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High prices seen robbing gas of its
edge among fuels in India

Global spot prices of natural gas have been on
arally since August 2020, after touching an all-
time low of $2 per mmBtu in April that year.

The gas market has tightened since then, due

to a combination of robust growth in demand as
economies recover from the lockdowns, extreme
weather episodes that have increased gas
consumption, and tighter-than-expected supply
as a series of outages in the US hampered gas
production and export capacity.

The constraints, coupled with an unusually cold
winter in Europe, pushed prices to a decadal
high of over $30 per mmBtu in the fourth quarter
of 2021.

Coming in this milieu, an escalation in Russia-
Ukraine tensions can only worsen things in fiscal
2023. Although prices in Europe eased slightly in
January 2022 to $22-23 per mmBtu from peaks
logged in November and December, coming
months are expected to see more volatility amid
heightened geopolitical tensions — especially
between Russia and Ukraine — and linked
uncertainty, which will keep prices elevated
(though lower than last year’s average).

Also, Germany paused the certification process
for the Nord Stream 2 pipeline in November, as a
result of which we do not expect any significant
increase in supply from Russia to Europe. With
demand from Europe holding steady, there would
be upward pressure on prices.
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Demand from China, Europe and India bounced
back strongly last year

In calendar year 2020, global demand for natural gas fell 1.9%
owing to Covid-19 induced lockdowns.

In calendar 2021, global gas demand rebounded ~3.5% owing

to low winter temperatures in Europe, the US, and Asia, which
supported higher offtake. Demand from China, Europe and India
saw a particularly strong bounce-back. This, together with higher
coal prices and lower production of renewables, increased usage
of natural gas.

In calendar 2022, we expect the recovery in global gas demand
to continue, albeit at a slower pace compared with last year
(assuming average weather conditions), and increase 1-2%.

Gas demand in India, however, is expected to increase 12-14% in
fiscal 2023.
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Global gas demand on path of recovery

Share in global
demand

Note: Growth is on-year, * China’s imports
Source: Industry, CRISIL Research
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Russia has limited pipeline exports to Europe
because of high domestic demand, output
disruptions, and high LNG demand from Asia.

To be sure, Europe’s share in Russia’s total exports
is a whopping 78%, while that of Asian countries
is 11%. In the past, when Europe’s incremental
demand outpaced available supply, Russia largely
met the balance requirement.

In calendar 2021, however, Russia supplied less
than the incremental European demand, with its
exports in the first nine months increasing a mere

Incremental supply is not keeping up with demand
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Healthy demand, lower supply, and
harsh weather conditions have
pushed European inventory levels
below the five-year average

Key gas consumers have underground storage
capacities and LNG storage terminals for inventory.
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2% over the 2019 level as against ~4% increase in
demand.

Delay in approval of the Nord Stream 2 pipeline
amid political tensions between Russia and Europe
could crunch the availability of imported gas in
Europe further in near future.

Across the Atlantic, US natural gas production also
grew slower in the first nine months of 2021, at
~0.4% on-year, due to storm-related production
cuts in the Gulf of Mexico. This, in turn, led to higher
prices even in the US market.

growth

-11% | -15%

Typically, countries work towards increasing their
storage levels during summer months, when LNG
prices are lower, so they can meet the increased
demand during winter, when LNG prices spike due
to higher demand and shipping rates, and adverse
weather conditions.

Lower storage levels could increase primary gas supply requirements in CY22
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In 2021, European gas reserves were lower than
the levels typically observed in the winter season,
thereby pushing gas prices higher.

lower than last year’s inventory levels as of March-
end. However, requirement to replenish inventories
will be high and will keep spot gas prices elevated.

Even in January 2022, natural gas inventories were
at the five-year average and are expected to remain

Lower inventory and tight supply pushed spot LNG prices to a decadal high in 2021; prices may remain firm in
the first half amid geopolitical tensions and lingering winter impact
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Incremental production

After touching a decadal low of $3.7 per mmBtu in
2020, spot gas prices averaged a decadal high $17
per mmBtu in 2021 owing to the abovementioned
reasons.

In the first quarter of 2022, as peak heating season
demand starts to wane, gas prices are expected to
see some correction, but will remain above $20 per
mmBtu. In the second half of 2022, prices are likely
to see correction with expected improvement in
supply. The 2022 average, though, would continue to
be near decadal highs.

Incremental demand

—>=—Spot gas prices

Contracted LNG prices rise over 60%
in fiscal 2022, to remain elevated in
fiscal 2023

Contracted LNG prices are formula-driven, based
on average crude oil price (Dated Brent) of the
preceding three months.

In the first half of fiscal 2022, contracted LNG prices
increased by a whopping 65% to ~$9.4 per mmBtu
owing to a steep rise in crude oil prices. In the
second half of fiscal 2022, contracted LNG prices
were estimated to increase further, owing to a steep
rise in crude oil prices, averaging around $10-11 per
mmBtu for the year. In fiscal 2023, we expect prices
to remain elevated.
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Contracted LNG prices on uptrend, following crude oil prices
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Half of India’s gas requirement met
through imports

Nearly 50% of India’s gas demand is dependent on
imports met through a blend of contracted LNG
and spot LNG. The remaining 50% of India’s gas
requirement is met domestically. While the impact
of increase in LNG prices is evident in fiscal 2022
thus far, the increase in domestic gas prices would
be reflective in fiscal 2023. Domestic gas prices
are based on average gas price in the US, Europe,
Canada, and Russia markets, and are passed on
with a lag of six months.

After increasing 62% in the second
half of fiscal 2022 compared with the
first half, domestic gas prices are set
to increase ~100% next fiscal

Domestic gas prices are estimated to average $2.3
per mmBtu in fiscal 2022 compared with $2.09 per
mmBtu in fiscal 2021. For the first half of fiscal
2022, domestic natural gas price was at $1.79 per
mmBtu due to lower prices at international gas
hubs as a result of supply glut and the spread of
Covid-19. However, with recovery in demand and rise
in prices on international hubs, prices in the second
half have settled at the $2.9 per mmBtu mark.

In fiscal 2023, domestic gas prices are expected
to rise significantly owing to a steep rise in
international hub prices as seen in calendar year
2021 amid lower inventory levels, energy crisis in
Europe and China, and supply constraints.

Higher benchmark prices will lead to higher domestic gas prices in fiscal 2023
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Overall, around 50% of domestic gas requirement
is met through imports. However, it differs on a
sectoral level.

In sectors such as fertiliser, import dependence

is high at ~60%. At the other end, in sectors such
as city gas distribution (CGD) — specifically
compressed natural gas (CNG) and domestic piped
natural gas (PNG) — dependence on imports is
close to negligible given that these segments get
the first priority in domestic gas. Even domestic
prices are set to increase next fiscal.

Although these prices augur well for oil exploration
and production (E&P), CGD entities are expected
to be affected as domestic prices of CNG and

PNG are expected to rise, which would reduce

the competitiveness of CNG and domestic PNG
compared with competing fuels.
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CNG competitiveness to dip 10% next
fiscal; domestic PNG and LPG to cost
the same

In fiscal 2021, CNG enjoyed ~48% price benefit over
petrol. Even at current Delhi prices, in January 2022
— petrol at Rs 87 per litre and CNG Rs 53 per kg —
CNG enjoys a 35% price benefit over petrol.

In fiscal 2023, CNG prices are expected to increase
significantly following an over 100% expected rise in
domestic gas prices. Despite this, CNG will remain
competitive compared with petrol.

CNG adoption is estimated to remain high in new
passenger vehicle sales at 7-8% in fiscal 2022, but
could stagger a bit in fiscal 2023 owing to rising
prices and uncertainty.

CNG competitiveness vis-a-vis petrol to return to fiscal 2020 level next fiscal
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As fuel oil (FO) directly competes with industrial
PNG in the industrial fuel segment, cost
competitiveness becomes a key area to evaluate
fuel switchover process.

Between fiscals 2019 and 2021, industrial PNG has
been competitive compared with FO and industrial

LPG. However, given the surge in spot gas prices,
industrial PNG is expected to cost more. Domestic
PNG and LPG are expected to be available at a
similar cost compared with a 20-25% differential on
average over fiscals 2020-2022.
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Rise gas prices to impact PNG cost competitiveness vis-a-vis alternate fuels
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Sectoral impact: Fertilisers,
industrial PNG, refineries, and
petrochemicals to be constrained by
higher gas prices this fiscal

Sectors with high dependence on imports have
started to reel under the impact of higher gas
prices from the third quarter of fiscal 2022 as
refinery, petrochemicals, and industrial PNG shift to
alternative fuels.

Even year-to-date imports of LNG have seen a
slowdown owing to higher gas prices. Imported gas
usage in CGD, which increased 50% on-year in the
first half of fiscal 2022 on a low base, moderated to

8% in the third quarter of this fiscal compared with
20% on average in fiscals 2016-2020.

Further, it is estimated that players in the Morbi
cluster have taken 5-10% price hike in ceramics
to pass on the increase in gas prices, which have
nearly doubled over the past year. Despite this
price hike, players’ profitability is expected to be
impacted.

For other end-use segments dependent on
domestic gas, no major impact is expected in
fiscal 2022. However, industrial PNG’s price
competitiveness vis-a-vis those of LPG and FO will
reduce next fiscal.
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A sectoral snapshot for fiscal 2023

imported LNG:
domestic gas

Domestic PNG

Comments on demand

Urea price is fixed
by government; the
end-users would
remain unaffected

Usage of gas in the
power sector is
already subdued

The gas price
increase will led to
higher cost of power
generated by gas-
based power plants.
Therefore, it will
impact their plant
load factors (PLFs). In
fact, PLF is estimated
to drop to 18-19% in
fiscals 2022 and 2023
compared with 23%
in fiscal 2021.

CNG prices are
expected to increase
further as evident
with the recent price
hike by IGL and MGL.
In fact, as of January
2022,CNG pricesin
Delhi have already
increased to Rs 53
per kg compared with
average Rs 43 per kg
in fiscal 2021,a 23%
rise.

However, given CNG
will still be compet-
itive compared with
petrol and diesel,
therefore, no major
impact on demand is
expected

No major impact on
demand is estimat-
ed in fiscal 2022.In
fiscal 2023, LPG and
PNG are expected

to cost the same,
whereas in fiscal
2022, PNG was ~30%
cheaper than LPG.
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Impact on profitability

Higher gas prices to increase
the government’s subsidy bill
for the fertilisers sectors by
over ~75% in fiscal 2022

In line with this, fertiliser
subsidy for fiscal 2022RE

is 76% higher than fiscal
2022BE

Profitability of gas-based
power plants will be affected
negatively

Due to the steep rise in
domestic gas prices in fiscal
2023, we expect margins of
CGD entities to contract over
~1,000 bps in fiscal 2022 and
to contract further in fiscal
2023 by over ~300 bps

Due to steep rise in domes-
tic gas prices in fiscal 2023,
we expect margins of CGD
entities to contract by over
~1000 bps in fiscal 2022 and
contract further in fiscal 2023
by over ~300 bps
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Share of
imported LNG:
domestic gas
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on gas
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Impact on profitability
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e Industrial PNG con-
sumption started wit-
nessing a slowdown
in the third quarter
of fiscal 2022 as con-
sumers either shifted
to FOor LPG.FO is
estimated to increase
~9% in fiscal 2022,
whereas non-domes-
tic LPG is estimated
to increase 22%

«  Withrising gas prices,
naphtha will become
more cost-compet-
itive vis-a-vis LNG.
Therefore, gas usage
in hydrogen plants is
expected to decline

»  Price competitive-
ness between naph-
tha and gas in dual
feed crackers will
impact gas demand
from the petrochemi-
cals segment

Share of imported LNG: domestic gas is the average of the last three years

Source: CRISIL Research

Due to steep rise in domes-
tic gas prices in fiscal 2023,
we expect margins of CGD
entities to contract by over
~1,000 bps in fiscal 2022 and
to contract further in fiscal
2023 by over ~300 bps

As LNG is only used during
hydrogenation process in
refineries, no major impact is
expected on profitability

Due to the steep rise in LNG
prices in the second half

of fiscal 2022, we expect
margins of gas-based petro-
chemicals units to contract
by ~200 bps



Analytical contacts

Hetal Gandhi Drishti Chugh Priti Choudhary
Director Senior Analyst Analyst
hetal.gandhi@crisil.com drishti.chugh@crisil.com priti.choudhary@crisil.com

About CRISIL Limited

CRISIL is a leading, agile and innovative global analytics company driven by its mission of making markets function better.

It is India’s foremost provider of ratings, data, research, analytics and solutions, with a strong track record of growth, culture of innovation
and global footprint.

It has delivered independent opinions, actionable insights, and efficient solutions to over 100,000 customers.

It is majority owned by S&P Global Inc, a leading provider of transparent and independent ratings, benchmarks, analytics and data to the
capital and commodity markets worldwide.

About CRISIL Research

CRISIL Research is India’s largest independent integrated research house. We provide insights, opinion and analysis on the Indian economy,
industry, capital markets and companies. We also conduct training programs to financial sector professionals on a wide array of technical
issues. We are India’s most credible provider of economy and industry research. Our industry research covers 86 sectors and is known for
its rich insights and perspectives. Our analysis is supported by inputs from our large network sources, including industry experts, industry
associations and trade channels. We play a key role in India’s fixed income markets. We are the largest provider of valuation of fixed income
securities to the mutual fund, insurance and banking industries in the country. We are also the sole provider of debt and hybrid indices to
India’s mutual fund and life insurance industries. We pioneered independent equity research in India, and are today the country’s largest
independent equity research house. Our defining trait is the ability to convert information and data into expert judgments and forecasts
with complete objectivity. We leverage our deep understanding of the macro-economy and our extensive sector coverage to provide

unique insights on micro-macro and cross-sectoral linkages. Our talent pool comprises economists, sector experts, company analysts and
information management specialists.

CRISIL Privacy

CRISIL respects your privacy. We may use your contact information, such as your name, address, and email id to fulfill your request and
service your account and to provide you with additional information from CRISIL. For further information on CRISILs privacy policy please
visit www.crisil.com/privacy.

Argentina | China | Hong Kong | India | Poland | Singapore | UAE | UK | USA
CRISIL Limited: CRISIL House, Central Avenue, Hiranandani Business Park, Powai, Mumbai — 400076. India C R l S I L
Phone: + 9122 3342 3000 | Fax: + 91 22 3342 3001 | www.crisil.com

in/company/crisit  E@CRISILLimited  F/CRISILLimited  #/user/CRISILLimited (@ /lifeatcrisil An S&P Global Company



