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Bursting the oil and gas bubble’”
Prof. Dr. Hussein Abdallah

The government must reassess its energy conservation strategy and stop
painting a rosy picture in order to survive dwindling oil and gas resources
worldwide, urges Dr. Hussein Abdallah

According to Production Sharing Agreements (PSAs) which are used to
develop oil and gas in Egypt, a foreign company is contracted to do the
job from A to Z, and single-handedly carries all exploration, development
and production costs. If exploration efforts strike a commercial oil and/or
gas discovery, the PSA is extended for a maximum period of 35 years. A
joint venture with the foreign company is established to carry out
production activities and deliver shares in kind to each partner. If the
foreign company fails to discover a commercial field during an initial
period of eight years, it has to leave without recovering any cost.

But if production starts, the foreign partner is allowed to keep up to 40
per cent of total production, valued in dollars at the export price, to be
deducted from the remaining cost balance. This is to be repeated year
after year until the cost balance is fully recovered. The remaining 60 per
cent of total production after cost recovery is divided between the foreign
partner and the Egyptian General Petroleum Corporation (EGPC).

The foreign partner gets a further 25 per cent -- which is 15 per cent of
total production -- as equity profit, net of government royalties and
income taxes which are paid by EGPC on his behalf. The remaining 45
per cent of total production is the share of the host country, and is
received by EGPC.

Looking at all PSAs applications over an extended period of time, views
differ on Egypt's overall share after cost recovery and the companies'
equity shares. Some experts believe it is nearly a 50-50 split, while EGPC
officials -- mostly looking at selective years -- say it is two thirds for
Egypt and only one third for foreign partners. Whether it is one half or
two thirds, the country's share has in recent years fallen short of satisfying
the country's domestic needs. Therefore, Egypt fills the gap by
purchasing part of the shares of

foreign oil and gas companies.

Actual figures for fiscal year (FY) 2004-2005, as verified by the Central
Auditing Agency (CAA), confirm this fact. Total oil and gas production

© Published in Ahram Weekly, 17 January, 2008
® The writer is an expert in oil and energy economies, and a member of ASFER.
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amounted to approximately 58 million tonnes of oil equivalent (toe), of
which 39 million toe were the net share of EGPC. Since domestic oil and
gas consumption reached 49 million toe in that FY, EGPC purchased
some 10 million toe from foreign company shares -- a fact confirmed by
the CAA report. EGPC was in short supply and had no surplus of oil or
gas of its own for exporting.

The same thing happened in FY 2005-2006, although the CAA report is
not yet out for this period. However, initial figures indicate that out of
total production of oil and gas of 71 million toe, EGPC's share was nearly
44 million toe. Domestic consumption of both sources was 52 million toe,
therefore at least eight million toe were purchased from foreign partners
in order to fill the gap.

In the foreseeable future, considering the 6.5 per cent annual rate of
growth of domestic consumption in the period 1975-2006, domestic
consumption of oil and gas will grow by at least five per cent between
2006 and 2020. Accordingly, accumulated domestic consumption would
total 1.1 billion toe, and yearly consumption would reach 103 million toe
in 2020 (equivalent to 750 million barrels).

This 1s compared to Egypt's total proved reserves of both oil and gas,
officially estimated by EGPC at 15.5 billion barrels (or 2.15 billion toe),
of which 12 billion barrels represent gas reserves. There is serious debate,
however, about the accuracy of these figures with some credible
estimates confirming that proven gas reserves do not exceed one half of
official estimates.

But even if we accept official figures, Egypt's share of these reserves is
expected to be entirely depleted by accumulated domestic consumption
by 2020 or so. This is assuming EGPC does not export any of its share of
oil and gas.

However, if EGPC opts to step up production to such an elevated level to
satisfy domestic needs, without purchasing from the foreign partners and
to have enough surplus to export, this critical point will be reached much
sooner than 2020. In this case, according to most credible studies, Egypt
may become involved in a spiralling world conflict over fast depleting oil
and gas reserves.

These studies also anticipate that oil prices will reach at least $120 per
barrel by 2020. Hence, if Egypt becomes entirely dependent on oil and
gas imports in light of dwindling reserves worldwide, the annual import
bill would come to at least $90 billion by 2020. Can Egypt afford such a
formidable bill? If not, what are the consequences of short supplies of
energy, especially that the nuclear solution is no less a burden.

The country's energy situation has become so critical that it requires a
comprehensive and integrated strategy to be drafted and firmly executed
right now. And a massive campaign to raise awareness about wasting
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energy should be launched as soon as possible as part of this strategy. But
unfortunately, EGPC statements contradict this much-needed strategy and
popular campaign, since they claim that Egypt is energy affluent and has
plenty of surplus for export.

For example, the minister of petroleum was quoted in Al-Ahram
newspaper on 22 October 2007 as saying that Egypt's oil and gas exports
are valued at $14 billion. But he didn't mention the fact that these billions
actually belong to foreign companies working in the country, net of
quantities purchased by EGPC to cover domestic consumption. Since
Egypt is in fact a net oil and gas importer and has no surplus to export, it
would be very difficult to convince people to cooperate in an energy
conservation strategy if EGPC continues to claim the country is a major
exporter of oil and gas.

True, EGPC has some surplus in refined oil products to export, but it also
imports other refined products which are in short supply, such as solar,
LPG (butagas), and even gasoline (benzene) which used to be in surplus.
These oil product imports, together with crude oil and natural gas
purchased from foreign partners, outweigh and much exceed exported
surplus products. This is confirmed by CAA reports which quote heavy
EGPC debts, mainly due to purchased oil and gas from foreign partners.
In recent years, EGPC has initiated a new accounting system which
conceals facts and helps it claim the exports of foreign partners as its
own. The earlier accounting system accommodated a petroleum balance
of payments which covers only the Egyptian share of production, exports
and imports, net of foreign partners' shares. Net export surplus feeds the
public treasury and negative deficit is covered by the government budget.
Foreign partners receive their shares in kind and manage them in their
own books. EGPC has nothing to do with these foreign shares, except for
auditing oil and gas export prices which are used to value in dollar terms
the cost recovery share.

Driven by the keenness of foreign companies to meet their gas export
commitments and recover their overall shares of oil and gas reserves in
the shortest period, EGPC has in recent years been excessively expanding
the production of gas. From 23 million toe in 2005, gas production
skyrocketed to 45 million toe in 2007; this is a growth rate of nearly 50
per cent per year. If this expansion continues, however, gas reserves are
guaranteed to vanish quickly -- not to mention the uncertainty inherent in
estimating proven reserves.

Hence, it is strongly recommend that oil and gas production should be
limited to quantities only required to satisfy domestic needs -- even if
Egypt has to buy shares of foreign partners. Being in debt now is more
economical and much safer than fighting with giants later for a share of
shrinking oil and gas reserves worldwide.



Even if needed resources are secured in such a competitive environment,
it would be priced at intolerably high levels. This would be more so if we
consider Egypt's gas export price which does not exceed, before
liquefaction, $3.75 per million British thermal units (Btu). Since a barrel
of oil contains 5.6 million Btu, it follows that a barrel equivalent of
Egyptian gas is being exported at only $21, which is less than one third of
the export price of crude oil.

What a waste of a very precious and clean, but depleting source of
energy.
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