[image: image1.png]



FOUR YEARS ON

A Paper Presented at the;

Regional Workshop on the Constrains, Challenges, and Prospects for the Commodity-Based Development & Diversification in the Pacific Island Economies, 18 – 20 August 2001, Tanoa International Hotel, Nadi, Fiji.
( Paper prepared by Francis Kaupa, Managing Director & CEO, Orogen Minerals Limited, Papua New Guinea

Orogen Minerals Limited – Four Years On

1. Introduction

Good Afternoon, Ladies and Gentlemen,

It is a pleasure for me to be here today to address this session of the Pacific Regional Workshop.  My name is Francis Kaupa and I am the Managing Director of Orogen Minerals Limited.  I have been in my current role for a little over one year, but I have had a long association with Orogen, having been appointed to the company’s inaugural Board of Directors when the company was formed in 1996. It has been a fascinating four years as I have watched and been involved, as the company has developed from a good idea on the part of some far sighted individuals to being a strong, active, and independent public company. I would like to share with you a small part of our story.

2. Orogen origins

The formation of Orogen Minerals Limited and the subsequent Initial Public Offering of shares in November 1996 was the fore-runner of the privatization programme that is currently being contemplated by the government of PNG. Therefore, with four years of life as an independent public company under our belt, it is appropriate and indeed timely that we publicly review our achievements during this period and consider, what lessons can be learnt from our experience to date.

I’m not sure that many people here are aware of the origin of Orogen, however at the risk of boring you, allow me to remind you of our company’s beginning. 

In early 1996, it was recognised that the State and people of PNG were not making the most of their legislative right to take up equity in new major resources developments. The State had been involved in a carried interest in the early days of the development of the world class Kutubu oil field and the Porgera gold mine and it had taken up a direct equity involvement in the Lihir Gold Project. None of these investments had been overwhelmingly satisfactory.

Against this backdrop, the formation and then subsequent partial privatization of Orogen gave rise to the following. Firstly, it allowed the State to release a significant amount of cash from a portfolio of investments in resources projects at a time when the resources sector in emerging countries was in favour with the international capital markets. 

(A situation that sadly has been absent for the last 3.5 years) 

Secondly, in Orogen, the Government had the opportunity to create an active and committed player in the Papua New Guinea resources sector. Thirdly, a vehicle was created that had access to global capital markets, and was capable of raising new capital to invest in the continued development of the country’s resource industry. And finally, Orogen, through its unique Option Agreement with the State (I will speak in more detail about this Option in a moment), was able to ensure that a significant equity interest in future resource projects remained in PNG hands, thereby ensuring that benefits would accrue to the PNG economy and not be repatriated to the countries of foreign investors.

The flip side of the decision to form Orogen demonstrated the bravery and trust of the Government of the day and subsequent governments.  Bravery, because to many, the assets that were sold to Orogen, including interests in the world class Kutubu oil field and Porgera gold mine, represented the State’s “jewels in the crown” and while the State retained a majority shareholding in the company that it had privatized, it had to forego direct control over these assets.

Four years on, the Government’s decision to privatize its resource assets has clearly been vindicated. In contrast to many of the commercial enterprises in my country, Orogen stands out as a shining light, for its high levels of corporate integrity and its financial strength. However, before expanding on this topic, let me first give you a brief overview of the activities that we are involved in.

3. Orogen's investments 

Orogen Minerals owns a portfolio of direct interests in most of the minerals and hydrocarbons operations that currently exist in Papua New Guinea. [MAP]  With interests in 4 operating oil fields we account for approximately 25% of Papua New Guinea’s crude oil production. We also currently own nearly 13% of the proposed US$2.5 billion PNG to QLD Gas Project. We expect to increase our interest to 23% in the near future making us one of the larger participants in this major resources project.

In terms of our interests in minerals operations, we currently own 20% of the giant Porgera Gold Mine as well as 20% of the mature Misima gold mining operation. (Sadly for us the mining operation on Misima Island has recently ended, however, an operation involving processing of stockpiles will continue for another 4 years or so) In addition to these interests, our company owns a small shareholding in the Lihir Gold Mine but more importantly, we also own 31.5% of the proposed 33,000 tonne per annum Ramu Nickel Project which we expect to be developed in the not too distant future. A key feature of our asset portfolio, is that with two minor exceptions, all of our interest are held as direct joint venture interests, which provides us with direct access to product and therefore cash flow. As a result, responsibility for marketing, risk management and capital management is firmly in our hands – the benefits of this will be evident when I speak later on some of our achievements to date. 

4. Orogen's equity ownership & the role of the State 

Another interesting asset belonging to Orogen is one, which was granted to us by the State of Papua New Guinea at the time of our inception. Under Papua New Guinea mining and petroleum legislation, at the time of licensing, the State is entitled to acquire 22.5% of any major petroleum project and 30% of any major mining project from the project developers by paying a pro-rata share of historical or sunk costs. Orogen has been granted the right but not the obligation to acquire 25% of the State’s 30% in any mining project and 20.5% of any 22.5% interest acquired in any petroleum project. The incremental 5% and 2% of mining and petroleum projects respectively is retained by the State on behalf of the traditional owners of the land effected by the project. The cost to Orogen of acquiring the said interests is the agreed Fair Market Value. We have a clearly documented process for resolving differences of opinion on this matter – and as I’m sure you can imagine – this process is needed from time to time. It is difficult to quantify the value of this asset, but when one considers the richness of minerals and hydrocarbons resources in our country, it is not difficult to appreciate how we stand to benefit from this very attractive arrangement between Orogen and the State of Papua New Guinea. 

As I previously mentioned, Orogen is a public company, with our shares trading on the Port Moresby, Australian and London Stock Exchanges. On the Australian Stock Exchange, which accounts for most of the trading of our stock, we form part of the Diversified Minerals Index even though today most of our earnings are generated through our involvement in the oil and gas business.

Fifty one percent (51%) of our shares are owned by the government of Papua New Guinea, while the balance of our shares are owned by institutions in Australia, Papua New Guinea, United States and Great Britain. We also have a number of small private shareholders, many of whom are residents of Papua New Guinea.

Being 51% owned by the government of Papua New Guinea gives rise to some issues that are worth noting.  Despite our ownership structure we operate strictly as a commercial enterprise and not as an arm of government. 

We ask for and receive NO favors from the Papua New Guinea government. Their role is to generate, and administer legislation. Our role is to generate wealth for all of our shareholders. The two roles are very different and while some observers occasionally question the degree of overlap, let me assure you that there is no overlap. To their credit, the Papua New Guinea government allows us to operate in the commercial arena without interference (and for the record, we don’t try to advise them on how to run the country!)

5. Orogen's corporate success and some reasons 

I would suggest that being a publicly owned company, with all its inherent requirements for strong corporate governance, has been a major factor in enabling Orogen to prosper.  Indeed, a key factor in the company’s success has been the fact that from the outset, a Board of Directors was established which comprised of a mix of PNG nationals such as myself and several colleagues plus a number of very experienced international businessmen who brought not only experience in a technical sense but also a clear understanding of what was required to establish and operate a company that could hold its own in the international capital markets.

The importance of adhering to this philosophy against all comers in the four years since the company was created, cannot be underestimated in considering the performance of Orogen during this period. The trust that the government of the day in 1996 and subsequent governments have placed in the hands of the Board of Orogen has been justified in full as illustrated by the following.

In each year since we started, the company has been profitable. The upward trend in profitability is very evident from the slide shown on the screen. (SLIDE) Each year we have returned a prudent proportion of our earnings to our investors in the form of dividends (SLIDE) providing a steady income stream that we know is greatly appreciated by many of our large and small shareholders alike.

In addition, the company has been able to meet, and in many respects exceed, all its social and statutory obligations as a leading Papua New Guinea company.  (SLIDE) Over the past four years, Orogen has paid over K 225 million to the State in taxes and royalties and K 15 million in landowner carried expenses and donations to the community.  This is in addition to the strong dividend flow that all shareholders, including Mineral Resources Development Company, the State’s nominated holder of Orogen shares, has received.   

This impressive performance has not happened by accident, but has taken a lot of thought, hard work and tough decisions on the part of Orogen’s Board and senior executives.  

The Initial Public Offering of Orogen’s shares back in 1996 was an overwhelming success, helped by the strong appetite for ‘emerging market’ and energy stocks at the time. Early 1997 represented the ‘honeymoon period’ but then both gold and oil prices started to fall. Orogen realised that it could not just sit still and hope to prosper.  It had to do something about it. The company needed a clear strategy in order to fulfill its mission, (SLIDE) to generate wealth for all its shareholders by investing in the profitable development and production of PNG resources. 

6. Orogen's corporate strategy 

A corporate strategy was put in place, which involved amongst other things (SLIDE):

· The active management of a portfolio of direct project interests;

· The aggressive pursuit of new investment opportunities which arose under its Option Agreement or were generated through internally generated initiatives; and;

· The adoption of a very disciplined approach to capital management including risk management. 

With respect to the last point, we have established for ourselves a rigorous set of investment criteria that we apply to all new investments and also use to assess ongoing performance of existing assets. I don’t intend to go into detail on this matter in this forum, however, I wish to emphasize the point that disciplined capital management is a very important element of our corporate strategy and a key reason for the success of our company in comparison to many other Papua New Guinea enterprises.

Over the past few years, all elements of our corporate strategy have been systematically implemented, and have resulted in a great deal of success as previously discussed.

7. Orogen's prudent management, investment strategies 

The recognition that Orogen needed to have access to product and cash flow was the primary driver behind one of Orogen’s first major corporate deals, the sale of the bulk of its shareholding in Lihir Gold Limited in 1998. While the company has been criticized in some circles within PNG for exiting the Lihir project, there can be no denying that the very timely sale has been enormously beneficial to Orogen’s financial health.  Apart from the fact that we generated an extra-ordinary profit on the sale of US$xxxx million and cash-flow of US$ xxxx million, we were able to position ourselves to re-invest in directly owned, cash-flow producing operations such as a 5% JV interest in the Porgera Mine. In late 1999, Orogen was also able to purchase BHP Petroleum’s Papua New Guinea production and exploration assets, making us the second largest oil producer in PNG, and potentially the third largest participant in the PNG Gas project. (All these just prior to the recent run of very high oil prices).  In early 2000, Orogen also completed a transaction to acquire an interest in the Ramu Nickel Project where it has also acted as a facilitator to remove a number of obstacles to the Project’s progress.    

Orogen’s skill in creating wealth for shareholders through prudent acquisitions and divestments has not gone unnoticed. In a recent authoritative survey of major resource companies by the Australian investment community, Orogen was ranked outright first for astute judgement in acquisitions and divestments.  

In the past four years, Orogen has evolved from an brand new venture into a mature public company, with a sound balance sheet, good cash-flow generating assets and two major future growth opportunities, namely the PNG Gas Project and the Ramu Nickel Project, either of which could underpin the company’s long term future.

The year 2000 was an outstanding year, financially, for Orogen, and 2001 is also likely to see another strong result, although sadly for us, our oil production and oil prices have declined from the record levels of 2000.  In the first six months of 2001 we made a profit after tax of US$20.6 million.  In US dollar terms, this was 

27% lower than in the same period of last year or 18% lower in Australian dollar terms due to the weaker Australian currency.  Profits declined mainly because of lower oil and gold production from our mature operations, oil production running at 60,000 bbls per day, and gold production forecasted at 700,000 ozs for Porgera and 150,000 ozs for Misima for the next 4-years.  Despite this, the 

Company is still in a very strong financial position.  In the first six months of the year, we generated an operating cash flow of US$65.3 million and our cash balance rose from US$40 million at the end of 2000 to just on US$100 million currently.  This equates to cash backing of nearly A$0.60 cents per share.

We have also declared an interim dividend of US 2.5 cents per share.  The Board decided to maintain the payment at the same level as the 2000 interim dividend due to the financial strength of the company.  

With an appropriately crafted hedging position in place, Orogen has reaped most of the rewards of the recent high oil prices, and the production performance from the Porgera Gold Mine has been exceptional. 

However, Orogen is not content to sit on its laurels. Of major concern to the Board and Senior Management is that these good results have not translated to a higher share market rating.  We have examined the situation very carefully and have identified a range of factors that we believe is causing our share price to under-perform relative to its true value. We have developed a clear strategy for addressing some of these issues and we hope to be in a position in the not too distant future to start implementing a plan that we consider should restore value for our shareholders. The current low levels of mineral and hydrocarbons exploration in PNG also present a particular challenge to Orogen. We are strategically assessing our options to determine what role we can play to revitalize the exploration industry in PNG. 

8. Lessons learned… 

We believe that the lessons may be summarized as follows: (SLIDE)

1. Privatization of public assets in Pacific Island nations can be undertaken successfully with careful planning, and an element of luck in terms of market cycles.

2. For ongoing success of the privatized entity, the full privatization route is more likely to be successful than partial privatization as it eliminates potential for: 

· perceptions of interference in decision making; 

· perceptions of conflict between the private agenda and the public agenda;

· limitations on fund raising capacity.

3. The key to commercial success of privatized companies is closely linked to:

· Insistence on very high standards for Board membership – prior public company experience for a majority of Directors is a minimum and familiarity with high standards of corporate governance is essential; 

· Insistence on independence of the Board -  Board genuinely able to take decisions in the interests of all shareholders;

· Recruitment of executives and directors with sufficient experience to be able to develop and execute a sensible business plan.

4. By enabling the privatized company to do what it needs to do in order to achieve commercial success, all stakeholders in the company stand to benefit from the company’s success as evidenced by payment of dividends, corporate taxes, royalties, financial support of community initiatives and provision of employment and education for young people.

9. Concluding remarks 

In conclusion, I am sure that you will agree that these lessons learned from Orogen’s short history demonstrate that, if handled correctly, the privatization of State owned assets in the Pacific Region can be a success.  Orogen’s story also provides an important message for all citizens of Papua New Guinea and our region. We can do things well if we try and we can achieve international success in the field of business if we are prepared to work hard, learn from the successes and failures of others and make full use of the wonderful resources that are available in our country.  

Orogen has progressed a long way in our short history. Our Board, our staff, our shareholders, both big and small, our fellow project participants, financiers and advisors and the people of Papua New Guinea have all made a contribution to our success.  We at Orogen look forward to the challenges of the future and are confident of continued success.

Thank you for your attention.
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