 9 underground mines and one open cast mine. The details of mines
under HCL and their ore reserves are given in the table below :

i

Table 7 HCL’s Mines And Ore Reserves

No. Of Mines [ Million tonnes
KCC 4 71.78
ICC 5 60.76
MCP 1 67.65
TOTAL 10 20019

HCL operates these mines on leases from the State Governments. Recently the -
‘Supreme Court passed an interim order asking the State Governments to ensure
that all mining operations either on or under forest land and reserve forest areas
be closed down. These orders affected the operations at KCC mines but were
restarted within a short period on receipt of inteim permission from Central
Government. In future it is unlikely that the mines would be completely shut
down due to environmental reasons.

TThe cost of mining from the various mines of HCL vis-a-vis the imported cost of
oncentrates is shown in the table below:

Table 8 Cost of Concentrates Rs./Tonnes)

| Source of Concentrate Cost of Metal*
indian Copper Complex 125,648
Khetri Copper Complex 70,080
Malanjkhand Copper Project 67.924
Imported 72.000

* Excluding the value of Gold, Siiver etc.

From the above table 1t 1s apparent that it would be profitable for HCL to stop
sourcing ores from ICC mines and instead import the requirements of
concentrates after utilising the KCC and MCP production. The company has
dready made a start by applying for closing down the unviable mines at Dariba
n Rajasthan and Mosabeni in Bihar. [f all the unviable mining operations were
1o be closed down in a phased manner, it is estimated that the cost of tight-sizing
the workforce would be about Rs. 100 crores currently.

All mining companies i the copper rich countries get about 25-40% of the total
revenue from sale of by products such as Gold, Silver, etc. In the case of HCL,
the contents of by-products are low and hence the return from these by-products
sale is only 4-5% of the total revenue.
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HCL has a total smelting capacity of 47,500 tpa. These smelting plants lack
economies of scale as they are relatively small in size when compared with
international plants This acts as a disadvantage and the fixed cost proportion in
the overall cost structure is high The technology used in these smelter plants is
also old and mefficient when compared with the latest technology. Presently the
recovery of copper from the ore stage to the cathodes stage is low at 81%.

HCL’s Taloja plant has a capacity to produce 60,000 tonnes of wire rods
annually. HCL’s own production of cathodes is presently insufficient to meet the

entire production requirements of this unit. The balance requirement of cathodes
1s imported predominantly from Chile.

The production of various products at HCL for the past three years is as under

Table 9 Production Of Copper / By Products

1995-96 | 1994-95 | 1993-94 [ 1992-93

Cathodes (tonnes)* 41153 46134 39002 45275
Wire Bar (tonnes) 24161 21351 21239 25264
Wire Rod (tonnes) 37143 29869 18181 19631
Gold (Kg) 375 480 437 291
Silver (Kg) 4146 5585 5580 3188
SSP (tonnes) 43484 | 24848 15296 47303
Sulphuric Acid (tonnes) | 83749 | 92455 59471 51946

* Includes cathodes consumed for producing Wire Bars and CC Wire Rods

HCL fixes the prices of copper products on a monthly basis which is based on
the average of previous month’s copper prices. Currently, HCL 1s exposed to the
volatihty in LME prices as only finished products are linked to LME. However,
after the expansion of Khetri plant, the company will be insulated from the price
volatility to the extent of imported raw materials.

HCL has a total manpower strength of 19,884 as on March 31, 1997. Over the
past ten years there has been a manpower reduction of about 6,000 through the
VRS. The expenses on this account have been funded through the National
Renewal Fund. Further, the company proposes to reduce its employee strength
by about 2,500 over the next five years.
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Financial Analysis
The financial performance of HCL for the past five years is indicated in the table
below:

Table 10 Financial Performance

{Rs Crores) FY9% |FY95 |FY94 JFY 93 FY 92
Operating Income 969 8 8233 6100 598.4 625.8
Operating Profit 105.5 1418 -15.5 789 1473
Profit after Tax 758 723 - [-696 264 549
Equity Capital 3382 330.2 305.2 3042 304.2
Tangible Networth 4953 14160 3135 3933 3659
Gross Margin (%) 10.9 17.2 =25 132 235
Net Margin (%) 7.8 88 -11.4 44 g8
ROCE (%) 136 163 |51 103 16.1
RONW(%) 153 174|222 |67 150
Earrungs per Share (Rs ) 224 2.19 -2.28 087 180
Dividend (%) 1.50 0 ] 0 0

Despite increased sales, the sales realisation declined in FY 94 as the LME price
of copper fell to USD 1827 per tonne from USD 2291 per tonne in FY 93. In
addition, the matenial cost has risen substantially due to increased imports of
cathodes. HCL’s gross and net margins have been fluctuating over the past five
years depending on the changes in the LME price of copper and the changes in
the customs duty.

The lowering of import duties has led to the linking of HCL s realisations with
the prices of copper on the LME. As a result of the volatility of international
copper prices, the company’s bottom line has fluctuated considerably. HCL
reported losses of about Rs. 70 crores in FY 94 and net profits of more than
Rs. 72 crores i the next two financial years. In FY 97, the company has
reported losses again, which is estimated to be about Rs. 130 crores. Inspite of
accruals to reserves, these losses have eroded the networth of the company and
as at March 31, 1997 the networth was substantially represented only by the
equity capital of about Rs. 338 crores. During 1997-98, the company expects to
post losses once again, though at much lower levels than the previous year at the
current LME copper prnices. If the LME copper prices were to decline
substantially, the losses would be much higher

HCL’s long term loans amounting to about Rs. 175 crores were from
Government. The company has not serviced these loans and the total interest
accrued and due amounted to Rs 141 crores. The total amount outstanding
towards Government on account of principal and interest amounted to Rs.316
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crores as on March 31, 1997. HCL has not been in a position to service these
loans due to the fluctuating levet of profits over the past five years.

Strengths & Areas Of Concemn

Strengths

Only miegrated producer  HCL is the only integrated copper producer in the
country The private sector producers are still in the process of setting up their
plants and it will be some time before their plants are commissioned.

Market share Cumently HCL is the market leader and with its proposed
expansion can maintain its market share in the near future.

Demand prospects bright The demand projections show a deficit in the medium
term. This shortage will enable HCL to implement its proposed expansion.

Areas Of Concern

High cost of mining due to low percentage of copper.  The percentage of
copper content in the ore in India is relatively low when compared with ore in
other parts of the world. This results in higher cost of mining,

Environmental issue  The recent Supreme Court decision on the mining will
affect the performance of all mining companies. Even though HCL has received
permussion from the Central Government, it is not known whether permission
will be forthcoming in the future.

Lack of economies of sale in smelting operation The smelting plants of HCL
are small when compared with other smelting plant world over. Due to this, the
fixed costs in smelting are high.

Poor recovery and low throughput  The recovery of copper from the ore stage
to the cathode stage is relatively low at 81% due to technological factors.

High employee cost The employee cost i the mimng operations of HCL is
high. Further, the company is saddled with an excessive workforce at the 1CC
plant due to historical reasons. However, it should be mentioned that the
company has mitiated a VRS programme which has resulted in a reduction of
about 6,000 workers over the past five years.

HCL’s Expansion Programme

As already noted, HCL’s realisations are linked to the prices of copper on the
LME. fluctuations in LME prices have cast their shadows on HCL’s bottomline
over the last five years. After posting losses of about Rs.130 crores in FY 97,
HCL faces the prospect of losses though lower again in FY 98.

HCL's road to recovery as a profitable company now hinges on the

implementation of the proposed expansion plan at the Khetri complex in
Rajasthan. The company is planning to expand its smelter and refining capacity
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at KCC from the present level of 31,000 tpa to 1,00,000 tpa by using imported
concentrates. This will increase the total production capacity of concentrates
from 47,500 tpa to 1,16,500 tpa and will result in significant reduction of cost of
production of cathodes. The planned expansion is through a brownfield route by
modifymng the existing furnace thereby increasing the throughput. However,
capacity expansion for concentrator dryer, converter, anode furnace and refinery
will have to be undertaken for meeting the increased_ throughput from the
smelter. Due to this brownfield expansion, the capital costs are expected to be
significahtly lower than it would be for a similar sized greenfield project. The
project could commence from August 1997 if Government’s approvals are
obtained. This expansion is currently estimated at about Rs. 530 crores but with

approvals stll awaited, it is likely that the project cost could increase to about
Rs. 600 crores.

The implementation of this project is expected to be beneficial to the company
on account of the fact that it is based on imported copper concentrates. Thus, the
tow cost of production and the prevailing tanff differential between finished
copper and copper concentrates would increase profitability and also partly
insulate HCL from the wide fluctuations in the LME prices. This, in turn, would
reduce the volatility in the company’s profits. The timely implementation is
equally important as the company 1s expected to face competition from the
private sector in the future.

Funding Options

The requirements of funds for HCL are two-fold. Firstly, as enumerated above,
the company requires funds of about Rs 600 crores for the expansion at Khetri.
Secondly, the closing down of unviable mining operations of the company will
require about Rs. 100 crores. Thus the total funding requirements are in the
region of Rs. 700 crores.

For this purpose, the company will have to either raise the funds from the capital
market on its own or has to depend on its principal shareholder i.e. Government.
The company’s weak balance sheet as at March 31, 1997 and the depressed
nature of the pnmary markets may preclude the options of tapping the capital
markets for these funds.

As the majonty share holder, it may be worthwhile for Government to examine
various options available for the implementation of the expansion and for
restructuring the internal operations. This will involve either budgetary support
or disinvestment of a2 majority stake to a strategic partner to enable the company



to raise funds. These options have to be evaluated in terms of immediate
outflows and inflows occuming over a period of time to Government Figures
mentioned in the table below are only indicative and are taken for the purpose of
weighing various options. The implications of the above scenarios are elaborated

further below:

Table 11 Govemment Options on HCL

Scenario Immediate | Government Remarks,
Government | Inflows
nct outflon

No actton taken by Government duc | Nil Nil Company likely 10 turn sick
10 pauvcity of funds
Restructure ICC fully & implement | Rs.700* Rs. 340 crores at | Project costs could increase due
project  through budgctary support | crores S1% to financing delays. Further
and disinvest fully at a Jater stage disinvestment disinvestment would bring in

additional revenue
Implement project through budgetary | Rs.600* Not Project costs could increase due
support and disinvest fully at a later | crores Ascertainable to financing delays Drag on
stage (no restructuring} profitability due to large work

force will bring down share

value.
Disinvest upio  51% immediately | Nil Significantly Buyers unlikely to be interested
without restructuring or low when
implementing the project compared o

option 2

Restructure ICC and disinvest upto | Rs. 100 t Rs. 340 crores at | Likely to improve the share
51% immediately to a Strategic | crores 51% valuation Further disinvestment
partner and disinvest the balance after disinvestment would bring in additional
Implementation revenue

* The actual outflow to Government would be Rs. 200 crores in the form of
equity/loan support. In addition, there would be a contingent liability in the form of
guarantee to the extent of Rs.400 crores to enable the company to raise the debt for
the expansion. Besides, about Rs. 100 crores would be required in the form of a grant
for closing down of all unviable mining operations.

Scenario 1

If due to budgetary compulsions, funds are not forthcoming from Government or
are available only partly, the expansion plans will be jeopardised and the
advantages accruing from the implementation of the project will not be available
to the company. The company’s competitive position could be eroded further,
and it is most likely that it could lose more money in the medium term. The
uncertainties facing the company would increase and it is likely that HCL could
turn sick within one or two years. While there would be no outflow in the short
term, any inflows on account of loan servicing, dividends or disinvestment
proceeds may have to be ruled out. If disinvestment is not undertaken
immedsately and no action is taken by Government, it 1s likely that the company
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would require an increasing level of budgetary support to meet potential future
losses.

Scenario 2

The second option involves the closing down of the unviable mining operations
which is estimated to cost about Rs. 100 crores and implementing the Rs. 600
crores project on the basis of Government support. Thus, the total commitment
would be about Rs. 700 crores. However it may be noted that any delay in
project financing could lead to a further escalation of costs. At present HCL 1s
not seeking budgetary support for the project implementation. This level of
support has to weighed against the likely inflows to Government on account of
disinvestment proceeds. It is estimated that disinvestment of shares upto 51%
after the project implementation and the restructuring will fetch about Rs. 340
crores due to enhanced share value. Further disinvestment beyond 51% will add
to the initial disinvestment proceeds.

Scenario 3

As explamed earlier, it 1s doubtful whether the company can raise funds from the
markets for project implementation If Government is intent on turning the
company around without any disinvestment at this stage, then immediate *
Government support to the extent of Rs. 600 crores will be required to
implement the proposed expansion. However without restructuring, HCL will
continue to have excess manpower and fixed costs will continue to be high.
Thus, the break-even LME price for HCL will be much higher than USD 2350
per tonne. Given the bearish outlook on LME prices of copper over the medium
term, it is likely that implementing the project alone may not vield desired results
as the company’s future profitability will be determined by the extent to which
cost reduction can be implemented. While there would be outflows to the extent
of Rs. 600 crores in the short term, corresponding inflows over a period of time
cannot be accurately assessed at this stage. However, on an overall basis, - its
expected that there would be net outflows from Government.

Scenario 4

In the fourth option, Government could disinvest a majority stake of 51%
without closing down the unviable mining operations or implementing the project
at Khetri. On the basis of the current financial strength and the likely future cash
flows, the value realisable by Government will be significantly low. However it
has to be noted that if sale is attempted on an as-is-where-is basis without
restructuring, the sales realisation could be much lower on account of possible
discounts which could be attached by the buyer.

Scenario 5
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In the last option, Government could close down the unviable mining operations
in Bihar and disinvest $1% immediately to a strategic partner on the basis of an
intemationally competitive bidding process. This level of disinvestment will fetch
about Rs. 340 crores. After meeting the expenditure towards the closing down
of the unviable mmming operations in Bihar of Rs. 100 crores, it would still result
in a net inflow of Rs. 240 crores. If further proceeds from disinvestment are
added, the above figure would be higher.

Recommendation

While HCL continues to be the only integrated copper producer in the
country, significant capacities based on imported concentrates are expected
to be added in the medium term in the private sector. In addition, import
duties on copper products have been lowered and copper imports
decanalised since 1992. Thus, the markets are expected to become fully
contestable. Therefore the Commission reiterates HCL’s classification as
non-core as recommended in its First Report.

In additon, the Commission is of the view that there is an urgent need to cut
operational costs in HCL. The company is already in the process of closing
down some of its unviable mines. The Commission suggests that this matter
should be expedrted and the company should take the earliest possible decision
n this regard. This will reduce the fixed costs and in turn lower the break-even
level of LME copper prices for the company. However, the smelting operations
at 1CC in Bihar which employs about 1000 people could continue its operation
on the basis of either imported concentrates or sourcing additional concentrate
from the Malanjkhand mines.

In order to enable the mines closure, it is proposed that the company formulate
an imaginative VRS on the lines suggested in Part A of this Report. The
Commission estimates the overail cost of this closure to be around Rs. 240
crores However, if the closure is done in a phased manner, the immediate costs
of closure of a few mines is estimated to be in the region of Rs. 100 crores. The
funds required for this purpose could be temporarily funded from the proposed
Disinvestment Fund as recommended by the Commission in its First Report.

In the past, HCL's long term borrowings have been mostly funded by
Government by way of budgetary support. Inspite of concessional rates, HCL
has deferred payment of interest although it has been making a provision in its
books. As at March 31, 1997 the loans amounted to about Rs. 175 crores while
the interest arrears were about Rs. 141 crores The company has submitted a
financral restructuring proposal to Government.
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It is therefore, clear that it is extremely vital for the medium term viability
of the company that the expansion project at Khetri should be taken up and
completed immediately. The company has been making efforts to raise the
resources required from the market. However, the rather dismal financial
performance during FY 97 would make raising funds from the market
rather difficult.  Since the company cannot afford any delay in the
implementation of the project, the other altemnative would be for the company to
look to Government for these resources and raise a part of it also from the market
backed by Government guarantee. As of now, this contingency has not been
dealt with by the company. From the above analysis, it emerges that the options
before Government are:

1. HCL may implement the Khetri smelter expansion and Malanjkhand
mine expansion projects as also restructure the ICC mining operations
by clesing down unviable mines along with VRS to the affected
employees. After the completion of these projects, which may take about
two years, Government may select a strategic partmer for the company
through an open and competitive bidding process after suitable pre-
qualification of bidders offering bim 51% of the equity of the coampany,
Government may also disinvest 23% of the equity through an offer of
shares in the domestic market to institutions, small investors and
employees. Government may retain 26% equity in the company, keeping
in view the importance of the copper mining operations in Malanjkhand
and some of the ICC mines. The implications of this option however are
that in view of the poor financial performance of HCL in the last two
years, Government may have to contribute to the extent of nearly Rs. 200
crores as additional equity/loan besides extending guarantee to the
company’s market borrowings to the extent of Rs.400 crores for
implementing the khetri and Malanjkhand projects.

2. The other option for Government would be to select a strategic partner
straightawnay and offer him 51% of the equity. The restructuring of the
mining operations in the JCC may however be finalised, including the
VRS to the affected employees, before such partnership, as this would
facilitate better response from prospective partners besides enhancing
the value of Government shareholding. After the completion of the
expansion projects, Government may disinvest further 23% of the
equity in the domestic markei to institutions, small investors and
employees Government may retain 26% equity in the company for the
reasons already mentioned above. In this option, the budgetary demands
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on Government are totally eliminated, except support to the VRS as
applicable to all PSUs.

The Commission recommends that Government should counsider these
options and take a decision with the least possibie delay. The future of the
company is dependent vitally on the immediate implementation of the
expansion project and any delay will lead to the company turning sick over
the next two years, especially in view of the current depressed copper prices
in the LME.

In order to conduct the strategic sale, the Commission recommends that the
Standing Empowered Group appoint Financial Advisers/Consultants in order to
value the company for fixing a reserve price. The procedure for appointing
Financial Advisers for strategic sales and conducting the sale has been outhined
in Pant B of the First Report of the Commission (pp 38-40). The Financial
Adwvisor may also consider the financial restructunng package submitted by the
company and suggest alternatives.

236



2.2Pawan Hans Helicopters Limited

Evolution

Pawan Hans Helicopters Limited (PHL) was incorporated in 1985 for
providing helicopter services primarly to meet the requirements of Oil &
Natural Gas Commission Ltd. (ONGC). In India, the primary requirement of
helicopter service for commercial purposes came from the oil sector. Before
PHL was set up, ONGC’s requirements were met by foreign companies which
resulted in large outflows of foreign exchange.

PHL was set up as a joint venture, Government and ONGC contributing 51%
and 49% of the total capital respectively. However, due to conversion of
unsecured loans 1n FY 94 and further infusion of equity by Government, its
holding went up to 78.5%. The shares of PHL are not listed on any stock
exchanges.

Industry Analysis

Comumercial helicopter service is relatively unique as this is normally used
where other modes of transport are not economically viable or the nature of

* service is urgent. Globally, helicopters are used commercially for emergency

" medical services, fire fighting, corporate charters, tour operations, information

gathering, traffic watch, agriculture, construction, oil & gas pipeline industries

etc.

In India, helicopters are primarily used for oil exploration and agrospraying
unlike the wide usage of helicopters globally. The oil sector is the biggest
user in  India accounting for more than 80% of the total demand as shown n
the table below:

Table 1 Usage pattern (%)

Service Share in Share in
Global Indian
demand demand

Charters 25 7

Public Services/Safety/fire fighting 15 0

Emergency Medical Service 9 0

Qil & Gas support 8 80

Agriculture 6 8

Others 37 5

Total 100 100
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In the Indian market currently 79 helicopters are operational. Depending upon
their seating capacity, these helicopters can be classified as light and ultra light
(2-7 seats) medium (10-15 seater} and heavy category ( greater than 24 seats).
Out of the total helicopters in operation, 65% are in the light and ultra light
category while 33% are in the medium category with only 2% in the heavy
category. The charter operators own 44 heticopters while the balance 35 are
owned by Corporates and State Governments.

The demand trom the private sector exploration companies is difficult to
estimate at this point of time because private investment in this sector is still in
the nascent stage. Similarly, the demand for helicopters in the tourism sector
has not yet built up as the sector needs market development. In the corporate
charter segment, the helicopters are owned by the corporates themselves.
However, there are some sectors like the Mumbai region, Calcutta-Haldia
region where there is potential for such services. Overall, it is expected that
around 15-20 helicopters will be added in the light category in the next five
years to cater to these sectors.

Apart from PHL, the other major company in India is Mesco Airlines which
operates 8 helicopters. It is also understood that Mesco Airlines and another
private company, Sahara Airlines are planning to expand the fleet strength
over the next 5 years.

The key success factors in this industry are the availability of skilled
manpower for flymg and maintenance, infrastructure facilities for maintenance
and high standards in service quality. There are no major entry barriers in the
industry. The capital costs of the smaller helicopters are not high. But full
utithsation or availability of long term charters are crucial for profitable
operations. Helicopter import which was on the restricted list till FY 91 was
subsequently moved to special import licences and has been put under OGL
from FY 95

The pricing in the industry operates on two structures viz. long term contracts,
through fixed monthly rentals and hourly revenue. The fixed rental covers the
fixed expenditure, while the hourly revenue covers variable costs. Secondly in
the case of corporates and tounsts charters, single hourly tanff is charged
which is expected to cover both fixed and variable costs.

Business Analysis
PHL denves about 85% of its operating revenue from the services provided to
ONGC . Apart from this. PHL also provides services to State Governments,



PSUs, Customs Department, and also operates on charters for corporates and
tourists. The company a fleet of 27 helicopters as below: °

Table 2 Details of fleet and their current deployment

Helicopter Type No.of Deployment
Helicopters

Dauphin Medium (11-14 seater) 20 11 with ONGC 1 each
with Punjab state,
Arunachal state,
Lakshadweep, Min. of
Home Affairs & Vaalco
Energy 4 maintenance
reserve

Beli Light (4-5 seater) 3 2 with customs deptt.
1 tourist charter

Robinson Light (4-5 seater) 2 1 with Oil India
1 _with ONGC

M1 172 Heavy (24+ seater) 2 Both idle at present

Total 27

Apart from its own fleet, PHL operates and maintains 5 helicopters belonging
to State Governments, Gas Authority of India Limited, Border Security Force
and Punj Llyod. PHL has set up maintenance facilities at Delhi and Mumbai
for servicing its own fleel as well as other helicopters.

The details of PHL's operations for ONGC are given below:

Table 3 _Total Flying hours of PHL and ONGC’s share

Year Total Fiying Hours ONGC’s Share
FY 92 18,012 88.7%
FY 93 16,998 90.9%
FY 94 18,812 86.4%
FY 95 19,242 85.4%
FY 96 19,213 85.5%

Since inception, PHL has been getting the ONGC business on a captive basis.
Even ONGC’s requirements of heavy helicopters were catered to by PHL
through contracting from private operators. In FY 97, there was a change in
ONGC’s chartering policy. The company invited global tenders for
deployment of heavy duty helicopters (M1 172) instead of routing it through
PHL. PHL on the other hand, had purchased these machines for meeting
ONGC’s requirements. The bid was won by Mesco Airlines which resulted in
PHL’s machines lying idle. The company is presently looking for alternative
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deployment of these helicopters. Similarly, in the medium range, the PHL
fleet is deployed with ONGC but the situation may undergo a change if the
latter were to float a global tender for this category also.

Between FY 87 and FY 89, PHL acquired 21 Westland helicopters from the
UK which developed a senies of operational defects over a period of time.
Following this, the entire fleet was grounded. They were re-introduced in FY
9] after.modifications. However at this point of time, it was found that the
operating costs of these helicopters had gone up significantly. Moreover it was
also felt that the operations of the Westland fleet were still unsafe. Efforts
made to sell these machines have not been fruitful so far. Though the funds
for the purchase of these helicopters were received by Government as a grant
from the Overseas Development Authonity (ODA), Govemment on lent this
amount to PHL in the form of a loan. As on March 31,1996, PHL has a loan
outstanding to Government to the extent of Rs.130.9 crores towards this
purchase and an interest liability of Rs.220 crores. Based on this, PHL has
claimed tax deduction on this interest liability. In case the company gets a
waiver of both interest and principal, there will be a tax liability of Rs.124
crores.



Financial Analysis

The financial performance of PHL over the past five years is indicated in the
table below:

Table 4 Financial Performance

(Rs. crores) FY9% |FYos |[Fy o4 FY 93 | FY92
Operating Income 111.8 97.6 93.1 889 | 7.
Operating Profit 7.6 18.4 19.1 18.8 15.6
Non-Operating Income 449 36.6 383 324 ns
Profit after Tax 47.8 40.7 323 26.0 12.)
Equity Capital 113.8] 1138 113.8 50.0 50.0
Tangible Networth 2370{ 2076 175.6 1249 | 1370
Gross Margin (%) 6.8 18.8 20.5 21.1 21 4
Net Margin (%) 428 417 34.7 292 16.6
ROCE (%) 1.2 20 - - -
RONW (%) 20.2 19.6 18.4 20.8 8.8
Eamings per share (Rs.) 420 3.58 2.84 5.20 242
Dividend (%) 7 7 6 5 -

PHL follows the globally accepted accounting practice of creating a
maintenance reserve from the profit and loss account every year. The repair
and maintenance expenditure is then charged to this account. The
appropriation to this reserve is based on the manufacturer’s recommendation.
Currently, PHL allocates about 45-50% of the cost of sale every year into this
reserve. However, the actual expenditure has been lower by 25-30% every
year resulting in an accumulation of Rs.90 crores in the maintenance reserve.

Employment costs are the next important element in the total costs which
accounted for 10-15% of cost of sales over the past five years. This has gone
up substantially duning FY 96 due to the revisicn in salaries of employees and
the consequent payment of arrears and gross margins bave consequently
substantially declined.

PHL has made significant investments in unsecured inter-corporate loans. The
company has advanced loans to Instrumentation Ltd and to Hindustan
Photofilms Ltd. which were later referred to BIFR. As a prudent accounting
measures, PHL has been providing for these loans and these are expected to
be fully provided by FY 97.

PHL’s non-operational income is significantly high due to investments in
public sector bonds which was Rs 102 crores as at March 31, 1996. This has
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resulted in substantially higher net margins when compared with the gross
margins from operations.

Strengths and Areas of Concern

Strengths

Largest helicopter fleet operator PHL is the largest helicopter fleet operator
in India. There is only one other private company operating helicopters. PHL
is therefore well positioned to capitalise on the emerging opportunities. The
company is planning to enter into areas other than oil exploration like tourism,
corporate charter etc.

Own maintenance infrastructure PHL has maintenance infrastructure in Delhi
and Mumbai and can maintain all types of helicopters. These facilities help
the company to provide improved service qualities.

Areas of Concern

Over dependence on one customer  85% of its total operating revenue is
linked to one customer, viz. ONGC. With ONGC inviting tenders for the
helicopter services, PHL’s status as the sole provider is under threat.

Ageing Fleer The PHL fleet is relatively old. Replacement of these helicopters
will involve huge capital expenditure

Competition As the entry barriers are low, a number of private operators are
expected 1o enter this business The industry is expected to become
fragmented.

Skilled manpower A key success factor is the availability of skilled manpower
for operations and maintenance. With the current pay scales in PHL, the
company will find it difficult to retain the skilled manpower.

Recommendation

As has been mentioned earlier, PHL was set up as a joint venture company
between Govemnment and ONGC for meeting the latter’s requirements. The
operations and profitability of PHL are directly linked with the business
contracts with ONGC. Due to various reasons, ONGC has started inviting
global tenders for the deployment of helicopters against the earlier policy of
depending on PHL. The operations of PHL may come under further strain if
ONGC plans to extend its tendering process for all its requirements.

The Commission reiterates the classification of PHL as non-core as the

company operates in competitive markets in which the private sector has »
a presence.
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An important factor which may affect the financial strength of the company is
the amount due to Government on account of Westland helicopters. However
it may be noted that the funds advanced to PHL for purchase of the Westland
helicopters by Government were in the form of loan while the same was
received by Govemnment from ODA as a grant. As the whole transaction was
undertaken by PHL at the behest of Government, the Commission
recommends writing off the Westland loans together with the accrued
interest appearing in the books of PHL. Upon writing off the loan with
interest, Government could realise Rs. 124 crores in the form of tax as
the company had claimed the interest payable on the loan amount to
Government as tax deductible.

As PHL derives 85% of its operating revenues from serving the o1l exploration
activities of ONGC, the Commission recommends that Government shoutd
first offer its shareholding to ONGC so that PHL could become its
subsidiary. This transfer of shares is expected to be mutually beneficial.
In the event that ONGC is not interested, the Commission recommends
that the Government sells its entire holding of 78.5% to an investor. In
order to conduct the sale, the Commission recommends that the Standing
Empowered Group appoint Financial advisors/Consultants in order to value
the company for fixing a resenve price. The procedure for appointing financial
adwvisors for the sale and conducting the sale has been outlined in Part B of the
First Report of the Commission ipp 38-40).
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2.3 Power Grid Corporation of India Limited

Evolution

The Power Gnd Corporation of India Limited (POWERGRID) was set up in
1989 for the purpose of construction of Extra High Voltage AC and High
Voltage Direct Current Transmission Lines, Sub-stations, Load Dispatch
Centres and Communication Facilities in a co-ordinated and efficient manner
to move large blocks of power from central generating agencies and surplus if
any, from State Electnicity Boards (SEBs), to load centres within and across
the geographical Regions with rehiability, security and economy.

The basic need for setting up such a centralised system arose on account of
the multiphaity of central and joint venture power generation companies such
as National Thermal Power Corporation (NTPC), National Hydro Power
Corporation (NHPC), North Eastern Electric Power Corporation (NEEPCO),
Newvelr Lignite Corporation (NLC), Nuclear Power Corporation (NPC),
Damodar Valley Corporation (DVC), Bhakra Beas Management Board
(BBMB) etc. and for meening other requirements relating to the planning,
construction, operation and maintenance of transmission lines and sub stations
for the evacuation of power in a centralised and co-ordinated manner. The
multiphicity of organisations and ownership resulted 1 numerous operational
and commercial problems 1n actual operations of the regional grids. In order
to eliminate the operational and commercial problems and ensure bener
integrated operations of Regional Grid Systems, it was considered necessary
10 have a centralised pooling of all transmission lines and substations.

The share capital of POWERGRID as at 31st March, 1996 was Rs.2992 24
crores and the entire equity capital is held by Government.

Industry Analysis

The power sector in India 1s principally regutated by the Indian Flectricity Act of
1910 and the Electricity Supply Act of 1948 which recognises generation and
distnbution as distinct activities and not transmission. There has been efforts by
the Govenment to correct this anomaly by issuing an ordinance recognising
transmission as a distinct activity. However, till date transmission is stifl bundled

with generation and distribution.

The Indian power sector is organised at three levels - the States, the five regions
and the Centre. At the State level, the SEBs are the main entities which

undertake power generation, transmission and distribution.
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At the regional level, the main organisations are:

1. Regionat Electricity Boards (REBs) whose principal function is to act as the
forum for regional planning; and

2. Regional System Co-ordinating Centres (RSCCs) which provide a dispatch
function at the regional level by issuing instructions to the central generating
stations and to the State Load Dispatch Centres (SLDC) and Communication
Centres.

At the Centre, the principal agency is the Ministry of Power (MoP) which
governs the power sector in India. MoP has an advisory arm namely Central
Electnicity Authonty (CEA) which generally carries out technical analysis on
matters on which MoP has to issue formal notifications.

The Electricity (Supply) Act, 1948 gives statutory powers to CEA, the central
generating companies and SEBs. Some of the important statutory powers/roles
vested in these agencies are as follows:

» All investments above a notified level, in the electricity sector have to be
approved by the CEA
Tanff setting powers for Central generating companies are vested with MoP
Central and State Governments have wide powers to issue directives in their
respective jurisdictions

¢ REBs and RSCCs have powers to issue instructions on system operation and
require licensees and generating companies to follow these instructions

* CEA acts as an appellate authority for the resolution of disputes.

Most organisations in the power sector are either owned by the central or state
Governments or a combination of the two. The terms of agreement between the
companies have normally been not on commercial considerations. The price
determination responsibility rests with CEA and based on its advice, the MoP
issues notification. The Electricity (Supply) Act, 1948 places regulatory powers
in the MoP/CEA at the Central level and in the SEBs at the State level. Even
though CEA has been armed with statutory powers, given its role as advisor to
MopP, it 1s difficult to enforce compliance on the issue of tariff fixation. Thus, this
system of tariff fixation has not enabled the healthy development of the industry
as a whole.
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Role of POWERGRID

POWERGRID is the only organisation which has been assigned with the task of
transmission of power in the country. The role of POWERGRID as it stands
today is still fluid and has to evolve over a period of time. In its present form, the
roles could be three-fold viz. providing transmission lines, ensuring the reliability
of the system and dispatching power from central generating units.

Role as a transmission scrvice provider The primary function of the regional
transmission service is to provide a high voltage network connecting the major
generating stations and main load centres. The extent of POWERGRID’s role
depends on:

e The degree to which POWERGRID takes on responsibility for planning and
operating the network as opposed to just constructing and maintaining assets
in accordance with contractual obligation and

» Where POWERGRID takes a decision making role, the scope of the regional
network for which it has this responsibility.

Role as a dispatcher In the role as a economic dispatch agent, the range of roles

POWERGRID could take up as the operator of RSCC are:

» POWERGRID acts as the dispatcher for the whole region and it has the
dispatch authority on all plants operating in the region

* POWERGRID is responsible only for the dispatch of the plants of the Central
generating compamies and the SLDC are responsible for the dispatch of the
individual generating units in the State.

Role as an agency ensuring System reliability  Ensuring System reliability
would involve a multitude of tasks which would include:

Deciding on operational reserves and on emergency procedures

Operation of transmission network

System monitonng

Operational planning, including scheduling of planned maintenance and
operation policy.

Business Analysis

The company's current operations primarily involve development and
construction of transmission assets and operating and maintaining them.
POWERGRID has completed the consolidation process of taking over of
transmission systems from central and Centre-State joint venture organisations
viz. NTPC, NHPC, NEEPCO, NLC, NPC etc. alongwith related manpower. The
company is in the process of augmenting the power systems for improved co-
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ordination in the operation of regional grids. As a part of total integrated system
operation, POWERGRID will establish power pools to facilitate the exchange of
power between States and Regions, thus leading to the formation of the Nationa)
Power Gnid. In this regard, POWERGRID started by taking over the Southern
Region RSCC on Ist January, 1994 and all other Regional RSCCs were taken
over by January, 1996,

The planning and construction of the new transmission lines are included in the
five year plans and are undertaken by several entities at the Centre and State
level. Typically before making any large investments, POWERGRID would
have to obtain two streams of clearances viz. techno-economic clearance from
CEA and PIB/CCEA clearance like any other PSU, which are complex and time
consuming. The details of the total transmission system under operation and
under construction by POWERGRID are given in the following table:

Table 1 Transmission System

Transmission Lines (Circuit Kms)

Under Operation | Under Construction
HVDC 1630 580
400 KV 16575 8390
220KV 4495 1270
132 KV 700 400
Total 23400 10640
Sub-stations
Nos. 47 14
MVA 15334 4410

The operating performance of a transmission company is measured on the basis
of availability of the transmission system and the number of trippings per line
which are attributable to the transmission company. The following table gives
the operating performance of POWERGRID over the past three years:

Table 2 Operational Performance

[Fy94 [FY9s [FY9s
Availability of Transmission System
Target (%) 978 978 97.8
Actual (%) 976  |980 [983
No. of Trippings
Standard 84 7.0 55
Actual 6.2 43 44
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When compared with international utilities such as National Grid Company of
UK, Bonneville Power Admn. USA, Eskom of South Africa etc., the operating
performance of POWERGRID has been quite satisfactory.

Financial Analysis
The financial performance of POWERGRID for the past five years is indicated in
the table below

Table 3 Financial Performance

Rs Crores) FY 96 FY 95 FY 94 FY 93 FY 92
Operating Income 9763 804 8 645.) 6312 213
Operating Profit 7881 666.2 5420 5388 -194
Profit after Tax 276.0 2254 2026 236 5 -1.8
Equity Capital 29922 129722 | 2889.1 18452 | 61.1
Tangible Networth 41588 37349 3378 8 2068 S 41.5
Gross Margin (%) 807 828 840 854 -9.1
Net Margin (%) 283 280 314 375 8.5
ROCE (%) 57 54 62 84 -0.7
RONW(%) 6.6 6.0 6.0 114 44
Eamings per Share (Rs) 092 0.76 0.70 1.28 -
Dividend (%) 0.33 0.17 017 0 0

The company was incorporated in FY 90, and the operations commenced in FY
93. FY 94 was thus the first full year of operation and hence the figures in the
above table are strictly not comparable across the years.

POWERGRID eams its revenue through transmission charges. These charges
are calculated so as to earn a 12% retum on equity (ROE) based on normative
parameters. The computation of the taniff takes into account a number of factors
such as depreciation, interest on loan capital, O& M expenditure etc. In the
computation of the tanff, the debt to equity ratio is taken as 1:1 regardless of the
actual debt to equity ratio of the project. However, over the last three years, the
company’s actual rate of ROE remained low at 9.2% for FY 96, 7.6% for FY 95
and 7% for FY 94. The principal reason for the same is due to non inclusion of
capital work-in-progress in the pricing formula for the purpose of calculating
ROE. It may be noted that as on March 31, 1996, the capital work-in-progress
of POWERGRID amounted to about 56% of the total gross block of Rs. 5500
crores.

The main elements of operating costs for POWERGRID are employee costs,
power costs and admimistrative expenses which have remained steady over the
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last three years. As a result, the operating margins have also been at a steady
level at about 80% during the same period. However, due to high interest costs
and depreciation (about 20% and 33% respectively of the total income in FY 96)
the net margins of POWERGRID have generally been low.

Even though the levels of receivables has declined from 236 days in FY 94 to
212 days in FY 96, the absolute amount increased from Rs. 421 crores to Rs. 564
crores. Al these amounts are due from SEBs and more than 56% of the same is
due for over six months. Keeping in view the mounting receivables, Government
of India has instructed all SEBs to open Letters of Credit for receivables of all
Central sector power utilities. This is expected to bring down the level of
receivables for POWERGRID. Simitarly, an appropriation of the Central Plan
Appropriation (CPA) amounts due to the SEBs towards the receivables of the
Central sector power utilities was agreed to by Government in FY 94. This has
resulted in reduction of receivables of POWERGRID to some extent.

Areas of Strengths and Concern

Strengths

Predictable Revenue Stream  As the 1anff stream of the company is a cost plus
taniff, the nsks associated with the vanability in this revenue is low. The tarff
and the returns associated with each project can be predicted virtually at the time
of commisstoning the assets

High level of operatng efficiency The operating efticieney of POWERGRID is
comparable with other intemational transmission companies. Even though.
currently the retumns are not linked with the operating efficiency, there is an
mherent strength in the company to improve its future eamings as and when the
tanffs are linked with the operating efficiency.

Professional expertise. POWERGRID was formed by taking over all
transmission assets alongwith the trained manpower from the central power
generating companies. This has resulted in pooling of expertise in the field of
power transmission.

Areas of Concern

Regulatory Risks The taniff for the company would be set by the MoP  Thus
under the administered price regime, power being an important input in the
development of the economy, there is a tendency to keep down the tariff in order
to make it available at low cost to the consumers Under the current industry
structure, any increase n tanff mandated by MoP 1s being resisted by the SEBs,
owing to their nability to pass it on to their consumers, even if they are
statutorily required to accept this tanff.
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Low levels of return  The tariff structure and the retum levels applicable to
POWERGRID do not allow it to earmn returns commensurate with the nisks faced.

High levels of receivables The poor financial condition of most of the SEBs is a
source of concem as they are the sole purchasers of the services of the company.
However over a period of time there has been an improvement in the level of
receivables due to action initiated by the MoP.

Recommendation

POWERGRID has suffered in the past due to heavy locking up of funds on
account of works in progress. These relate to transmission lines constructed and
kept in readiness by POWERGRID but not used commercially on account of
delays in completion of generation projects, particularly in the hydro-electric
sector This mismatch between completion of transmission projects and
generation projects would need to be eliminated through better co-ordination
among all the concerned agencies. There are also some instances of transmission
lines remaining unutilised or underutilised because of the poor distribution
mfrasiructure at the end of the State Electricity Boards. This is particularly true
of sectors like the North East where POWERGRID has not realised transmission
revenues m proportion to the capital expenditure incurred on account of the lower
volumes of power actually transmitted over these lines.

In view of the uniformly poor financial health of the State Electricity Boards,
POWERGRID has had problems of realising its dues. This is a problem which is
likels to continue for some time and would adversely impact POWERGRID’s
profitabulity.

POWERGRID has been pressing for a revision of the formula for fixing
transmission charges. In particular it has been pressing for an upward revision of
ROE from the current 12% to 16%. An early decision from Government on this
new tanff fixation formula will have a bearing on POWERGRID’s profitability
and its attractiveness to potential investors.

Huge investments are called for to strengthen the transmission infrastructure in
the country. This has been estimated at Rs. 56,000 crores. POWERGRID
would need to raise such resources from the market either through debt
mstruments or through equity issue. In view of Governments inability to pump in
additional equity to meet such requirements, the alternative would seem to be to
1denufy sectors wherein transmission lines could be established by private parties
through a Butld, Own Operate, Transfer (BOOT) arrangement.
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From the above analysis, it would emerge that POWERGRID operates in
an extremely strategic ares of infrastructural activity and, therefore, it is a
core PSU. The entire sector is also in need of considerable reform covering
a wide gamut including infer-alia co-ordinated action among all the players,
establishment of proper systems and effective implementation thereof and
finally commercial orientation of all the players in the system. While
Government is seized of these problems, it may take a few years before all
the reforms are put in place and the system is given proper commercial and
market orientation. The Commission is of the view that until this is
achieved, POWERGRID may not be able to attract the right kind of
response frem institutional or other investors to consider disinvestment. The
Commission is also of the view that the long-term potential of the company
once the entire electricity sector is fully restructured is high and any
premature disinvestment might result in considerable undervaluation of the
shares of the Company. The Commission, therefore, recommends that
disinvestment in POWERGRID need not be considered for the time being.
The requirements of the transmission sector in the short to medium term
could be taken care of by commercial borrowings by POWERGRID to the
extent required and implementation of select transmission projects through
BOOT arrangements.
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2.4 Shipping Corporation of India

Evolution

The Shipping Corporation of India (SC]) was incorporated on October 2, 1961
by the merger of the Eastern and Western Shippimg Corporations through an Act
promulgated in that year. At that time, SCI had a fleet predominantly of liners
with an aggregate capacity of 0.19 million dead weight tonnage (dw1). Curreritly,
it owns 122 vessels aggregating 5.44 million dwt and operates practically in all
areas of the shipping industry. It also operates cargo and passenger vessels
owned by other Government agencies.

SC] operates under the admunistrative control of the Ministry of Surface
Transport. Earlier, Government had disinvested in two tranches in FY 92 and FY
94 aggregating 19.88% of the equity of Rs. 282.3 crores. The share holding
pattem as at March 31, 1997 is given below:

Table 1  Shareholding Pattern

Shareholder category % holding
Unit Trust of India 11.74
Other MFs GIC, LIC 583

FIls and Retail Investors 231
Government 80.12
TOTAL 100.00

SCT's shares were listed on the Bombay Stock Exchange in 1993 after the first
tranche of disinvestment. However, trading has generally been infrequent and
volumes quite low as the free float available in the market is quite limited. On a
par value of Rs. 10, the closing share price of SC1 was Rs. 51 on July 31 1997,

Industry Analysis - International scenario

The global shipping industry can be segmented on the type of cargo being
transported. As on January 1, 1996, the total tonnage deployed was estimated at
718 million dwt. Out of this, 72% of the tonnage was deployed in bulk camnage
of goods (crude oil, coal, iron ore, grains, etc.) and 18% of the tonnage was
deployed i the liner trade including the break bulk (small packages) segment.
The balance was deployed in specific segments such as passenger ships, gas
carmiers, and other specialised vessels. In terms of freight revenues, container and
general cargo vessels generate a much larger quantum of freight than bulk
carners as most of the high value items are shipped through the former category
of ships.
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Globally, the shipping industry is frazmented and most shipping companies are
relatively small. Many ships owned by the same owners are legally owned by a
single purpose company set up with the specific objective of owntng the vessel.
Over one third of the world fleet is beneficially owned by the developed
countries but are registered in “flags of convenience™ countries like Panama,
Libena, etc. for tax advantages and considerable flexibility in manning the
vessels.

Globally, the demand for shipping services is dependent on the fevel of economic
activities. trade linkages between various regions, the availability of tonnage and
the vagaries of the climate. Given the cyclical nature of these factors, the
shipping industry is in tum, cyclical. Typically, each cycle lasts about five to six
years. However within the shipping industry, some segments such as the crude
tanker segment are relatively less volatile when compared with the dry bulk
camage.

Indian Shipping Industry

_ As on 30th June 1996, the Indian fleet comprised 477 vessels aggregating 11.57

+million dwt. When compared with the global pattemn of ownership, Indian
shipping companies generally own all the ships within the fold of the same
company. Among the important ship owning nations India ranks 17th in the
world. The Indian merchant fleet constitutes about 1% of the world's total fleet
in terms of numbers and 1.5% of the cargo carrying capacity.

In terms of dw1, the SCI fleet is the largest and accounted for about 47% ot the
total tonnage the balance 53% being distributed among 79 companies in the
private sector. In the private sector, four large shipping companies i.e. Great
Eastern Shipping, South India Shipping, Essar Shipping and Chowgule Shipping
own about 24% of the Indian fleet. Thus, nearly three-fourths of the Indian fleet
are owned by these five compamnies.

A little over 95% of India’s foreign trade, in terms of volume and 77% in terms
of value, are transported through ships. While the volume of overseas trade has
shown a steady mcrease, the share of Indian ships in the carriage of national
trade has been declimng mostly due to the inability of the Indian shipping
compames to acquire tonnage to maich the volume of overseas trade. This trend
is expected to continue in the future mainly on account of the inability of Indian
shipping companies to access the foreign debt market in accordance with the
noms specified by Government.
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Most countries in the world provide incentives 1o their shipping industry by way
of tax rehef, low interest loans, and cargo support, as shipping is seen to be of
strategic importance for safeguarding national trade interests as well as providing
a second hne of defence for the country. In India, Government had been
extending soft loans through the Shipping Development Fund in the eighties and
also provided other incentives by way of investment allowance, incentive to
investors, etc. Increasing budget deficits in the nineties have compelled
Government to withdraw these incentives. In addition, .the Minimum Altemative
Tax has been made applicable to shipping companies also. However, as far as
dry bulk cargo is concerned, Indian shipping companies have cargo preference,
provided the Indian operator matches the lowest bid offered by a foreign
operator. In the case of crude oil imports, the public sector SCI is preferred over
private sector and foreign lines.

Business Analysis

On the basis of the type of vessels operated, SCI has three operating divisions:
the Bulk and Tanker (B&T) division, the Liner and Passenger Services (L&PS)
and the Techmcal & Off-shore Services (T&OS). The division wise performance
as at March 31, 1996 is shown in the table below:

Table 2 Division wise Performance in FY 96

[ Division Vessels Tonnage Revenue Op. profit
(Number) % {Rs crores) | %o Share (Rs crores) | % Share
B&T 77 83 1504.3 71 2497 98
L&PS 35 10 5873 27 -3.3 -1
T&0S 10 2 373 2 85 3
Total 122 100 21289 100 254.9 100

As can be seen from the above table, the B&T division is the main stay of SCI’s
operations with a contribution of about 98% of the operating profits in FY 96.
Within this division, crude o1l carriage contributed nearly 50% of the operating
profits and about 37% of the operating profits for the company as a whole. The
crude o1l fleet of SCI is mainly engaged by the Oil Co-ordination Committee
(OCC) on a Contract of Affreightment (CoA) on a cost-plus basis. Under the
CoA, SCl s responsible for transporting a specified quantity of crude between a
specified sources and destination over an agreed period of time. Almost three-
fourths of India’s imports are made on FoB basis and the carriage from the port
of export to India has to be aranged by the importer. Thus, SCI acts as the
captive fleet of the Indian oil industry and carries a predominant share of crude
for the country. '
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Under the cost-plus method, the charges for crude oil transportation are fixed by
Government on-the basis of a formula which takes into account the return on the
capital invested on the ship. This method of computation of the freight charges
have generally been advantageous to the company when compared with the
method of computing time charter rates. These arrangements have ensured
returns and have, in addition, minimised the volatility of the company’s eamings
which is a characteristic in the shipping industry.

However, the dismantling of the administered pricing mechanism in the oil
sector could lead to the withdrawal of the cost plus arrangements of SCI with the
OCC. SCI's monopoly in the transport of crude could be thus open to
competition. In such an event, the o1l industry will charter vessels on a globally
competitive basis, but the charter rates are expected to be higher than the
international prevailing rates due to infrastructural bottlenecks in the Indian ports.
Hence, while competition would reduce the deployment advantage of SCI, the
dependence of the oil industry on SCI is expected to continue in the long term.

Financial Analysis
The financial performance of the company is presented in the table below:

Table 3 Financial Performance

(Rs.Crores) FY9 [FY95 [FY94 |[FY9 |FYO92 |
Operating Income 21770117736 1 1555.9 [14773 | 13583
Operating Profit 6550 14813 3881 347.1 309.2
Profit after Tax 3233 (2013 1674 143.] 1091
Equity Capital 2823 |2823 [2823 12823 |2823
Tangible Networth 1273.1 [ 10120 | 841.7 7196 16170
Gross Margin (%) 30.1 271 250 235 228
Net Margin (%) 14.8 11.4 10.8 9.7 8.0
ROCE (%) 152 11.4 10.8 10.9 10.5
RONW(%) 28.3 217 214 214 15.0
Earrungs per Share (Rs)) [ 1145 | 713 593 5.07 3.86
Dividend (%) 20 15 15 10 6

Despite the cyclical nature of the industry, income from operations have
exhibited consistent growth partly due to the deployment of a substantial part of
SCI’s new fleet on a cost plus basis. Further, the diversity of the fleet has helped
SCI to withstand changes in business cycles in individual segments In addition,
SCI was able to control direct operating costs These measures have helped to
improve profitability at both the gross and net levels.
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Shipping companies generally maintain a high level of cash in order to play on
the asset markets. In order buy ships at the right time, SCI has maintained about
Rs. 560 crores in deposits with Financial Institutions and about Rs. 200 crores in
bank deposits. Interest on these funds account for about 20% to 25% of the total
income

Inspite of these cash assets, the geanng of SCI is high at 1.80 when compared
with other major- Indian Shipping companies. With the proposed expansion /
replacement of the fleet in the ninth five year plan to be funded through
predominantly debt sources, the gearing is likely to go up further.

Areas of Strength & Concerns

Strengths

Assured Returns on Crude Transport  India’s imports of crude oil are carried by
SCl through a Government policy which favours the company over other
operators. In addition, the cost plus pricing mechanism under the APM assures
returns to the company.

Diversified Fleet The company has expanded its operations to practically all
areas of shipping. This diversified fleet will enable the company to withstand the
proposed deregulation of the oil sector wherein the monopoly position of SCI is
likely to be open to competition

Ability to borrow in the International Markets SC) has been able to successfully
tap the international markets for its borrowing requirements. The company has
been able to secure these funds at competitive rates.

Areas of Concern

Large Capital Expenditure Outlays The average age of SCI ships is about 14
years and considenng the economic life of these ships, they are due for
replacement over the next five years. Consequently, SCI is planning a massive
replacement programme of its existing fleet. This is proposed to be funded
through a combination of debt and equity funds amounting to Rs. 5600 crores.
Overmanning of Vessels As per SCJ’s own estimates, the current crew strength
is about 65% more than its requirements. However, at the current levels of
attrition and negligible additions, SCI expects the crew strengths to fall to
optimum levels in the next few years.

Recommendation

SCI’s crude tanker tonnage constitutes about 60% of the total tonnage of the
Company’s fleet and curreatly transports about 70% of the domestic imports of
crude to the country. The operations are of strategic importance as India will
continue to import crude in the future too. With the commissioning of refinery
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capacities in the private sector over the next two-three years, the total level of
imports of crude is expected to increase. Unless the company adds substantially
to its fleet of crude tankers in the same period, it is expected that the share of SCJ
in crude transport will come down in the future.

SCI’s dry bulk and specialised carrier tonnage constitutes about 30% of the tofal
tonnage of 57.6 million tonnes. In FY 95, foreign vessels had a dominant share of
82% of the total trade in this segment, while Indian vessels accounted for the
balance 18%. Within the share of Indian vessels, SCI’s market share was 44%
with the balance accounted by the other major Indian shipping companies. With
the relative inability of the Indian shipping companies to expand their fleet to
take advantage of the increased trade in the coming years, the share of foreign
vessels i this segment is likely to increase further. In line with this trend, SCI's
share is also expected to come down in the future.

Excepting the crude carriage operations, where the company has been
enjoying a preference, SCI operates in competitive markets both locally as
well as internationally. Alse, the oil sector is expected to be de-regulated,
over a period of time. The preferential treatment for SCI in crude carriage
is likely to be replaced by competition from both Indian and foreign vessels.
Increased presence of other shipping companies will, in turn make this
segment more competitive and a majority share holding directly by
Government may thus not be required.

At this stage, the issue of the long term ownership of the company needs to be
addressed. Government has already disinvested about 20% of the equity, mostly
to UTI, LIC, GIC, Mutual Funds and others.

However, SCI’s crude carriage operations are important for the country’s
refinery companies both in the public and private sector. The Commission is of
the view the refinery companies could constitute a core group of stable
shareholders in SCI who would benefit from equity linkages with a vital
supplier of services. This will be in line with the intemational practice wherein
almost all major oil companies own sizeable tanker fleet to cater to their
requirements.

The Commission has noted that the company has a fairly large capital
expenditure programme of about Rs. 5600 crores over the 9th Five Year Plan
which is aimed at part replacement of the existing fleet as well as adding new
ships. The company plans to raise about Rs. 550 crores from the equity markets
and borrow about Rs. 3800 crores from the international markets. The balance is
proposed to be funded through intemal accruals.
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While considering disinvestment in SCI, therefore, three important issues
need to be kept in mind.

* Government receipts from disinvestment need to be maximised both in
respect of extent of disinvestment and the price to be realised for the
shares.

o The strategic role of SCI in the transport of vital supplies of crude and
other petroleum products would need to be sustained.

¢ SCI would need to tap the equity market for raising resources for its
fleet replacement and expansion plans and Government disinvestment
should not constrain this in any manner.

The disinvestment strategy in SCI would need to harmonise all these objectives.

The Commission recommends that Government should disinvest in SCI in
favour of the Qil Refinery Companies. 30% of the equity of SCI may be
offercd to 10C, HPCL, BPCL, CRL and MRL in proportion to their net
profits. In addition, 10% could be offered to the private sector and joint-
sector refineries. In the event that this offer is not accepted by the private
sector refineries it may be offered to the public sector refineries in the
manner already indicated. The prices at which the SCI shares are to be
transferred to the refineries may be determined through a valuation
exercise to be undertaken by a specially appointed Financial Adviser. The
provisions of the Substantial Acquisitions and Take-over Regulations of
SEBI will have to be complied with, if applicable. Through this transaction,
Government share holding will come down from the current level of 80% to
about 40%.

By following the above course of action, Government receipts on disinvestment
would be quite significant. Even though Government’s direct holding in the
company falls below 50%, the oil PSUs and others would be holding 30% and
constitute a group of stable shareholders. At the same time, thanks to the
reduction of Government holding and the induction of representatives of the user
PSUs, the Board of Directors of the Company will acquire a more professional
character and the company could be managed more commercially and
professionally.  The investor perception of the company would improve
considerably and the share value of the company would be enhanced
significantly.
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With this proposed transfer of Government shares to the oil refineries, the direct
Govemment holding will fall below 51% and SCI will be run as a Board
managed company. As a first step, the Commission recommends that the
Board of SCI be broad-based by inducting a few non-executive Directors
from the relevant disciplines. At the same time, the composition of the
Board should also reflect the shareholding of the company and all refinery
companies who hold a part of the equity should be represented on the
Board. ’

After the disinvestment, SCI could tap the equity market to raise about Rs.
550 crores. SCI1 should in the first instance make an equity offer in the
Indian market to the institutional investors through a domestic book
building process. In the next stage shares may be offered to the small
investors and employees in the domestic market at a discount of 10% over
the institutional price. Thereafter, SCI may make an offer in the overseas
market through a global boek building process. The quantum and timing of
these issues may be determined by the Board of Directors taking into
account the industry conditions and the requirement of funds for the
expansion project. Even at current share prices, the combined holding of
- Government and the oil refineries will be considerably above 51% after this
public issue.
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PSUs referred to the Commission

First List - September, 1996

SL No.

NG00 O B W N -

Name of the PSU

Air India

Bharat Aluminium Co. Limited

Bharat Earth Movers Limited

Bharat Electronics Limited

Bongaigaon Refinenes & Petrochemicals Limited
Container Corporation of India Limited
Engineers India Limited

Fertiliser & Chemicals (Travancore) Limited
Garden Reach Shipbuilders & Engineers Limited
Gas Authority of India Limited

Hindustan Aeronautics Limited

Hindustan Copper Limited

Hindustan Latex Limited

Hindustan Zinc Limited

Hotel Corporation of India Limited

HTL Limited

IBP Co.Limited

India Tourism Development Corporation
Indian Petrochemical Corporation Limited
ITI Limited

Kudremukh Iron Ore Co. Limited

Madras Fertilisers Limited

Mahanagar Telephone Nigam Limited
Manganese Ore (India) Limited

Modern Food Industnes (Ind:a)Limited
National Alumintum Co.Limited

National Fertilisers Limited

National Hydro Power Corporation

National Thermal Power Corporation Limited
Neyveh Lignite Corporation Limited
Northern Coal Fields Limited

Oil India Limited

Ol & Natural Gas Corporation

Pawan Hans Helicopters Limited

Power Gnid Corporation of India Limited
Rail India Technical & Economic Services Limited
Shipping Corporation of India Limited
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BALCO
BEML
BEL
BRPL
CONCOR
EIL
FACT
GRSEL
GAIL
HAL
HCL
HLL
HZL
HCIL
HTL
IBP
ITDC
IPCL
ITI
KIOCL
MFL
MTNL
MOIL
MFIL
NALCO
NFL
NHPC
NTPC
NLC
NCF
oL
ONGC
PHL
POWERGRID
RITES
SCl



38 South Eastern Coal Fields Limited SECF

39 Steel Authonty of India Limited SAIL

40 Western Coal Fields Limtted WCF

Second List - March, 1997

1 Hindustan Vegetable Oil Corporation Limited HVOC

2 Nepa Limited NEPA

3 Electronic Technology & Trade Dev. Corpn. Limited ET&TDC

4 Hindustan Prefab Limited HPL

5 Ranchi Ashok Bihar Hotel Corporation Limited RANCHI-ASHOK
6 Pyrities, Phosphates & Chemicals Limited PPCL

7 Central Electronics Limited CEL

8 Engineering Projects (India) Limited EPIL

9 Utkal Ashok Hotel Corporation Limited UTKAL-ASHOK
10 Rehabilitation Industries Corporation Limited RICL
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Appendix 11
MINISTRY OF INDUSTRY
{Department of Public Enterprises)
RESOLUTION
New Delhi. the 23rd August. 1996

No. 11013/3/96-Admn.—In pursuance of the Common Mimmum Programme of the United Front. Govemment
hereby constitutes a Public Sector Disinvestment Comimussion. initially for a penod of three vears.

2.

4.

s,

The composition of the Commission will be as follows -~

W N

e

Shn G V. Ramakrishna. Full-time Chairman
Shni Dipankar Basu. Pan-tme Member

Shrt M R R. Nair. Part-time Member

Dr. Suresh Tendulkar. Part-ime Member
Dr. D.M. Nanjundappa. Part-ime Member

The Commussion will have a full-ime Secretary who will be appointed separately. Shri P. Shankar
appointed Member Secretany vide Government of India Notificaton No. 13/20/96-EQ(SMI)
dated 13th November. 1996.

The broad terms of reference of the Commussion are as {oliows :—

IL.
I

IV,

V.

VL

VIL

To draw a comprehensive overall long term disinvestment programme within 5- 10 vears for the
PSUs referred to 1t by the Core Group.

To determine the extent of disinvestment (total/partial indicating percentage) in each of the PSU.
To prionuse the PSUs referred to it by the Core Group i terms of the overall disinvestment
programme.

To recommend the prelerred mode(s) of disinvestment (domestic capital markets/international
capital markets/auction/private sale to identified investors/any other) (or each of the identified
PSUs. Also 1o suggest an appropnate mix of the various alternatives taking into account the
market conditions

To recommend a mix between primary and secondary disinvestments laking into account
Govemment's objective. the relevant PSU’s funding requirement and the market conditions.
To supervise the overall sale process and take decisions on instrument. pricing. timing. etc. as
appropnate.

To select the financial advisers for the specified PSUs to facilitate the disinvestment process.

VIIL To ensure that appropriate measures are laken during the disinvestment process 1o protect the interests

X

X

XI

X1l

of the affected emplovees including encouraging emplovees’ participation in the sale process.

To monitor the progress of disinvestment process and take necessary measures and report
periodically to the Government on such progress.

To assist the Government to create public awareness of the Government's disinvestment policies
and programmes with a view to developing a commitment by the people

To give wide publicity to the disinvestment proposals so as 1o ensure larger public participation
in the shareholding of the enterprises: and

To advise the Government on possible capital restructuring of enterprises by marginal investments,
if required. so as to ensure enhanced realisation through disinvestment.

The Disinvestment Commussion will be advisory body and the Government will 1ake a final decision
on the companies to be disinvested and mode of disinvestment on the basis of advice given by the
Disinvestment Commission. The PSUs would implement the decision of the Government under the overall
supervision of the Disinvestment Commission.

The Commussion white advising the Government on the above matters will also take into consideration
the 1nterests of stakeholders. workers. consumers and others having a stake in the relevanmt public sector
undertakings.

S. TALWAR
Joint Secretary
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PART A






1. GENERAL ISSUES AND RECOMMENDATIONS ON
DISINVESTMENT

Review of Progress in Disinvestment

In its Fourth Report, the Commission had indicated, in the form of a
Statement, the action taken by Government on its recommendations contained
in its first three Reports. Since then, some more decisions have been
announced by Government on the specific recommendations of the
Commission as well as in continuation of ongoing public sector reforms.
The Commission has taken note of the progress so far in implementing the
recommendations of the Commission in its four Reports and once again it
is presented in the form of a Statement.

Table 1 General Recommendations

Recommendations Government Action
Establishment of Disinvestment According to Government
Fund (1:3.1) communication Fund set up

in September, 1996. Details
as regards scope or purpose
not available.

Formation of Standing Empowered Core Group Empowered as
Group (1:4.1) recommended

Guidelines on-Offer of Sale-Book Book building followed in
building for domestic and GDR GDR issues

issues (1:4.2)

Guidelines on selection of Accepted

Intermediaries (1:4:3)

Retailing PSU shares to small Accepted

investors & employees (1:4.4)

Recommendation on joining Accepted

NSDL (II:1)

Revamped Voluntary Retirement Decision Awaited

Scheme-Employee Pension cum
Insurance Scheme (I1:1) & (IV:1)
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Table 2 Corporate Govemnance : All PSUs (Other than Navratna Category)

Recommendations for all PSUs

Government Action

* Professionalising the Board by induction of
non-executive directors to be chosen by PESB
(1:3.4)

Govt. to broadbase Boards of 97 PSUs by
inducting at least three non-official part-time
Directors and the number of such Directors
should be at least one-third of the total strength
of the Board. These Directors would be selected
by Search Committee comprising of Chairman,
PESB; Secretary, DPE; Secretary of the
Administrative Ministry, and some eminent non-
official(s).

Provision for Elected Directors (1:3.4)

* Selection of Top Management (1:3.4)

% Salaries and Incentives for Top Management
(1:3.4)

Decision Awaited
Decision Awaited
Decision Awaited

* Autonomy in Price Fixation (1:3.4)

Decision Awaited

* Accountability (1:3.4)

Accepted

* Setting up of Pre-Investigation Board (1:3.4)

Decision Awaited

* Strengthening the Investor Interface (I:3.4)

Deciston Awaited

Moderate Performers
* Powers to dispose of Assets (1:3.4)

* Freedom of Investment within gertain limits
(1:3.4)

Decision Awaited

To incur capital expenditure on new projects,
modemisation, purchase of equipment etc. upto
Rs.300 crores or equal to their networth
whichever is lower for category I PSUs# and
Rs. 150 crores or upto 50% of their networth
whichever is lower for Category II PSUs#.

Strong Performers
* Powers to form Joint Ventures (JVs) (1:3.4)

[# Category I PSUs - PSUs who have made
a profit in the last three years continuously
and pre-tax profits should have been more
than Rs.30 crores or more in at least on of
the three years and should have a positive net
worth. Category II PSUs - PSUs who have
made profit for the last three years
continuously and should have a positive net
worth]

* Full freedom with regard to Investments (1:3.4)

To establish JVs and subsidiaries in India -
Should be limited to Rs. 100 crores in any one
project, should not exceed 5% of the networth
of the PSU in any one project or 15% of the
networth of the PSU in all JVs/subsidiaries put
together for Category I PSUs and Rs. 50 Crores
in any one project, should not exceed 5% of the
networth of the PSU in any one project or 15%
of the networth of the PSU in all JVs/
subsidiaries put together for Category II PSUs.

To incur capital expenditure on new projects,
modemmisation, purchase of equipment etc. upto
Rs.300 crores or equal to their networth
whichever is lower for category I PSUs, and Rs.
150 crores or upto 50% of their networth
whichever is lower for Category I PSUs,
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Table 2A Corporate Governance :

Eleven Select PSUs (Navratana Category)

Recommendations for Strong Performers

Government Action

* Professionalising the Board by induction of non-
executive directors to be chosen by PESB (1:3.4)

Gowvt. to broadbase Boards by inducting in the first
instance at least four non-official part-time Directors
and the number of such Directors should reach at
least one-third of the total strength of the Board
within six months. These Directors would be selected
by Search Committee comprising of Chairman,
PESB. Secretary, DPE. Secretary of the
Administrative Ministry; and some eminent non-
official(s).

* Provision for Elected Directors (1:3.4)
* Selection of Top Management (1:3.4)
* Salanes and Incentives for Top
Management (1.3.4)

Decision Awaited
Decision Awaited
Decision Awaited

* Autonomy in Price Fixation (1:3.4) Decision Awaited
* Accountability (1.3.4) Accepted
* Setting up of Pre-Investigation Board (1:3.4) Decision Awaited

* Strengthening the Investor Interface (1:3.4)

Decision Awaited

* Freedom of Investment (I:3.4)
* Powers to dispose of assets (I:3.4)
* Powers to form Joint Ventures (I:3.4)

Accepted

Decision Awaited

The PSUs have been allowed to set up financial
joint ventures and wholly owned subsidianes in India
or abroad subject to (1) an equity limit of Rs. 200
crores in any one project, (2) 5 percent of the
networth of the PSU in any one project and (3) 15
percent of the networth of the PSU in all joint
ventures/ subsidianes together. However, for entening
into technology joint ventures and stratégic alliances,
the PSUs have to adhere to guidelines to be issued
by Government from time to time.




Table 3 Specific Recommendations for 19 PSUs

Recommendation

Government Action

Modem Food Industries India Limited (MFIL) (I:5.1)
Sale of entire Govemnment shareholding on an as-is-
where-is basis

Decided to reduce Government shareholding in
Modem Foods from present 100% to 50% in Phase
1

Gas Authority of India Limited (GAIL) (1:5.2) -25%
disinvestment through GDR

Autonomy under Strong Performer Criterion
Implement TL Sankar Committee
Recontmendations

24 84% (210 million) shares disinvestment through
GDR
Granted Autonomy under “Navaratna Status”

Implemented

Indian Tounism Development Corporation (ITDC)
(I:5.3) Handing over the hotels located in prime
locations to established hotel chains to run on long
term structured contract on lease cum management
basis. The hotels in other locations may be demerged
into separate companies and Government to sell
100% of its equity in those new companzes.

Decided to appoint global adviser to evaluate four

options as identified by Core Group

» Acceptance of the Disinvestment Comnussion's
recontmendations

o Acceptance of the view of the Ministry of Tourism
(limiting disinvestment upto 49%)

o Reduction of Govemment shareholding to 50% in
favour of strategic partner

o Reduction of Government shareholding to less than
50% in favour of strategic partner

Bharat Aluminium Company Limited (BALCO)
(I1:2.1) Immediate disinvestment of 40% of the equity
to a strategic partner with an agreement to dilute
Government holding to 26% through public issue
within 2 years. The Government to disinvest its
balance holding of 26% in full at an appropnate time
in future’

Accepted

Bongaigaon Refineries and Petrochemicals Limited
(BRPL) (I1:2.2) Strategic sale of 50% of Government
holding with an agreement to further dilute to 26%
or below through public offer at a later date.

Decided to appoint global adviser to evaluate two

options

o Disinvestmént Comumission’s recommen- dations
for a strategic sale

o Ministry of Petroleum’s suggestion of merger of
Oil India and BRPL to make it a integrated ol
company and disivest Governmerit holding tv 50%
or below in the merged entity

HTL Limited (HTL) (11:2.3) 3 options for

disinvestment -

o Sale of 100% shares in HTL alongwith Tl in the
process of Strategic Sale

o 50% of shares of HTL may be offered to a strategic
partner through a global competitive bidding

e if none of the above options Is feasible, straight
sale of assets of the company through competitive
bidding

Core Group broadly endorsed the recommendations,
however waiting for the views of the Telecom
Commission.




Table 3 Specific Recommendations for 19 PSUs (Continued)

IT! Limuted (ITI) (IT:2.4) hinmediate reduction of
nanpower through VRS and hiving off the Defence
Division in Bangalore and merge with Bharat
Electronics Limited followed by strategic sale of 50%
of the shares with an agreement to reduce the
Govemment holding to 26% through public offer to
Indian institutions, smail investors and employees
later

Core Group broadly endorsed the recommendations,
however waiting for the views of the Telecom
Commission.

Madras Fertilisers Ltd (MFL) (I1:2.5) Recommended
to imtiate negotiations with National framan Oil
Company (NJOC) to change the tenns of agreement
which would permit sale of 50% of the shares in the
company to a strategic partner

Approval for negotiations with NIOC along the lines
suggested by the Commission

Manganese Ore India Limited (MOIL) (11:2.6) -
No immiediate disinvestment

Accepted

Container Corporation of India Limited (CONCOR)
(1H1:2.1) -10 million shares offer to institutional
investors and public and at a later stage the company
could go in for fresh issue of 12 5 million shares
thereby reducing the Govt's shareto 51%

Disinvestment of 6 million shares approved along
with fresh 1ssue of 12.5 million shares - Distnbution
of issue between domestic and intemational market
to be based on the market conditions

Kudremukh Iron Ore Coinpany Linuted (KIOCL)
(H11:2.2) Strategic sale of 30% and induction of the
strategic partner in the management. There should
be an agreement with the strategic partner for further
dilution of Govemment equity to strategic partner
and public offenng within 2 years.

Decided to appoint global adviser to adwvise the
Mintstry of Steel and KIOCL on disinvestment and
strategic sale.

Mahanagar Telephone Nigam Limited (MTNL)
(1H:2.3) - 60 million shares in GDR market and 28.3
nuthon shares in domestic market through book
building

Financiaily restructure - by formation of a new
company for raising funds for DoT

Grant of Autonomy under Strong Performer Criteria

Disinvestment of 47 million shares along with fresh
issue of 60 million shares - Distnbution of issue
between domestic and intemational market to be
based on the market conditions

Decision Awaited

Granted Autonotny under “Navaratna Status”

Oil India Limited (OIL) (M1:2.4) - Disinvestment and
Company’s PO only after company’s prospects are
clearly established through the outcome of
exploration activities in the North Bramhaputra area
and Govemment's policy on APM

Accepted

Oil and Natural Gas Commission Ltd. (ONGC)
(111:2.5) -Disinvestment after the organisational
changes are in position and Govemment's policy
on APM

Accepted




Table 3 Specific Recommendations for 19 PSUs (Continued)

Rail India Technical & Economic Services Ltd | Accepted
(RITES) (I:2.6) - No disinvestment

Hindustan Copper Limited (HCL) (1V:2.1) - Two | Decision Awaited

options suggested :

e HCL to implement the expansion programme
and also restructure the [CC mining
operations by closing down mines through
VRS. Afterwards, Govemment to divest 51%
of its holding through a strategic sale. The
balance 22% to be disinvested through offer
of sale to domestic institutions, small investors
and employees

o Immedigtely disinvest 51% through a strategic
sale and after restructuring and expansion,
disinvest balance 22% through offer of sale to
domestic institutions, small investors and
employees

Pawan Hans Helicopters Limited (PHL) [ Decision Awaited

(IV:2.2) - Recommends wniting off the Westland

loans together with interest. Offer the entire

Govemment holding to ONGC. If ONGC not

interested, sell the entire holding of Government

to an investor.

Power Grid Corporation of India Limited | Decision Awaited
(POWERGRID) (I1V:2.3) Disinvestment only
after entire electncity sector is fully restructured.

Shipping Corporation of India Ltd (SCI)| Decision Awaited
(IV:2.4) Government to disinvest 40% of its
holding to oil refineries, (30% to public sector
and 10% to private sector refinenes). This can
be followed by the company’s own equity
raising,

Arising out of this, the Commission would like to make the following
general observations :

Firstly, the Commission considers the establishment of the
Disinvestment Fund to be extremely vital to the credibility and social
acceptability of the disinvestment process and hence towards building
a general consensus in the country in its favour. Government has
communicated that a Disinvestment Fund was set up in September,



1996 - prior to the Commission’s recommendation. However, in the
view of the Commission, what is currently sought to be done is merely to
earmark a small portion of disinvestment proceeds towards restructuring
schemes of PSUs and specific VRS proposals. The Commission would
reiterate that there is urgent need for Government to consider the
Commission’s recommendations fully, keeping in mind the objectives
to be achieved through the establishment of the Disinvestment Fund.
Later in this Report, the Commission has made some further remarks on
the Disinvestment Fund.

Secondly, while Government has processed the recommendations of the
Commission with regard to strategic sale of some PSUs and taken certain
decisions, there is some concern that the implementation of those
decisions could be delayed if time-limits are not laid down for the
Ministries concerned to implement the decision.

Thirdly, while the Commission welcomes the further initiative taken by
Government towards conferring autonomy to a large number of PSUs with
a view to improving corporate governance therein, it hopes that this process
will be carried forward in a comprehensive and co-ordinated manner, taking
into account the Commission’s recommendations made in its First Report.
In particular, the Commission would like to emphasise the following:

(i) The Commission has recommended autonomy for all PSUs
categorised according to their performance (1:3.4).

(ii) The Commission’s recommendations also inciude the setting up of
Pre-Investigation Board, proper incentivisation of the top
management personnel, strengthening investor interface (I:3.4) and
need for change in the perspective of audit by the C&AG and
examination by Parliamentary Committees taking into account the
changes in the commercial environment in which PSUs are now
operating (I:3.3). These need to be considered urgently by
Government, both for improving the investor perception of PSUs
as also for creating the necessary climate for the Boards of
Management of PSUs to exercise the greater powers now proposed
to be conferred on them, without hesitation or fear.



(iii) Providing representation to minority shareholders in the PSUs
where disinvestment has already taken place needs to be
stressed. To start with, Government may consider providing
such representation in PSUs where disinvestment has exceeded
25%. This step will greatly improve investor confidence in
PSUs and will help the process of future disinvestment.

Terms of Reference

The terms of reference of the Commission, as notified in the Government
Resolution No. 11013/3/96-Admn. dated 23 August, 1996, of the
Department of Public Enterprises inter-aha include the ftollowing:

Vi. To supervise the overall sale process and take decisions on
instrument, pricing, timing etc. as appropriate.

VII. To select the financial advisers for the spectfied PSUs to facilitate
the disinvestment process.

IX. To monitor the progress of disinvestment process and take necessary
measures and report periodically to the Government on such
progress.

Para 4 of the Government Resolution reads

“The Disinvestment Commission will be (an) advisory body and
the Government will take a final decision on the companmies to be
disinvested and mode of disinvestment on thc basis of advice given
by the Disinvestment Commission. The PSUs would mimplement the
decision of the Government under the overall supervision of the
Disinvestment Commission.”

The Commission has constdered the terms of reference and 1s of the
view that, in the light of para 4 quoted above, it will not be possible
for it to act on items VI and VII of the terms of reference. In its First
Report, the Commission, therefore, while recommending the c¢stablishment
of the Standing Empowered Group (SEG) recommended that the selection
of Financial Advisers, supervision of the overall sale process and
decisions on instrument, pricing, timing, etc. as per terms of reference,



items VI and VII may also be entrusted to the SEG. Government has
since taken decisions on the specific recommendations of the
Commission relating to some PSUs and entrusted implementation to
official groups. This would indicate that the Commission’s
interpretation of the terms of reference as above has been accepted
by Government. In other words, the Commission will function as
an advisory body and will not involve itself, as originally envisaged
by items VI and VII of the terms of reference, in the actual
disinvestment process itself.

The Commission in the First Report’ had also mentioned that “in order
to enable the Commission to monitor the progress of the disinvestment
process as per terms of reference IX, it is proposed that the SEG should
keep the Disinvestment Commission informed of the various steps
undertaken from time to time.” According to the Government decision
communicated to the Commission, “the recommendations of the
Commission will be processed by the Ministry of Finance through the
Core Group chaired by the Cabinet Seccretary for obtaining the decision
of the Cabinet thereon. The Core Group will also monitor the actual
process of disinvestment in each case.” According to item !X of the
terms of reference, the Commission is required to monitor the
progress of disinvestment process and take necessary measures and
report periodically to the Government of such progress. The
Commission will, therefore, continue to take note of the Government
decisions and monitor the progress of the disinvestment process with
regard to the implementation of the Government decision with a view
to maximising the benefits to the Government and the economy in
general, accruing out of the disinvestment process.

Government referred 40 PSUs to the Commission in September, 96,. and
ten more PSUs in March, 1997 (vide Appendix I). The Commission has
arranged to have diagnostic studies of all these companies through
professional consultancy firms prior to the consideration of disinvestment

in them.

However, some of the administrative Ministries have raised objections
to disinvestment in the PSUs under their purview, well after the PSUs



were referred to the Commission by Government. For instance, the
Department of Defence Production & Supplies in the Ministry of Defence
has written to the Commission that the PSUs under its administrative
control, namely, Bharat Earth Movers Ltd., Bharat Electronics Ltd.,
Garden Reach Ship Builders & Engineers Ltd., and Hindustan
Aeronautics Ltd. need not be considered by the Commission.
Government have since accepted this view and withdrawn these four
PSUs from the Commission. Again, recently, the Ministry of Coal has
expressed similar views regarding PSUs coming under its administrative
control, namely, Northern Coal Fields Ltd., South Eastern Coal Fields
Ltd. and Western Coal Fields Ltd. In respect of Air India, the
Commission understands that separate studies have been initiated by the
Ministry of Civil Aviation for restructuring the company including merger
of Indian Airlines with it.

The matter whether a PSU should be considered by the Commission
for disinvestment or not should be sorted out between the
administrative Ministry and the Core Group (SEG) before referring
it to the Commission. Government should have the prima facie
intention to consider disinvestment in a PSU before referring it to
the Commission. The Commission would then examine the PSU and
recommend to Government whether there should be disinvestment, and
if so, the timing and the modalities thereof. Once a PSU is referred
to the Commission, the concerned PSU and the administrative
Ministry concerned should be directed to co-operate fully with the
Commission. In the absence of such clear understanding on these
issues, the Commission’s time and effort and Government resources,
will be needlessly wasted as has happened in the case of the seven
PSUs referred to earlier. Pending clarifications by Government, the
Commission is unable to proceed further with the examination of
the three PSUs under the Ministry of Coal.
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Among the 50 PSUs so far referred to the Commission, there are some
which are subsidiaries of PSUs. These are :

Table 4 Holding companies

Name of the Subsidiary Holding Company
e Hotel Corporation of India Ltd Air India
® Northern Coal Fields Ltd.
® South Eastern Coal Fields Ltd. Coal India Ltd.
® Western Coal Fields Ltd.
e Ranchi Ashok Bihar Hotel
Corporation Ltd. ITDC
e Utkal Ashok Hotel Corporation

The shares in such subsidiaries are held by the PSUs and not directly
by Government. Disinvestment per se would relate to sale of shares held
directly by Government. The case of subsidiaries, therefore, should not
normally come under the purview of the Disinvestment Commission.
Government have also recently clarified that the off loading of shares
in such subsidiaries would be decided by the Boards of Management
of the concerned Public Sector holding company and in future would
not be referred to the Commission. In so far as some of the
subsidiaries have already been referred to the Commission and the
Commission has also completed the studies with a view to examining.
them for the purpose of disinvestment, the Commission would be
making recommendations in those cases even if proceeds from
disinvestment of shares by the holding companies may not accrue
directly to Government.

Disinvestment Fund

In its First Report, while recommending the offer of sale in GAIL, the
Commission had mentioned that the price and the exact timing may be
decided by the SEG depending on market conditions. In its
recommendations for offer of sale in MTNL. made in the Third Report,
the Commission also reiterated among other things that the appropriate
timing of the sale of shares will be decided by SEG keeping in view

the market conditions.
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These recommendations relating to market conditions have to be read
along with that for setting up a Disinvestment Fund made in the First
Report. It was pointed out that the separation of disinvestment proceeds
from the other non-debt capital receipts in the Budget will prevent the
short-term budgetary compulsions from obscuring the long-term benefits
of disinvestment in loss making PSUs; and will help in highlighting the
seriousness of the fiscal and revenue deficits and can compe!l actions
to deal with them in the context of raising current revenues, and/or
curtailing current expenditure.

The essence of the Commission’s recommendation is the delinking
of disirvestment from the annual Budgetary exercise. Budget-driven
disinvestment will have to be made under compulsion of the
budgetary time-frame and may not allow the sales to be timed to
suit favourable market conditions. Selling under the compulsion of
the budgetary time-frame would encourage investors to bid lower
prices particularly when market conditions turn unfavourable. The
setting up of the Disinvestment Fund into which proceeds can be
put in as and when disinvestment takes place would enable
Government to undertake disinvestment at the most opportune
moment in the market.

The Commission would, therefore, suggest that in the light of the
foregoing considerations, it is important to take an early and clear
decision on the structure and utilisation of the Disinvestment Fund on
the lines recommended in the First Report of the Commission.

Strategic Sales - Some Issues

Strategic sale is one of the modalities recommended by the Commission
to achieve disinvestment of Government shares in non-core PSUs. A
strategic sale would involve selling a substantial stake in a PSU along
with management control to a bidder who would complement the existing
strengths of a PSU with a view to imparting long-term viability. The
Commission has favoured an initial transfer of shares to the selected
strategic buyer to the extent of 30 to 50% of equity and within an
agreed time-frame, further dilution of Government equity through a
combination of public offer and offer to the joint venture partner to
enable him to acquire controlling interest in the company. The
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Commission has proposed that Financial Advisers be appointed to draw
up the terms and conditions for inviting bids from potential strategic
buyers with appropriate prequalifications. In its first four Reports, the
Commission has recommended strategic sales as a mode of disinvestment
in the following Companies : ITI, HTL, KIOCL, BALCO, ITDC, MFIL,
BRPL, HCL & PHL. Government have since accepted either wholly or
in part the recommendations of the Commission in respect of BALCO,
BRPL and KIOCL and indicated that Financial Advisers would be
appointed to pursue action therefor. It is important at this juncture to
further elaborate on some aspects relating to strategic sales.

(1) It is essential to clarify the role of Financial Advisers in this
context. The appointment of Financial Advisers has been
recommended for arriving at a proper valuation of the assets of
the PSU and fix a realistic value of the shares to be offered to
the strategic buyers; to finalise the terms and conditions of the
bid to be invited from prospective strategic buyers; to arrive at
norms for prequalification of bidders; and finally to advise the
Government on the evaluation of bids received. The Commission
while making recommendations takes due account of all the relevant
factors specific to the PSU as well as general market conditions
in the industry in which it is operating. Its PSU specific
recommendations are given after careful deliberations, consuitations
and a close examination of the different options before the PSU
in the light of its past performance and future prospects. The
Financial Advisers therefore are expected to advise and assist
in the implementation of the decisions of Government on the
recommendations of the Commission on strategic sale of select
PSUs. Their role is not to evaluate the disinvestment options
as recommended by the Commission. This needs to be clarified
while appointing Financial Advisers and settling their terms of
reference.

(2) The essence of the strategic sale modality is the identification of
a suitable strategic buyer who would contribute the required
strengths to the PSU for its future viability and sustained operation
in an increasingly competitive industrial environment. Such
strengths could be in the areas of Finance, Marketing or
Technology. The importance of prequalification of bidders, as
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3)

(4)

stressed in the Second Report, arises from the need to select
a suitable strategic buyer who could add to the existing or
potential strengths of the PSU in any one or more of the areas
identified as vital to the PSU’s future and to avoid entry of
others who may have intentions of merely reaping short-term
gains.

After the strategic buyer has been identified, there is need for
entering into an agreement with him spelling out the manner in
which the control of the PSU would pass from Government to
him. Initially, there would be an offer of a substantial stake in
the PSU, to the extent of 30 to 50% as_recommended by the
Commission at the price determined on the basis of the competitive
bidding. In order to assure the strategic buyer that eventually
Government would withdraw from the PSU, it is necessary that
the agreement should spell out the details, including the time-
frame, for further dilution of Government share holding.
However, even at the time of the initial induction of the
strategic huyer, Government should entrust management control
to him as already recommended. The agreement should also
spell out clearly the medium-term and long-term strategy of the
strategic buyer to strengthen and improve the viability of the
PSU.

Continued Government presence in the PSU with significant share
holding exceeding the holding of the strategic buyer even as a
transitional arrangement would deter prospective bidders. The
Commission, therefore, recommends that Government may
keep its direct share holding below the level of the investment
being offered to the strategic bidder by divesting some portion
of its equity to institutions such as multilateral financing
institutions, private Equity Funds, Mutual Funds and a few
select PSUs who have business interest in the particular PSU
being disinvested. Such sales would be at the same price as
that paid by the strategic bidder. This will improve the
response to Government’s invitation for strategic partnership.

As already recommended by the Commission, 5% to 10% of
the equity should also be earmarked for allotment to employees
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(5)

under the existing SEBI guidelines as also to a trust under an
appropriate Employee Stock Option Scheme (ESOP).

The response to strategic sales will also improve if Government
takes some immediate action towards restructuring the PSU
concerned. Immediate financial restructuring including waiver
of past long standing loans, arrears of interest and penal
interest, if warranted under particular circumstances of a PSU,
should be undertaken. Also where ever the PSU has a problem
of an unviable workforce size, it would be useful for
Government to undertake essential rightsizing through VRS
before inviting the offer for such strategic sales. The
Commission, in its earlier Reports, has already given its suggestions
for making VRS effective and attractive. Among other things,
Government needs to announce a suitable long-term VRS with
stable terms so that workers concerned have a clear idea of
the compensation they would receive. Secondly, the Commission
has also proposed that the VRS should be reformulated to
combine the features of a monthly payment, an annual payment
and insurance in the long-term interests of the employees opting
for the scheme. Thirdly, the PSU concerned needs to be
assured of the funds required for implementing VRS. The
Disinvestment Fund proposed by the Commission will take care
of such assistance to the PSUs. Fourthly, for those employees
who may not opt for the pension scheme but would like to set
up a commercial venture with the lumpsum VRS payment, the
management of the PSUs in collaboration with organisations like

" the Industrial and Technical Consultancy Organisation in the

State should organise a counselling service so that they may
be properly guided as regards alternative investment options
like establishing a small business venture or retraining to seek
alternate employment. Both these measures, namely, financial
restructuring and implementing the revamped VRS would maximise
the returns to Government through strategic sales. If financial
restructuring and VRS were to be left to the new strategic buyer,
it is likely that he would discount the value of the shares being
sold to him to take care of these measures and such discount could
actually be higher than the cost to Government in undertaking them
prior -to sales.
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Audit of Disinvestment Transactions

Disinvestment in PSUs by Government over the last five years has
attracted considerable public attention, especially after reports of audit
of such transactions were completed by the C&AG and submitted to
the Parliament. Experience world wide has shown that in spite of all
the conceivable procedural safeguards, in retrospect it i1s possible to
conclude in some cases that some of the disinvestment procedures could
have been improved. In order that disinvestment is implemented
ultimately in the best interests of the public, while at the same time
establishing a proper environment for decision making, it is essential
that audit of each disinvestment by the C&AG is conducted
thoroughly, expeditiously and with the involvement of professionals
familiar with the working of the industry and the capital markets.

The need for expeditious completion of audit cannot be exaggerated.
Disinvestment is a continuous process of learning as it has been observed
in other countries. Delayed audit of performance would not serve this
useful purpose of improving the disinvestment process and maximising
the gains therefrom to the public exchequer. It would be desirable that
such audit should be carried out within six months of the completion
of the disinvestment transaction, This would ensure that, the people
involved in the transaction would be available for examination at
a time when their memory would be fresh with regard to the action
taken and decisions arrived at soon after the disinvestment
transaction under audit. Also an early availability of audit reporis
on past transactions would provide opportunities for improving the
quality of processing subsequent disinvestment transactions. Similarly,
involvement of professionals with full knowledge of the working of
the industry and the capital market in the process of audit is
extremely vital. Tbis would enable the process of audit to identify
any deficiencies in decision making and in implementation of these
decisions while, at the same time, protecting the officials concerned
against action for bonafide decisions under conditions prevalent at
that time. This would improve the confidence of all concerned and
enable the right kind of approach, attitude and commitment for
implementing the disinvestment decision objectively and expeditiously
in the ultimate interest of maximising the gains from disinvestment.
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PART B






2. SPECIFIC RECOMMENDATIONS
2.1 Engineers India Limited

Evolution

Engineers India Limited (EIL) was established in 1965 in collaboration
with M/s Bechtel Corporation, USA mainly to establish consultancy
capabilities in India with respect to petroleum projects such as refineries,
oil field development and oil and gas pipelines.

Over the last three decades, the growth of EIL can be divided into four
stages. In the first stage, EIL responded to the needs of the market by
diversifying into new areas of business such as offshore exploration
structures, oil/gas production systems, fertilisers, etc. In the second stage,
the company set up its own technology development and research
facilities in order to provide specialised skills in the areas of project
engineering design, tendering, procurement. In the third stage of growth,
EIL entered new markets by forming subsidiaries and joint ventures
abroad. In the last stage » during the nineties - the company has focused
on improving internal systems which has enabled it to obtain ISO 9001

The company operates under the administrative control of the Ministry
of Petroleum and Natural Gas. In FY’94, the Government disinvested
6% of the equity of Rs. 18 crores in favour of financial institutions,
mutual funds and private parties at an average price of Rs. 585. EIL’s
shares are listed on the Delhi Stock Exchange. As on July 22, 1997
the share price was quoted at Rs. 650. Due to the limited public
shareholding, the stock is illiquid with low trading volumes.

Industry & Business Analysis

Project Services & Role

EIL’s services range from pre-feasibility studies to commissioning support
for projects across a wide range of process industries (Table 1). EIL’s
competency across a range of process industries stem from the synergy
available across industries in terms of designing and engineering
practices, similarity of equipment and materials applicability of codes.
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However, EIL’s presence in a sector is based on commercial
considerations.

An analysis of the turnover of the past three years indicates that the
sectoral share of business is dominated by Refineries, Petrochemicals
and allied businesses which together constituted about 70% of the total
turnover. EIL’s role in projects may vary from that of a prime
management contractor (PMC) to that of an engineering, procurement,
construction (EPC) contractor.

Table 1 EIL’s Project Services & Role

Project Services Project Role Industries
PMC

» Project feasibility » Consultants involved from the « Refineries
feasibilty stage (to basic design,

» Basic engincering design award of contracts and subsequent * Oil & Gas
monitoring of the project),

* Detailed enginecring design operating on bchalf of client. * Petrochemicals

« In some instances consultant also

» Procurement undertakes (rather than award to » Fertilisers
another contractor) specific packages

« Construction supervision like detailed designing, construction

supervision ete. (Strictly termed as

* P’roject management services IEPCM - i ¢. engineenng, procurement

and constiuction management

« Commissioning support EPC

+  Consultant undertakes all aspects
(including engineering, procurement &
construction) of the project (or a
specific module of the project) right
from design to procurement to
construction (on a turnkey basis)

Consuitant would assist in project funding

(through its linkages with Fls)

The financial terms on which projects are awarded vary from the cost-
plus mcthod to the Lumpsum Turnkey method as shown below:
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Table 2 Financial Terms of Projects

Method Description

Cost pius or (Time plus & | Consultant is re-imbursed for the
Material plus) actual effort based on a man-hour rate
which has in-built margins

Lump sum fee The entire consultancy effort is
estimated and quoted for as one figure

Lumpsum Turnkey (LSTK) Consultant 1s responsible for
engineering, design, procurement,
construction & commissioning within
overall financial limits

In the past, most of the projects executed by EIL were on a cost-plus
or a lumpsum basis which had limited emphasis on time and costs and
therefore had low financial risks. As a consequence, margins, though
limited were protected.

On the other hand, the trend abroad is that a significant number of
projects are undertaken on a lumpsum turnkey basis (either the whole
project or the project divided into two-three modules each of which is
executed on a turnkey basis). Domestically too, it 1s expected that
LSTK would be increasingly preterred over the other methods as the
customer will benefit by way of reduced costs and on-time
implementation.

As far as the consulting companies are concerned, project execution on
LSTK basis will involve the ability to conceptualise, monitor and
implement projects by adhering to time and cost schedules. If the project
has not been properly estimated in terms of organisational effort and
time, the consulting company could face penalties. Thus, taking on large
projects on LSTK basis may be riskier for a consultancy company. In
addition, the consultant may be required to provide funds for temporary
periods during project implementation. Also the ability to arrange long-
term finance for execution of the projects assumes importance.
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In addition, strong bidding skills and strong linkages with suppliers/sub-
contractors /technology licensers will also be important. Presently, EIL’s
capability to take on projects on a LSTK basis is relatively limited. The
company is in the process of improving internal systems in order to
progressively switch over to this method.

Competition

The ongoing liberalisation programme of the Government has lead to
a redefinition of the client base in EIL’s traditional areas of operation
with a resultant impact on business. The refinery sector which was
hitherto reserved for the public sector has been opened up for private
sector participation. Unlike public sector refin¢ries, private sector
refineries are free to choose engineering consultants other than EIL.
Recently, the Government has proposed substantial autonomy to nine
large PSUs; four of these are in the Oil sector and are important clients
for EIL. With the delegation of autonomy, the driving factor in consultant
selection for these PSUs would be commercial. Thus, EIL may no longer

expect preferential treatment.

The industry has seen the entry of foreign companies such as Kvaerner
Powergas, Betchel, Flour Daniel, Chemtex, etc. in the large and mega
projects segment. Foreign consultants have been preferred in cases where
the projects have to access overseas funds.

However, EIL’s experience in handling large projects and the depth of
technical expertise is expected to help the company to face competition.
In fact, EIL currently has a good-mix of clients in the public and private
sector. The average client-wise and sector-wise break-up for the past
three years indicates that the public sector accounted for 56%, private
sector 24% with the balance 20% coming from overseas clients. Within
the public sector, the Oil sector companies comprising refining, oil and
gas, petrochemicals dominated with more than 80% of EIL’s turnover.

EIL’s acceptance with its customers - both in the public and private
sector - is quite high given its credibility, range of experience and
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expertise in handling mega projects. Industry feedback indicates that EIL
has a good. standing in the industry in terms of project management
capabilities, high quality of manpower and technical services. In the
hydrocarbon sector, the track record and the brand equity of the
company is particularly high. |

A number of significant investments are likely to take place in the Ninth
Five Year Plan in the refineries, pipelines, petrochemicals sectors both
by the public sector as well as the private sector. These .investments
present attractive growth opportunities for EIL as well as its competitors.
If EIL has to cash in on these emerging opportunities, it is imperative
that the company should prepare itself for taking on new projects on
a LSTK basis.

Access to Technology

In the majority of down stream secondary and tertiary processes (e.g.
Naphtha crackers) where technology is largely licensed, EIL has worked
with most of the major technology suppliers in the world. Typically, EIL
evaluates and recommends technologies to the client who takes the final
decision. In general, EIL’s acceptability to technology licensers has been
quite high in the past in terms of detailed design capabilities.

A new trend which seems to be emerging is that global engineering
consulting companies have started acquiring specific technologies in
order to create entry barriers. Therefore it is perceived that access to
technology will become increasingly important in future. Anticipating
these changes, EIL has already entered into strategic alliances with
specific suppliers for specific technologies. These would allow EIL to
enhance its business through access to new markets and exposure to
latest technologies. However, it is more likely to be available along with
equity participation.
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Financial Analysis

The financial performance of the company over the past five years 1s
presented in the table below :

Table 3 Financial Performance

(Rs.Crorces)

FY 96 | FY 95 |FY 94 | FY 93 | FY %2
Operating Income 260 235 224 157 105
Other Income 31 24 20 17 I3
Total Income 201 | 259 | 244 | 174 | 118
Operating Profit 83 86 85 41 25
Profit after Tax 68 60 60 29 26
Equity Capital 18 18 2 2 I
Tangible Networth 320 256 200 142 b1s
Gross Margin (%) 32.0 36.5 37 .8 259 240 ﬁi
Net Margin (%) 26.3 255 269 187 247
ROCE (%) 33.9 40.7 49 7 37.5 29 7
RONW (%) 21.3 23.3 301 20.7 226
Earnings per Share (Rs.) | 38(*) | 32(*) 302 147 259
Dividend (%) 25.0 20.0 100.0 } 1000 | 1000

(*) on enhanced equity

EIL’s income from services has shown a consistent increase in the past
five years with a sharp increase in FY’93 and FY '94. This was
primarily due to large increases in domestic income, large increases in
overseas income and a higher contribution on foreign businesses. Ell's
expenditure essentially comprises of salaries and wages paid to
employees. With most of the premises owned by the company, rental
outgo 1s relatively low. As a result, gross margins have also been quite
healthy and are above 30%. Since EIL has no borrowings, the nct
margins of the company are equally high in the region of 25%. LIL's
ROCE compares very favourably due to high level of internal accruals.
The EPS have been impressive in the past five years.
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Strengths and Areas of Concern

Based on the above business and financial analysis, the strengths and
arcas of concern for EIL are as below ;

Strengths

Strong Business Position EIL is the only Indian consultancy organisation
which is capable of taking up large and mega projects in a wide range
of process industries for execution. In addition, it 1s the only company
to have undertaken all aspects of refinery projects including basic design.
The company has thus built up an unparalleied track record and has
a high brand equity with both technology suppliers and end users.

Flexibility to work Across Areas EIL possess expertise in a wide range
of industries by availing ot the synergy available across a wide range
of industries in terms of designing and engineering practices, similarity
of equipment and materials and applicability of codes. This has helped
EIL to diversify business risk so that downturns in any one industry
would not unduly affect EIL’s income.

Human Resources EIL’s main capital 1s intellectual in nature. Among
all companies including foreign MNC consultants, EIL has the largest
manpower base which 1s rated quite high in terms of capability.

Strong Financial Position ElL. has demonstrated consistent profitability
since inception which have contributed to a high level of internal
accruals. As on date, the company has no borrowings. The reserves as
at March 31, 1997 are substantial at around Rs. 385 crores against an
equity capital of Rs. 18 crores.

Bright Growth Prospects The Indian hydrocarbon sector has been opened
up to private sector participation. This is expected to increase the level
of investments thus opening new growth opportunities for EIL.

Areas of Concern

Changing Business Scenario In the past, EIL had a near monopoly
position due to various reasons. The liberalisation measures initiated by
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the Government have brought about a change from cost plus method of
bidding to the LSTK method of project management. EIL currently does
not have enough experience in terms of bidding for projects on a LSTK
basis.

Increased Competition The entry of private sector participants in the
Refinery sector coupled with the hiberalisation measures initiated by the
Government have seen the entry of a number of established multi-
national companies into India. These companies are expected to increase
the competition levels for EIL.

Access to Technology Increasingly, global engineering consulting
companies have started acquiring specific technologies in order to create
entry barriers. Therefore it 1s perceived that access to technology will
become increasingly important in futurc. In such a scenario, EIL ability
to source technology will become important.

Recommendation

As can be seen from the above analysis, EIL 1s a profitable enterprise
and has been a consistent performer with a healthy ROCE. The
Company has played a major role in providing engineering consultancy
support to the growth of refinery and petro-chemical industries in the
country. However, the recent changes in the economy requires a long-
term business strategy that would enable i1t to build on its current
business strengths and complement them through strategic partnership,
with other capabilities to cover areas of weakness, so that it could
benefit from emerging opportunities and combat the competition of global
consultancy companies. It has also the potential to become a global
consultancy firm through such partnerships. This effort would be
necessary not merely for EIL to expand the scope of its operations in
global terms but also to sustain its position in the domestic sector. The
opening of the hydrocarbon sector for private investment will see a large
number of private sector and joint sector refinery companies coming up
and EIL will have to compete with international players to secure the
contracts on the basis of competitive bidding. Two other developments
which need to be addressed by EIL are the change in business
preference from EPC contracts to LSTK contracts and the consequent
need to access cost effective funds for project management from domestic
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or international agencies and multilateral funding agencies. EIL would
need to take urgent action to consolidate its own internal strengths and
forge a stratcgic partnership to sustain its presence in this fast changing
business environment.

Another dimension of EIL that has emerged from the analysis is its
strong manpower base. It has a large pool of qualified technical
manpower. This pool is likely to be the target of new players,
particularly the international consultancy companies and EIL has to
address HRD with positive measures, building up employee loyalty and
ccmmitment.

The field of consultancy services over the years has become increasingly
competitive. There i1s also entry of a large number of international
companies. Viewed from this angle, a consultancy company could be
said to belong to the non-core sector. Disinvestment in EIL, however,
is not viewed from the standpoint of budgetary resource-raising or
Government exiting from a sector where its presence no longer serves
a public purpose. Disinvestment in EIL is aimed at strengthening EIL
as an important domestic consultancy company which has played a
prominent role in the industrial growth of the country and is seen to
have a similar role in the vital infrastructural sectors in the future. The
Commission, therefore, recommends a mix of disinvestment modalitics
which would enable EIL to continue to function as a major
consultancy company in the field of hydrocarbons, petrochcmicals
and fertilisers as also in the new emerging sectors of power and
natural gas.

1. EIL may scan the market for a suitable strategic partner who
may be offered upto 30% equity stake in the Company
alongwith appropriate role in the management. Such a partner
should be able to add to EIL’s strengths in terms of projeci
management particularly LSTK capabilities, global acceptance
and access to international funds, without, at the same time,
eroding its strong domestic brand equity.

2. EIL mayaalso establish an Employee Stock Option Plan (ESOP)
and assign 10% equity towards this purpose. The available
models of ESOP would need to be closely studied and modified
to suit EIL’s own HRD requirements, particularly the need for
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providing incentive and motivation to the middle and top level
technical personnel.

3. 10% of EIL’s equity may be offered to public sector oil
companies, as also to SAIL, GAIL and NTPC in view of EIL’s

expertise in providing services to these companies.

4. Already 6% of EIL’s equity is with the public and this may
be increased to 24% through an offer to domestic investors, at
an appropriate time, after the strategic partner is inducted.

Through this process, Government may reduce its equity holding to
26% and maintain it at that level with a view to ensuring that EIL
retains its main character as an Indian Consultancy Company in

strategic areas.

Government may appoint a Financial Adviser to effect the strategic sale
as recommended above. The Adviser would also need to identify
strategic requirements of EIL which will form the basis of the pre-
qualification norms for the selection of the strategic partner.
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2.2 Engineering Projects (India) Limited

Evolution

Engineering Projects (India) Limited (EPIL) was established in 1970 as
“Indian Consortium for Engineering Projects” by seven Public Sector
Undertakings under the Ministry of Heavy Industry viz., Instrumentation
Limited, Heavy Engineering Corporation, Hindustan Steel Construction
Limited, Bharat Heavy Plates and Vessels Limited, Bharat Heavy
Electrical Limited, Mining and Allied Machinery Corporation Limited
and Triveni Structurals Limited. Subsequently, it became a PSU under

the same Ministry.

The company’s main line of activities include preparation of project
reports, feasibility studies, detailed engineering, supply of plants and
equipment, civil and structural work, erection, trial runs and
commissioning of operations etc. in the areas of civil and structural
work, material handling systems, metallurgical sector, chemical process
plant, environment and pollution control etc. EPIL undertakes turnkey
implementation of major industrial and infrastructural projects both in
India and abroad.

The paid up capital of EPIL is Rs. 8 crores and Government of India
(Gol) owns 98% of the total share capital with the balance being held

by the 7 PSUs.

Industry Analysis

An analysis of the income of the past three years indicates that EPIL
mainly operates in the engineering contract and civil construction sector.
Engineering contracts are driven by the level of investments in the steel
and non-ferrous metals. These industries are experiencing a slow down
in investments over the past few years. Most of these industries are
.now in a consolidation phase and new investments or investments in
modernisation and upgradation are not forthcoming. The market for
contracts is thus shrinking.

In addition, EPIL also faces tough competition from peer PSUs such
as Metallurgical & Engg. Consultants (India) Limited (MECON), DCPL

29



etc. apart from units in the private sector. Many foreign companies have
also set up their operations in India and are bidding for domestic
contracts. Thus, the level of competition in the engineering contracts
segment , is quite high. In the civil construction sector, EPIL faces
competition from peer PSUs like National Building Construction
Corporation Limited (NBCC), NPCC etc. apart from a host of medium
sized companies in the private sector.

Business Analysis

EPIL has long experience in implementing multi-disciplinary projects on
turnkey basis in India and abroad with expertise in detailed design and
engineering, quality control, project construction management etc. EPIL’s
business activities and their percentage share in the total turnover for
FY 97 is as under.

Table 1 Break-up of Business Activities

S1.No. | Sector % share
I Civil Construction 27.8
2 Engineering Contracts
+ Material Handling 36.8
» Metallurgical sector 25.0
» Water Supply & Miscellaneous 10.4
Total 100.0

The major works under civil construction handled by EPIL are integrated
townships, large public building/high rise Reinforced Concrete Cement
(RCC) structures etc. EPIL has work experience in the material handling
systems for coal, ore, food grain, fertiliser etc. EPIL has specialised
in the metallurgical sector in the arcas of Reheating & Heat Treatment
Furnaces, Electric Arc Furnaces. Processing & Finishing Lines, Lime
Kilns, Foundries etc. EPIL has also set up sugar/chemical plants, ore
benefaction plants etc. In the field of pollution control and environment
management system, EPIL has set up water supply & sewage treatment
plants, effluent treatment plants etc. for their clients.
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In order to gain a competitive edge, EPIL had from time to time,
entered into term specific and project specific collaborations with foreign
technology suppliers such Mannesmann Demag of Germany, Stein Heurtey
of France etc. Through these collaborations, EPIL could successfully
implement a number of projects involving state of the art technology
for integrated steel plants of SAIL, TISCO, Essar Steels apart from
integrated aluminium producers such as NALCO, BALCO etc. However,
most of the technological tie-ups have expired and only two
collaborations viz., one in the field of industrial lime & dolo Calcination
plants, and other in the field of setting up Nitric Acid plant and

Sulphuric Acid plant are currently valid.

The Engineering Contracts division is the only division of EPIL which
is currently profitable. This was because of all the major steel plants
and non-ferrous units have undertaken massive modernisation and
expansion programmes in the eighties. However, the business from this

segment is on the decline.

Apart from the domestic assignments, EPIL had undertaken various
project works in Iraq and Kuwait. However, due to the Iran-Iraq war,
EPIL suffered heavy losses as many of its projects which were in the
midst of completion got delayed. Payments on these contracts have not
materielised. Even though the company had completed all the projects,
there are still outstanding dues receivable from the Iraqi clients. Some
claims have already been settled against which EPIL had received bonds
issued by the RBI amounting to Rs.75 crores. Similarly, EPIL had lost
about Rs. 55 crores due to Kuwait war.

The total manpower strength of EPIL as at 31st August, 1997 was 643.
EPIL has 209 engineers, while its finance wing has 92 employees and
other services like personnel, administration have 342 support staff. The
proportion of non-technical staff to the total employee strength appears
to be on the higher side for & project consultancy organisation.
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Financial Analysis

The financial performance of EPIL for the past five years is given

below:
Table 2 Financial performance (Rs. Crores)
FY 97 |FY 96 |FY 95 | FY 94 [FY 93
Operating Income 1550 1 1250 | 1309 | 135.0 | 101.4
Operating Profit 4.8 -3.7 -8.6 -2.7 -17.2
Profit after Tax -488 | -61.2 | -66.8 | -61.6 | -59.8
Equity Capital 80 8.0 8.0 8.0 8.0
Tangible Net Worth -708.2 | -655.8 } -591.1 [ -569.7 | -508.2

Note : The ratios have not been presented as they are all negative

The company’s operating income has remained more or less constant
over the past five years. At the opcrating level, the company’s
performance 1n FY 97 improved and showed profits unlike the previous
years. However, due to incrcased burden of interest costs, the net losses
remained in the range of Rs 50 crores. The Government loans to EPIL
as at 31st March, 1997 amounted to Rs. 225 crores and the interest
accrued on the same amounted to Rs. 621 crores resulting in a total
outstanding payable to Gol amounting to Rs. 846 crores. Due to the
poor financial position, EPIL has not been in a position to pay interest
on the Government loans. Due to the above, the company has a negative
networth of Rs. 708 crores as at 31st March, 1997,

The margins in civil construction contracts has been very low because
of strong competition from both private and public sector companies.
EPIL was. making better margins on its engineering contracts but this
business is cyclical in nature. The company made consistent profits from
this sector of business during the past decade except in I'Y 96.
However, at the overall operating level, the company still made losses.

Strengths and Areas of Concern

Based on the above business and financial analysis, the strengths and
areas of concern for EPIL are as below :
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Strengths

All India presence EPIL has offices in all project sites which is spread
across the country. Its operations are controlled from four zonal offices.
This wide geographical presence has helped the company to address a
large number of clients.

Own Construction Equipment EPIL has its own construction equipment
which are depreciated fully.

Extensive network of vendors and contractors Over a period of time,
EPIL has been able to develop its own network of suppliers and sub-

contractors.

Specialised professionals Due to various technological tie-ups in the past,
the EPIL professionals have acquired experience and expertise in various

disciplines.
Areas of Concern

Surplus manpower As mentioned above, the large component of non-
technical staff has resulted in higher employee cost.

Unattractive Balance Sheet The unpaid loans together with accumulated
interest makes the balance sheet of EPIL unattractive and will limit the
ability of EPIL to raise funds from the market for new investments.

Competition EPIL is mainly in the business of construction contracts
where the company has to face competition from both private sector
and public sector. Moreover, multi national companies have already
started their operations in India.

Technical collaborations In the past, EPIL executed all projects with
the technical collaborations from world class licence holders with state-
of-the-art technologies. However all such agreements have expired.
Currently EPIL has only two technology agreements. Given the naturc
of the sector in which it operates, technology agreements with world
class licence holders is a must for sustaining future business.
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EPIL - Current Position

EPIL as it stands today does not have any significant strengths in
the area of civil construction. It has to face competition from other
PSUs. In spite of having an early presence in the Middle East
region, the company had to withdraw from these projects as a result
it had to incur substantial losses. Due to this adverse financial
performance, Government had to step in and provide budgetary

support periodically.

In the other main areas of its operations, i.e. engineering contracts,
EPIL had some strengths in the form of technical collaborations.
However, new investments in these sectors are unlikely to materialise
and EPIL may not also be able to bid for projects given its poor
financial strength.

Recommendation

EPIL was set-up at a time when major investments were being planned
by the Government in metallurgical industries such as steel and non-
ferrous metals. Its primary role was to provide engineering and
construction support to its seven promoter PSUs over a period of time,
the Government set-up other PSUs such as MECON with similar lines

of activities.

Currently, EPIL operates in the civil construction and engineering
contracts sector. This business is characterised by low entry barriers
in the form of low initial investments and the lack of any
proprietary knowledge or skill base. As a result, the number of
companies operating in the segment - both from private and the public
sector - is quite high. This high level of competition has made the
market fully contestable. On these grounds, the Commission

classifies EPIL as non-core.

The poor financial position of the company is a major cause of
concern. It is understood that the company does not come under the
purview of the Sick Industries (Companies) Act, 1985 despite erosion
of its networth many times over. The company is currently in a deep
financial crisis and given the current competitive situation, a
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complete turnaround under Government management and ownership
seems uncertain.

The commission has noted that the Department of Heavy Industry has
already obtained approval of the Government for the sale of equity upto
74% in the company to a strategic buyer. Not much headway has been
done, however, in the matter of identifying a suitable buyer. The
Commission recommends that the Government should pursue the
decision already taken. In the absence of a satisfactory response from
prospective bidders, the Commission recommends closure and sale
of the assets of the company, after proper valuation through a
transparent competitive bidding process, and after giving fair and
equitable compensation to the employees. For this purpose, the
Commission recommends that Government should appoint a Financial
Advisor immediately. The procedure for appointing Financial Advisers
for strategic sales and conducting the sale has been outlined in Part
B of the First Report of the Commission (pp 38-40).
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2.3 Hindustan Prefab Limited

Evolution

Hindustan Prefab Limited (HPL) was set up in 1950 as Hindustan
Housing Factory and was taken over by Government in 1955 The
company’s name was changed in 1978. The company was set up
primarily to provide cheap houses using light weight concrete panels
for the displaced persons from West Pakistan. However, due to various
reasons, the initial objectives could not be achieved and the company
diversified its activitics. It started manufacturing prestressed concrete
(PC) railway sleepers , PC electric poles, PC fence poles, pavement
slabs etc. Since the early nineties, company started site construction
work which has currently become the principal activity.

HPL is a 100% Government owned company with an equity capital of
Rs. 6.97 crores.

Industry Analysis

The construction sector plays a vital role in the growth of any
economy. In India, it represents about 6% of the GDP. However, the
companies in this sector are highly fragmented as the entry barriers are
low. Secondly, the construction sector generates considerable employment.

- The pre-fab segment of the construction industry in India is still in a
nascent stage of evolution. Large construction companies have
traditionally concentrated on the higher end of the pre-fab segment where
the products are used for building bridges etc. In the lower end, such
as PC railway sleepers, PC electric poles, the industry is again heavily
fragmented due to low entry barriers. The existing companies are mostly
set up in the unorganised sector. The current government policies are
also not favourable for the development of pre-fab industry in the
organised sector. As such, majority of the work of this nature is done
at the construction site itself.
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Business Analysis

The principal activities of HPL and their share in the total business for FY
96 are as follows :

Table 1 Principal activities (Rs. in lakh)
S.1. No. | Products/Activities Sales Value % age to total
1 PC Electric Poles 142 5
2 PC Railway Sletpers 503 17
3 RCC & Vayutan 295 10
4 Site work 1888 65
5 Land Development 86 3

Total 2914 | 100

The business operations of HPL can be divided into two segments viz.,
manufacturing of pre-fab products and managing turnkey construction
projects. Even though, HPL started its operations with manufacturing,
currently the construction segment has over taken the manufacturing activities
as is evident from the above table. However, the contribution margins from
the construction segment is low when compared to the pre-fab segment
mainly because of the fact that HPL uses sub-contracting.

The product segment such as PC electric poles and PC railway sleepers,
PC slabs are low value, low tech items. The principal buyers of these
products are State Electricity Boards, Railways etc. The market growth
rates are static, moreover, the competition from the unorganised sector,
the cost impact due to duty structure have contributed the poor profitability
of HPL.

The technology in use in HPL is called the “long line” method which is
more costly than the cost effective method of “stress bench” which is used
by many of the competitors of HPL. This together with the duty structure
has put HPL in a disadvantageous position when compared to its
competitors. However, the company has plans to upgrade its technology
and diversify its product mix.

Apart from these activities, HPL has an integrated wood processing plant
including that for seasoning and termite treatment. The plant is lying idle
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for the past several years due to the ban of use of timber in construction
of government buildings. The company is making efforts to revive this plant
by taking up the work for furniture industry.

The company currently employs 699 people. The total salary and wages
bill account for 50% of the total fixed cost. The company received Rs.
6.42 crores from the National Renewal Fund for payment of voluntary
retirement (VR) benefits and during April’ 94 to March’ 96 369 employees
accepted VRS. The company intents to bring down the surplus manpower

in future.

Future plans

In the circumstances mentioned above, the company is in the process of
shifting its business focus and is planning to take up the manufacture of
prefab products for the construction sector and undertake such construction
projects which predominantly use prefab building blocks. In order to enable
this project, the company requires investments in plant and machinery.

The company is located in an area of around 30 acres in Delhi. The factory
alongwith a developed township occupies part of the area. The company
intends to develop a part of this land into commercial complexes and realise
money for meeting the liabilities and future investment. For this purpose,
the company has already initiated the process of getting approvals from the
competent authorities.

Financial Analysis
The financial performance of HPL for the past five years is given below:

Table 2 Financial performance (Rs. Crores)

FY 96 | FY 95 FY 94| FY 93 | FY 92
Operating Income 32.86 | 30.62 | 31.82 | 32.43 | 26.09
Operating Profit -2.42 | -0.49 0.67 2.20 0.74
Profit after Tax -435 | -1.98 | -1.57 | 0.62 0.46
Equity Capital 6.97 6.97 6.97 6.96 6.96
Tangible Net Worth -9.20 | -4.84 | -2.87 | -1.30 | -1.93

Note :
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Even though the company’s operating income remained almost constant
during the past four years, the operating profit has gone down
substantially. This has resulted in erosion of networth and as at 31st
March, 1997 the company’s networth stood at Rs.13.96 crores
(Provisional). The Government has given a loan of Rs.11.13 crores to’
HPL and on the same interest accrued and due till 31st March, 1996
amounted to Rs. 18.37 crores. The annual interest liability on the loan
exceeds Rs. 2 crores and the same is expected to go up keeping in view
the poor financial position of the company. There are no signs of
improvement in the performance of HPL.

Strengths and Areas of Concern

Based on the above business and financial analysis, the strengths and
areas of concern for HPL are as below :

Strengths

Government Departments as Client The major clients for HPL products
are railways, Electricity Boards etc. Moreover, HPL is taking up
construction activities for Government. HPL can, at best expect some
preferential treatment by virtue of being a Government owned company.

Diversified Business Activities HPL has diversified into small site based
construction. management activities. The anticipated investments in
infrastructure will benefit HPL.

Areas of Concern

Competition HPL operates in those segments where the industry is
fragmented and is in the unorganised sector. HPL has to face competition
from the small local pre-fab manufacturers who normally meet the
demand of the customer at the site.

Limited Customer Base HPL’s main customers are only Railways and
a few State Electricity Boards. The company never tried to expand their
business beyond these two agencies.

Technology The technology used by the competitors of HPL in the
manufacture of pre-fab products are cost effective. This has put HPL
at a disadvantageous position vis-a-vis its competitors.
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Differential Duty Conventional building products as well as prefab building
components, if made at site of construction, do not attract excise duty,
whereas if made at a factory premise attracts excise duty. This has
discouraged increased use of factory produced prefab building blocks.

Surplus Manpower The current manpower strength of the company is
699. It is estimated that for similar sized operations, only half of the
existing strength is required.

Lack of project management expertise HPL uses sub-conttacting for the
site construction work and as such does not have expertise in the project
management area due which there are cost and time overruns. This sub-
contracting results in reduced contribution also.

Recommendation

HPL was set up with a view to providing cheap housing for displaced
persons during the partition. However, due to various reasons, it could
‘not achieve its initial objective and diversified into other business
of construction, manufacturing of concrete railway sleepers, concrete
electric poles etc. These businesses have low entry barriers and are
highly competitive; consequently the returns are also low. Moreover,
the unorganised sector has the advantage of lower fixed overheads and
the exemption from paying excise duty. As a result, the competitive
scenario is getting increasingly tougher for HPL in its business
activities.

Since the lower end of the construction sector is competitive and highly
fragmented, there is no .public purpose served by Government’s presence
in these sectors. On these considerations, the Commission classifies
HPL as non-core.

Due to the increased competitive pressures, HPL currently is wurking
at a loss. Till date, Government has supported the operations of HPL
by providing budgetary support in the form of loans. As on March 31,
1997, the loan and the accumulated interest amounted to Rs. 29.50
crores. As of the same date, the company had a accumulated losses of
Rs. 21 crores on an equity base of Rs. 7 crores. It is understood that
the company does not come under the purview of BIFR inspite of the
complete erosion of its networth.



The company’s operations are located in the heart of Delhi and are spread
over an area of 30 acres. The Commission is of the view that some of
the land held by the company could be used for developing commercial/
residential complexes. If the commercial complexes are developed by
HPL, the company’s financial position would improve substantially which
will enable the company to venture into new value added products such
as pre-fab building blocks. These. products have bright industrial and
construction demand. In fact, a number of companies in the private
sector are contemplating entry into this product line.

In this regard, HPL has already submitted a turnaround plan to the Ministry
of Urban Affairs and Employment. According to this plan, the company has
proposed the manufacture of value added items. In order to finance these
plans, the company proposes to develop a part of its land holding into
commercial complexes. The company is in the process of getting the requisite
approvals from the competent authorities.

In view of the indifferent financial heath of the company, the
Commission is of the view that the turnaround plan may not be
effectively implemented by the company itself. Hence in qrder to take
up the turnaround plan and also induct new technologies, the induction
of a strategic buyer is desirable.

The Commission therefore recommends that the Government may offer
upto 74% of the shares of the company in HPL to a strategic buyer.
The choice of the strategic buyer should be done carefully so that the
project of development of commercial sites as well as the diversification
of the company’s operations into higher value added products are both
undertaken. However, this can only be possible if Government approval
for the change of land use for a part of HPL land holdings is ‘granted
before the sale.

Prior to the strategic sale, it is recommended that the Government
announce a stable VRS policy along the lines indicated by the
Commission in its Fourth Report which will help the company to
rightsize the workforce.

As already recommended by the Commission, the Govemment should appoint
a Financial Adviser to effect disinvestment through a strategic sale. The
modalities for strategic sale have already been indicated by the Commission
in its First Report and further elaborated in this Report.
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2.4 IBP Company Limited

Evolution

IBP Company Limited (IBP) was first incorporated in Burma in 1909 and later in
India in 1942. The company was taken over by Govemment in 1970 and was
made a subsidiary of Indian Oil Corporation. In 1972, IBP was demerged and
established with its own identity under the Ministry of Petroleum and Natural Gas.

Traditionally, the principal business of the company has been marketing of
petroleum products. Since the early sixties, the company diversified into
engineering activities such as cryogenic and industrial containers, etc. The company
later diversified into the manufacture of industnal explosives.

As a backward integration move, IBP set up a plant for lube blending which was
later transferred to a joint venture company formed with Caltex Oil Corporation. As
part of the same backward integration move, the company is also in the process of
setting up the Numaligarh Refinery Limited jointly with Bharat Petroleum
Corporation Limited and Government of Assam. IBP is also in the process of
setting up a joint venture for the provision of terminalling services within the

country.

Balmer Lawnie and Co. Ltd. (BLCL) which is 61.8% owned by IBP, is in the
business of industrial packaging, grease and lubnicant manufacturing, leather and
oleo chemicals, marine freight containers, tea exports and travel and tour business.

The equity capital of IBP as at 31st March, 1997 was Rs. 22.14 crores. This has
gone up from Rs. 14.76 crores as at 31st March, 1996 due to a bonus issue of 1:2
in FY’ 97. The shareholding pattem of IBP as at 31st March, 1997 was as follows:

Table 1 Shareholding pattem

Shareholder % holding
Government of India 59.6
Fin. Institutions & Banks 23.0
Employees 1.0
Non-residents 04
Others 16.0
Total 100.0
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The shares of IBP are listed on all major stock exchanges. As on 7th November,
1997, the stock was quoted at Rs. 117/25 on the Bombay Stock Exchange.

Industry Analysis

IBP’s three main lines of business are: marketing of petroleum products,
manufacture of industnal explosives and manufacture of cryogenic and industrial
containers.

Petroleum Products Marketing

The petroleum sector in India can broadly be segmented as follows :

. Crude o1l exploration and production (ONGC & OIL)

. Integrated refining cum marketing companies (I0C, HPCL & BPCL)
. Exclusive refining companies (MRL, CRL & BRPL)

. Exclusive product marketing companies (IBP)

Currently, the petroleum sector continues to be regulated although the
Govemment has announced a phased decontrol. The production and marketing
of petroleum products are controlled by the Oil Co-ordination Committee (OCC).
Under the current administrative regime, the oil refining companies are not
allowed to sell their products freely. The market shares of oil companies are
controlled by the Sales Plan LEntitlement (SPE). Until FY’ 89, SPE allocation
varied with each year. Subsequently it was pegged to the market share of each
company at the FY 90 level. As such, all marketing companies are allowed a
uniform growth of sales so as to share the incremental trade on the basis of the
prevailing market share. The market share as per SPE of the product marketing
companies are as follows:

Table 2 Market Share

Company % share
Indian O1l Corporation 55
BPCL 20
HPCL 19
IBP 5
Others l
Total 100
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Every month, the OCC makes an industry supply plan for ensuring
supplies to all refining companies. These companies are allowed to sell
their products throughout the country as they are not bound by any
territorial restrictions. The cost of products made available to the
marketing companies at various supply locations is the same, irrespective
of the source, ownership and mode of transportation upto the destination.

The Product Exchange Agreement (PEA) allows the oil companies to
sell products of other companies by matching regional demand with their
storage and distribution facilities. Under this agreement, one company
can sell products directly to another oil company. This arrangement has
been devised to avoid cross haulage of products, minimise transportation
costs and optimise usage of facilities.

The petroleum products are normally sold through distribution networks.
The Oil Selection Board appoints retail outlet dealers and distributors.
Currently more than 60% of the outlets are dealer owned and dealer
operated. The balance outlets are company owned but dealer operated.
In case of LPG and Kerosene Oil, the entire sales are made through
dealer operated outlets. The company wise retail sales infrastructure is

as follows :

Table 3 Share of Retail Outlets and Tankages

Company Outlets Share Tankage Share
(No.) (%) (Mill KL) (%)
10C 6723 40 7.25 52
HPCL 4310 26 2.44 18
BPCL 4363 26 2.61 19
IBP 1439 9 0.2 1
Others 1.34 10
Total 16835 100 13.84 100

The dealer commission is fixed by the Government and in the case of
petrol and kerosene, dealers are allowed a slab based commission.

kerosene sales, commission is based on the volume sold.
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The prices of petroleum products are administered by the Government.
There is substantial variance between the international and domestic
prices of petroleum products due to the system of cross subsidy used
for balancing the under recoveries on subsidised products.

Industrial Explosives

The mining industry has seen a gradual shift from underground mining
to open cast mining, as is the trend globally which has resulted in bulk
explosives becoming increasingly popular. There has also been a gradual
phasing out of harmful nitro-glycerine explosives in favour of site mixed
slurry (SMS). As a result, the explosives industry can broadly be
divided into two categories viz., bulk and cartidged explosives. The
market for both types of explosives is fragmented with about 32
manufacturers in operation. As at March 31, 1997 the total licensed and
installed capacity of SMS and cartidged explosives in the industry was
523 tonnes and 498 tonnes respectively

The two major manufacturers in this industry are ICI Ltd. and IBP who
together account for 24% of the licensed capacity of the industry.
Competition for explosives is expected to remain high as the total
installed capacity is much higher than current demand and future derand
projections.

As Coal India is the single largest buyer, the prices are determined by
the price paid by CIL to its suppliers.

Engineering Products

The major customers for the cryogenic containers produced by IBP are
State Governments. The other users are scientific and biological
laboratories and research establishments. The industrial containers are
used for storage and transportation of liquefied oxygen, argon and
nitrogen.

IBP dominated the cryocan industry till FY’ 96 when Indian Oxygen
Limited entered the market and has gained a 14% market share. In case
of industrial container industry, there are four major manufacturers and
IBP’s market share is only 6%. Competition for industrial containers
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is expected to remain high as the total installed capacity is much higher
than current demand.

Business Analysis

Petroleum Products Marketing I1BP has a market share of around 4.5%
and correspondingly, its scale of operations is much smaller when
compared to Indian Oil Corporation, Hindustan Petroleum Corporation
Limited and Bharat Petroleum Corporation Limited. The company has
traditionally been a marketer of HSD, motor spirit and Superior Kerosene
Oil, which together constitute around 94.5% of its total petroleum
product sales, and are sold through the company’s retail outlets (ROs)
spread across the country. Under the present regulated environment,
development of the retail marketing network is also decided by the
Ministry of Petroleum & Natural Gas (MoPNG) through annual marketing
plans. In the past, the company had been affected by a lack of storage
facilities for IBP has been focusing on development of retail network
and storage and distribution facilities and investments on account of these
are being funded by loans from Oil Industries Development Board
(OIDB) and internal accruals. During 1994-95, it commissioned its major
marketing terminal in Tamil Nadu viz. the Cauvery Basin Marketing
Terminal (CBMT) and additional storage facilities at Wadala, near
Bombay. These would enable the company to increase sales and improve
its market position leading to improved profitability in the future.

Industrial Explosives IBP i1s a dominant player in the industrial
explosives market and in 1996-97, the group attained market leadership
with a 23.5% market share. This was achieved by an increase in its
production on the one hand, and the closure of Nitro glycerine (NG)
based explosives by ICI Limited, IBP’s main competitor, on the other.
Currently, there is an over supply situation in the industrial explosives
industry with Coal India and its subsidiaries being the only major
consumer. This does not enable the company to pass on cost increase
to the desired extent. In view of this, the performance of this business
group has remained unsatisfactory in the past. However, the company
is strategically changing its product-mix, by shifting to the production
of site mixed slurry explosives and the more environment friendly
emulsion explosives, which are likely to yield higher margins.
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Engineering The products of this business group, excepting for cryo-
containers, do not find a favourable market currently. The sales
performance of this group is dependent upon the budgetary allocation
by the various state governments, since the major customers are the
animal husbandry departments of the various states. This business group
would continue to contribute marginally to the turnover of the company
and consequently would not have any significant impact on the overall

financial performance of the company.

Financial Analysis

The financial performance of IBP for the past five years is indicated

in the table below

Table 5 Financial Performance

(Rs.Crores)

FY 97 | FY 96 [FY 95 |FY 94 | FY 93
Operating Income 3884.2 (3243.1 [2929.6[2517.6 |2139.7
Operating Profit 94.5 91.8 76.7 59.0 54.0
Profit after Tax 25.5 33.9 31.7 18.9 17.4
Equity Capital 22.2** | 14.8 14.8* 7.4 7.4
Tangible Networth 259.8 | 239.5 | 220.2 | 112.1 95.4
Gross Margin (%) 2.4 2.8 2.6 2.3 2.5
Net Margin (%) 1.2 1.9 2.0 1.4 1.5
ROCE (%) 3.6 6.1 6.7 4.7 53
RONW (%) 9.8 14.1 14.4 16.8 18.2
Earnings per Share (Rs.) | 11.53 | 22.93 | 21.45 | 25.67 | 23.66
Dividend (%) 30.0 35.0 32.0 30.0 27.0

* Conversion of fully convertible debenture

** Bonus Issue

IBP’s operating margins have been traditionally low on account of its
primary business being marketing of petroleum products. Since, the
purchase price, sale price and margins are fixed by the Oil Co-ordination
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Committee (OCC), an improvement in the profitability of thé company is
invariably dependent on the revision in the fixed prices and margin by OCC,
which is done once in three years. Also, IBP is required to surrender its
margins on sales made over and above its Sales Plan Entitlement. The
improvement in IBP’s operating margin in 1995-96 over 1994-95 is partly
due to the updation in the margins by the OCC and partly due to the
improvement in profitability of the chemicals and engineering business.
During FY ‘97, the company’s margins were under pressure because of
increased costs, specially those of storage and distribution.

With an increase in ‘OIDB loans, which were availed of by the company
for funding its APT programmes and investments in JVs, IBP’s gearing, as
defined by Total Debt/ Total Networth, has increased from 1.10 as at March
31, 1994 to 1.72 as at March 31, 1997

The share capital of the company has doubled from Rs. 7.4 crores to
Rs.14.8 crores in FY 95 on account of conversion of fully convertible
debentures at a premium of Rs. 110 per share of Rs.10. This has resulted
in a substantial increase in reserves of the company. Later during FY 97
the company issued bonus shares on a |:2 basis further increasing the equity
of the company.

In addition, the company has invested in projects which have not yet started
yielding returns. The investments of the company have increased from
Rs.18.59 crores in FY 94 to Rs. 61.75 crores in FY 95 due to its
investments in subsidiary companies and joint venture companies viz.,, BLCL,
NRL, ICL.

Strengths and Areas of Concern

Based on the above business and financial analysis, the strengths and areas
of concern for IBP are as below :

Strengths

Strong presence in North India IBP has a strong rctail presencc in North
India. Almost 50% of its total rctail outlets are located in this region.

Joint Venture tie-up 1BP has recently tied up with Caltex Oil Company
which is a multi-national 01l major with a global presence. This will enable
IBP to capitalise on opportunities when the sector gets liberalised.
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Quality customer service The retail outlets are perceived to deliver better
service and good quality products when compared with other retail
outlets of other oil companies. This is largely because of the fact that
the company i1s focused on marketing only.

Areas of Concern

Insignificant market share The market share of IBP is only 5% as
against 55% of I0C. In a market determined pricing mechanism scenario,
the market share could shrink further due to the entry of new entrants.

Lack of adequate infrastructural facilities 1BP lacks certain marketing
related infrastructural facilities when compared to other oil marketing
companies. It does not have exclusive control over pipelines/port
facilities. At present, these facilities are availed from other PSUs. In
a decontrolled scenario, these may not be available to the company.

Large investments Ahead In order to meet the future requirements under
the market determined pricing mechanism era, the company will need
significant funds to expand the existing retail outlets and for setting up
additional storage and terminalling facilities.

Not an integrated oil company Since IBP is not an integrated oil
company, the company may have to face the risk of supply side
problems such as high input costs and competition for domestic products
under the market determined pricing mechanism.

Recommendation
The key points which emerge from the above analysis are :

. New private sector investments in the petroleum sector which will
reduce the erstwhile dominance of the public sector;

. The phasing out of the Administered Price Mechanism over a two-
three year period as announced by Government will considerably
enhance the contestability in the oil industry as a whole;

. IBP’s principal business activity is marketing of petroleum products
which contributed to more than 90% of its turnover and net profits

3215 Industry/99—SA
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in the past. This is expected to continue in the future too. When
compared with other oil-sector PSUs, IBP’s share in the marketing
of petroleum products is relatively low at 5% and its operations
are not currently backward integrated. In terms of number of rctail
outlets, IBP is also relatively smaller.

On the basis of the above, the Commission recommends that
Government’s disinvestment could exceed 51%. However, considering
IBP’s existing linkages with other oil-sector PSUs and the relative
importance of the oil sector as a whole, the Commission recommends
that Government should continue to hold a minimum of 26% in the
equity of the company.

The Commission has evaluated various modalities of disinvestment in
case of IBP. Given 1BP’s current competitive position vis-a-vis other
companies in the oil sector and considering its compectitive position
in a de-controlled scenario, the need to induct a strategic partner
who could bring in new strengths is clearly evident. This is especially
needed in a situation when the annual requirements of petroleum
products will not be available on an assured basis as is currently
the case under the SPE arrangement. IBP needs to make
arrangements for assured access to products in such a scenario. In
addition, the ability to raise resources and invest in new projects
to meet the challenges of competition will also be an important

factor.

However, the induction of a strategic partner will depend on the extent
of shares available for disinvestment.

In the light of the above, the Commission finds it difficult to understand
the recent reported decision of Government to permit IBP to go for a
public 1ssue to raise about Rs. 60 crores and consequently bring down
Government’s direct holding to 51%. '

The Commissions regrets that in spite of Government having referred
IBP to the Commission to examine the possibility of disinvestment, a
decision on the public issue has been taken without waiting for its
recommendations. According to the terms of reference of the Commission
(Item V), the Commission is “to recommend a mix between primary and

3215 Indusiry99  SB
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secondary disinvestments taking into account Government’s objective,
the relevant PSU’s funding requirement and the market conditions”. The
Commission has already expressed its views in this regard in its Third
Report where it had stressed on a co-ordinated view being taken on
public offer of shares by PSUs and disinvestment of current holding by
Government.

The analysis of the Commission shows that the immediate need of funds
can be met by encashing Units - 64 to the extent of about Rs. 90
crores, cash receipts from the Oil Pool Account and additional
borrowings if necessary, from the OIDB. By the process, not only can
the company’s own need for funds be met but Government could
realise substantial amount even upto Rs. 400 - Rs. 500 crores by
a strategic sale of 33.9% of shares while still retaining 26% share
holding. This would be possible only if Government’s present holding
is maintained at 59% without dilution through the proposed public
offer. If Government share is reduced to 51% as a result of the public
issue, it would not be feasible to offer 25% to a strategic buyer with
Government retaining 26%. As mentioned earlier, retaining 26% may
be desirable for the present in view of IBP’s various activities and
its commitment in the Numaligarh Refinery.

Further, the postponement of the IPO could lead to significant advantages
for both the company as well as Government. Firstly, Government could
offer about 33.9% of the equity to a strategic partner instead of 25%.
This increase of 8.9% together with the promise of management control
will help substantially improve Government realisation as mentioned
above. Secondly, the induction of a strategic partner at this stage itself
will strengthen IBP to face increased competition and prepare the
company for the impending oil sector reforms. Given the current poor
capital structure of IBP and the fairly large requirements of funds over
the medium term, it is essential to induct a strategic partner who could
pump in equity funds and help the company to raise additional debt

funds.

In any case, the present condition of the primary markets may not
provide the opportunity to IBP to get the expected premium. This is
especially the case after the recent turbulence in the international stock
market has percolated to the Indian stock markets as well.
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The Commission would therefore recommend that the decision on
the proposed public offer by IBP be reviewed and 33.9% of
company’s equity be offered to a strategic buyer while retaining 26%
by the Government. This stake of 33.9% may be offered to an
Indian oil company or joint sector oil company or foreign oil
companies through an international global bidding process.

The disinvestment through strategic sale may be undertaken on the
following lines :

. Government may offer to the strategic buyer upto 33.9% of the
company’s equity out of Government holding of 59%.

. In accordance with SEBI’s take over code, the strategic buyer
has to acquire shares from the public also. He can, if he so
desires, acquire the Government offer of 33.9% in addition to
what he may take from the public offer.

. In case the strategic buyer wants to acquire less than 33.9%
of Government shares after acquiring the public shares, he may
do so. In such a case, Government may sell the remaining
shares out of the 33.9% of the initial offer to equity funds,
multilateral institutions and others at the accepted bid price
for the strategic sale as suggested in Part-A of this Report so
that Government’s holding falls to the stipulated level of 26%.

IBP has substantial investments in a number of ventures and has also
an subsidiary in Balmer Lawrie which would be an added attraction for
strategic buyers. The Commission would, at this stage not recommend
any restructuring of the company to improve valuation. However, the
financial advisers appointed for this sale will have to value these
investments in joint ventures and subsidiaries before fixing a reserve
price. The procedure for appointing financial advisers as well as
inducting strategic partners has been outlined in the Commission’s First
Report.



2.5 National Thermal Power Corporation

Evolution

National Thermal Power Corporation (NTPC) was set up by the
Government in 1975 as a central power generating company with the
objective of developing the planning, design, construction and operations
of thermal power plants in the country. As of date, NTPC has 11 coal
based power stations and 5 gas based power stations spread across the
country. Apart from its own power plants, the company manages the
captive thermal power plant of Bharat Aluminium Co. Ltd. and the
Badarpur Thermal Power Plant for the Delhi Vidyut Board.

The company has an equity share capital of Rs. 7335 crores and
currently the entire share capital is held by Government.

Industry Analysis

Power plays a vital input in the infrastructural development of any
economy; India is no exception. The country’s power position has
~improved substantially over the past five decades from an installed
capacity of 1,362 MW in the pre-independence era to 83,288 MW as
on March 31, 1996. The current instalied generating capacities from all
the three modes viz., hydro, thermal and nuclear are given below:

Table 1 Installed Generating capacities in Utilities as on 31.3.96

Hydro Thermal Nuclear Total
MW | % |[MW | % [MW | % | MW | %
', Share Share Share Share
State | 18603 | 88.7 [34917 | 58.1 - - 53520 64.25
Centre | 1929 9.2 (22069 36.7 | 2225 100 |26223 ]| 31.50
Private | 444 2.1 3101 5.2 - - 3545 | 4.25
Total 20976 | 100 | 60087 100 2225 100 | 83288 100

From the above table, it is clear that out of the total capacity available
in the country, State Governments owns 64% while the Central Utilities
own 32% leaving a small share to private sector utilities. The State
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Electricity Boards (SEBs) are responsible for generation, transmission
and distribution of electricity within the State. The Central power
generating utilities generates the power which is then sold to the SEBs.

Even though the State Government’s share in the capacity is substantial,
the actual generation is quite low. The performance of power plants
owned by these three entities viz., State, Central and private sector can
be analysed from the following table:

Table 2 Sectoral comparison for PLF for FY 96

Particulars Private Sector Generators Central Sactor State
GIPCL | TEC BSES | CESE | AEC NLC | NTPC | SEBs

Installed capacity | 145 | 1624 500 565 550 | 2070 | 16795 | 34917
(MW)
Generation (MU) | 1113 | 10010 | 1219 | 3833 | 2928 | 10970 | 93155 [ NA

Fuel Used Gas | Hydel/ | Muitifuel | Coal/ | Coal/ | Lignite | Coal/ | Coal/
Coal & Gas Gas Gas Gas
Gas
PLF (%) 874 83.9 NA 77.0 70.5 70.4 78.8 55

GIPCL - Gujrat Industrial Power Corporation Limited; TEC - Tata Electric Companies,
BSES - BSES Ltd.; CESE - CESE Litd, AEC - Ahmedabad Electric Company Limited,
NLC - Neyveli Lignite Corporation

From the above table, it is clear that SEB owned plants are performing
much below the capacity utilisation 